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U.S. Macro Outlook: Less Than Graceful
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View the Moody's Economy.com U.S. Macro Forecast. Listen to Mark Zandi discuss the U.S. outlook in a podcast.

« Arecovery has begun, but the transition to a self-sustaining expansion will be less than graceful.

« Without more hiring, household income will not support spending growth.

« After the trauma of last year's financial panic, businesses need time to grow confident about expanding.
« Policymakers must remain aggressive to keep the economy from falling back into recession.

The sturdy 3.5% annualized gain in real GDP during the third quarter proves that the recession ended this summer
and recovery has begun. Advances were broad across consumer spending, homebuilding, business investment in
equipment and software, exports, and federal government spending.

The GDP growth was mostly, if not entirely, fueled by monetary and fiscal support from the federal government. While
the financial system is still not operating normally—hundreds of small banks are failing, and the structured finance
market is dysfunctional—rock-bottom interest rates have stabilized the system. Cash for clunkers, tax cuts, and aid

to unemployed workers drove consumer spending, and the tax credit for first-time homebuyers supported gains in
homebuilding. Bonus depreciation probably boosted business investment. State and local government spending
declined but clearly would have fallen much further if not for the massive federal aid provided with the fiscal stimulus.

Recovery to expansion

GDP appears to be on track to rise nearly 3% again in the current quarter. Government support continues to be

the principal impetus for growth, but businesses are doing the things that in past cycles have set the stage for
private-sector growth. Companies have dramatically slashed expenses—as shown by plunging unit labor costs—and
stabilized their profit margins. Big companies in particular are seeing meaningful profit growth, a benefit of the softer
dollar and stronger global economy. Stock prices have risen appreciably in response.

Profit Margins Stabilize
Corporate profit margin, %
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For the recovery to become self-sustaining, firms must respond to improved profitability by expanding, but there is no

sign of this yet. Hiring remains dormant, and while layoffs have slowed, they remain stubbornly high. Without a pickup
in hiring, the job market will not improve enough to generate the income households need to support spending growth,
and the recovery will flag.

Questions, comments, concerns?
Please contact Moody's Economy.com at +1 610-235-5299 or help@economy.com.
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Adding urgency to the need for more hiring is the impact of underutilized labor on compensation growth. The
unemployment rate reached double digits even as the overall labor force shrank, a rare, though not unprecedented,
development. Workers are so discouraged by the poor job market that they have stopped looking for work, and thus
are not counted as unemployed. Some may be waiting for the market to turn up, living in the meantime on severance
income from previous jobs or on unemployment insurance. But this cannot go on forever, and once these workers
re-enter the job market the unemployment rate will rise further.

Labor Compensation Growth Is Stalling
Employment cost index, % change yr ago
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With so many unemployed and underemployed workers, growth in labor compensation is weak and growing weaker.
The broadest measure of wages and benefits—the employment cost index—rose only 1.5% annualized in the third
guarter. The historical relationship between these two factors suggests that at a jobless rate of 11%, compensation
growth will stall; if unemployment rises to 12%, compensation could fall. Real, after-inflation compensation growth has
fallen in other recessions, but nominal compensation growth has always managed to stay positive. A drop in nominal
compensation would set off a virulent deflationary cycle and renew the recession.

The Labor Force Shrinks
Labor force, % change yr ago, 3-mo MA
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It is possible that firms will resume hiring soon. Employment growth historically lags a pickup in GDP by several
guarters coming out of recessions. An increase in temporary jobs in October was a positive sign that more full-time
hiring may be coming. Yet other leading job market indicators are less encouraging. For example, the number of hours
worked per week remains stuck at a record low, and the number of people working part time because they cannot find
full-time jobs is rising. Businesses are sure to increase hours for existing workers before hiring more.

A longer lag this time

Given what businesses have been through, the lag between GDP growth and job creation could take longer in this
cycle. Many firms suffered near-death experiences during the financial panic last year, when credit dried up until the

Questions, comments, concerns?
Please contact Moody's Economy.com at +1 610-235-5299 or help@economy.com.
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Federal Reserve came to the rescue. Such an episode is not easily forgotten. It could thus take more time before
businesses feel confident to resume hiring and investing again.

Small-Business Psyches Are Fragile
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Credit remains a problem, particularly for the smaller businesses that are vital to job creation. Establishments with
fewer than 20 employees account for 25 percent of all jobs, but they generated 40% of the growth in the last economic
expansion. Small banks, which are the principal lenders to small business, face intense pressure as hundreds are set
to be taken over by the FDIC. Credit card lenders, another key source of small-business capital, have aggressively
raised their underwriting standards.

If it is a matter of confidence and credit, continued aggressive monetary and fiscal stimulus will help. Through
continued low interest rates, more temporary tax cuts and spending increases, policymakers should be able to support
conditions long enough to shore up business confidence and break the credit logjam. Businesses will eventually get
their groove back; policymakers just need to buy time.

Expansion in 2011

While the recession is over and a recovery has begun, the recovery will remain fragile and tentative through this time
next year. Not until 2011 will a self-sustaining expansion kick in.

Real GDP is projected to grow just under 3% annualized during the second half of this year, but no more than

2% during all of 2010. The economy's potential long-run growth rate is currently estimated at 2.75%; this implies
unemployment will rise through at least next summer. The unemployment rate is expected to peak at 10.7% in the third
quarter of 2010.

While the outlook for GDP growth has not changed appreciably for some time—the current forecast is not much
different than the one produced for January 2009—the outlook for unemployment has deteriorated steadily. The
expected peak in joblessness is now more than a percentage point higher than anticipated in January. The reason
is that a long-standing historical relationship between GDP and unemployment known as Okun's Law is not working
well. GDP fell sharply during the recession, and the recent increase has been modest, but unemployment has risen
measurably more than would be expected given the GDP weakness. There are a number of plausible explanations
for this, most related to measurement issues or temporary factors. Regardless of the reason, the task of accurately
projecting how high and when unemployment will peak has grown especially difficult.

More federal help coming

Policymakers are expected to provide just enough additional support in the coming year to ensure the economy
does not slide back into recession. The federal funds rate target will remain effectively zero throughout 2010. Fiscal
policymakers are also expected to provide $100 billion more in tax cuts and additional spending (on top of the $787
billion stimulus package passed last February). This includes the $45 billion cost to extend unemployment insurance
benefits and expand the homebuyer tax credit, recently signed into law.

The outlook brightens for 2011 and 2012, when GDP growth is expected to accelerate to an annual average around
4%. By then the economy is likely to have worked through most of the current impediments to growth, from the
foreclosure crisis and commercial mortgage defaults to budget problems at state and local governments and a
dysfunctional structured finance market. By then as well, exports will fill the void left by cautious U.S. consumers in
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powering economic growth. Job growth will accelerate enough to lower the unemployment rate, although it will be 2013
at the earliest before the economy returns to full employment.

This commentary is produced by Moody's Economy.com, a division of Moody's Corporation, engaged in economic research and analysis.
Commentary produced by Moody's Economy.com is independent and does not reflect the opinions of Moody's Investors Service Inc., the credit
ratings agency which is also a subsidiary of Moody's Corporation. If sourcing this article please quote Moody's Economy.com.

© 2009, Moody's Analytics, Inc. and/or its licensors and affiliates (together, "Moody's"). All rights reserved. All information contained herein is
protected by copyright law and none of such information may be copied or otherwise reproduced, repackaged, further transmitted, transferred,
disseminated, redistributed or resold, or stored for subsequent use for any purpose, in whole or in part, in any form or manner or by any means
whatsoever, by any person without Moody's prior written consent. All information contained herein is obtained by Moody's from sources believed by
it to be accurate and reliable. Because of the possibility of human and mechanical error as well as other factors, however, all information contained
herein is provided "AS IS" without warranty of any kind. Under no circumstances shall Moody's have any liability to any person or entity for (a) any
loss or damage in whole or in part caused by, resulting from, or relating to, any error (negligent or otherwise) or other circumstance or contingency
within or outside the control of Moody's or any of its directors, officers, employees or agents in connection with the procurement, collection,
compilation, analysis, interpretation, communication, publication or delivery of any such information, or (b) any direct, indirect, special, consequential,
compensatory or incidental damages whatsoever (including without limitation, lost profits), even if Moody's is advised in advance of the possibility

of such damages, resulting from the use of or inability to use, any such information. The financial reporting, analysis, projections, observations, and
other information contained herein are, and must be construed solely as, statements of opinion and not statements of fact or recommendations

to purchase, sell, or hold any securities. NO WARRANTY, EXPRESS OR IMPLIED, AS TO THE ACCURACY, TIMELINESS, COMPLETENESS,
MERCHANTABILITY OR FITNESS FOR ANY PARTICULAR PURPOSE OF ANY SUCH OPINION OR INFORMATION IS GIVEN OR MADE BY
MOODY'S IN ANY FORM OR MANNER WHATSOEVER. Each opinion must be weighed solely as one factor in any investment decision made by or
on behalf of any user of the information contained herein, and each such user must accordingly make its own study and evaluation prior to investing.

Questions, comments, concerns?
Please contact Moody's Economy.com at +1 610-235-5299 or help@economy.com.



mailto:help@economy.com

