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The US economy
IS now past the
worst and is
recovering at a
steady pace, but it
Is still far from
bocming, says
Gerard Lyons
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ow strong Iis Sn US economy?

This is ane of the key questions

for (inancial markets. Economic

weakness in the US and fears of a
continued downturn prompted the US Fed-
cral Reserve to cut the funds rate by 0.25%
to 5.25% at the end of January, Since that
casing, there have been signs of economic
life, with a number of indicators stonger
than the market expected.

Dunng recent weeks, US bonds and equi-
tes have suffered The womes tin US funan-
cial markels are similar to those that have
surfaced recently in the UKL The key con-
cern is that recovery will tmgger S:ucoc
justifying _:E.n.. inlerest rates.

[n my view, the US is recovening, but at a
steady pace, with continued low aflaton. It
is certainly not booming. The US Labour
Secretary, Robert Reich, calls it a ‘Goldi-
locks recovery': not oo hot to tnigger infla-
tion, not too cold to point to recession.

Fears of recession at the start of the year
were tnggered by continued weakness in the
manufacturing, sector. Data on Uus sector
has been weak for some time, and although

manufacturing appears to be past the worst,
En data is 8: weak. ¢ .
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[ndustnal production rose _.u.\. in Febru-
ary but is only 1.6% higher than a year ago.
The umportant index of _nua_:m €CONOMIC
indicators also rose 1.3% in February but in
three of four moanths it fell, which normally
suggests recession. One oa the best gauges
of the manufactuning sector is the National
Association of Purchasing Managers index.
If it is below the so-called boomvbust 50
level this suggests the manufacturing sector
Is contracting. This index bottomed at 44.2
in January, but even though it has risen in
the two months since, it is still only at 46.9.

What is happening in the manufacturing
sector Is a classic example of inventory
adjustment. Last summer, US companies
were unable to sell their -goods, so in-
ventories of unsold stock built up quickly.
Qutput was cut, workers laid off and excess
stocks run down. Thus, on some wndicators,
the manufactuning sector appeared to be in
recession. At the start of this year the big
three US motor companies cut prices
aggressively to reduce their excess stocks
and this contnbuted lo the increase in

car sales.

Despite its recent disappointing perfor-

~mance,. _the outlook for manufactunng
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should co wooa. The sector is nn._nmn:. and

noavocsn The dollar's* depreciation
against the yen and deutschmark bas con-

tributed to the US capital goods and auto
seclors becoming increasingly coropetitive
in international markets. US productivity
has increased. Two weeks ago, the chauman
of the Federal Reserve, Alan Greenspan,
drew attention to the strong productuwvity of
both the manufacturing and service seclors,
which he felt was not being fully reflected in
released economic data.

The key in the next few months will be
whal E.EXE to consumer spending. Con-
sumption is the most important area of the
US economy. Companies are unlikely to
make the same mistakes they made last year
of increasing output in the hope of healthy
demand. That led to the inventory build up.
Instead they will wait and sece. If demand
picks up, production will rise in response.

One should wvot underestimate the
rebound that is possible after an inventory
correction; if firms have reduced theur
unsold stocks then any genuine improve-
ment in demand can.soon trigger a strong
burst of industnal activity. .

The question then is, how strong 13 the US

cm economy clambers out of the doldrums

conswner? In recent years the answer has
been, not that strong. Wages have been slug-
gish and job insecunty high. This bas
prompted talk about the end of the “Amen-
can dreamn" as this generation of workers has
failed to do belter than its parents.

Last year, there was a surge in credit as

people borrowed to [inance their spending.
.US savings are low, and people are under

pressure o increase their savings, particular-
ly as the government appears commitled (o
reducing future entilement in order to cut
the budget deficit

The key -to any sustained pick-up in
demand is an unprovement in the labour
market, with employment and wage
prospects umproving. Heoce the importance
of the latest jobs data, which wornied the
financial markets.

Eroployment, as measured by non-farm
payrolls, rose 140,000 in March and
624,000 in February, Although this indicates
recovery, it does not suggest higher interest
rales, as the markets seem lo fear. Payrolls
fell 146,000 in January, so in the first

quarter of this year employment rose by

618,000. Although this seems high, it is

lower than the 717,000 jobs created in the
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same penod last year. That was not a tme of
buoyant growth, so the latest rise in jobs is
not exceptional.

Now there are fears of a rebound in
wages, somcthing cven Greenspan is con-
cerned about. US firms are in a better posi-
bon because they have high profits with
which to pay increased ‘wages if they wash
It is not clear they wall. ln recent years,
skilled wages have risen — a trend that will
continue although unskilled wages wall
remain low — because of global competition.
Modest wage growth wall reinforce the
favourable inflaton outlook. US winflation is
likely to be 2.5% this year.

The overall picture is that the US econo-
oty is recovenng from its recent weakness
and could rebound Ffurther in coming
months. This points to wnterest rates remain-
ing oa hold for now, although [ expect them
to fall further eventually. The key area the
US Federal Reserve wll focus oa will be
wage and ewnploymeat prospects. Develop-
ments there should confinn the US econo-

my i3 past the worst but is stull some way

from a boom.
Or Gerard Lyons is chief economist o\

DaHchi Kangyo Bank (DKB) Intemational.
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