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DECLINE IN CONSUMER CONFIDENCE SLOWS:
SUSTAINED GAINS DEPEND ON REVIVAL IN JOBSAND WAGES

Confidence Post
Cautious Gains

The Index of Consumer Sentiment was 77.6 in the March
2003 survey, down 9.1 Index-points from three months ago
and 18.1 Index-points from one year earlier (see the chart
below). Although consumer confidence began to revive as
soon as thewar started, the Sentiment Index for the month
asawhale did not show much improvement since only one-
fifth of the total sample was interviewed after the start of
thewar. Thegains after thewar started were dueto falling
oil prices and rising stock prices.

The current state of confidence remains volatile given the
widespread anxiety about how long the war will last, the
potential number of casualties, and the possibility of
domestic terrorist attacks. If the war lasts longer or there
are more casualties than consumers had originally
anticipated, confidence could again decline, and if the war
is concluded more quickly than now expected, confidence
could rise even more in the month ahead.

Whileit istoo early to provideany assessment of how much
optimism will be restored by the successful conclusion of
the war, the data indicate that the likely impact will be
limited due to continuing anxiety about domestic terrorist
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attacks as well as persistent concerns about job and wage
prospects. The central issueis not the size of the rebound
but whether subsequent changesin job and wage prospects
will act to reinforce the gains or reversetheinitial gains as
happened in 1991.

Following the successful conclusion of thefirst Iragi war,
the Index of Consumer Sentiment posted the largest one-
month gain ever recorded (17.3 Index-points, amounting to
an increase of 25%). By the end of 1991, however, the
Sentiment Index reversed all of that gain, with the
Sentiment Index slumping back to thesamelow leve it was
at the start the year (seethe chart below).

Change in Consumer Confidence After First Gulf War
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Even if the Sentiment Index did rebound to the mid 80's
following the end of the war, this would only reverse the
losses recorded during the past three months, leaving the
Index ten points bel ow the 2002 high and twenty-five points
below the last cyclical peak. To be sure, the return of
confidenceto its long term average would be welcome, but
it would not be sufficient to restore consumer spending to
robust levels. Consumersremain concerned about thelevel
of their outstanding debts and want to add more to their
savings and reserve funds. Overall, the data indicate that
consumer spending will remain subdued through 2003.



Slower Economic Growth and
Higher Unemployment Expected

Recent trends in the Index of Consumer Sentiment indicate
a slowdown in GDP growth during 2003 (see the chart
beow). The magjority of consumers thought that the
economy had already weakened. Indeed, nearly nine-in-ten
consumers reported hearing of unfavorable economic
developments in the March 2003 survey, with rising
unemployment the most frequently cited development.

Change in Consumer Sentiment and
Annual Growth in GDP
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When asked about the prospects for the national economy
duringtheyear ahead, 63 percent of all consumersexpected
bad timesfinancially in the country asawholeintheMarch
2003 survey. The outlook for the economy has nearly
reversed during the past year: last March nearly as many
consumers expected good times as how expect bad times.
Indeed, the March 2003 reading was the bleakest outlook
held by consumers since the recession of the early 1990's
(see the chart below).

While consumers did express the view that the war with
Irag had made business more hesitant toinvest in expansion
and job creation, these concerns were already quite high
even before concerns about the war arose. Importantly, a
quick end to the war is unlikely to reverse the larger
declines recorded as long ago as early 2001.

Y ear-Ahead Outlook for National Economy
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Thetemporary and modest additional negativeimpact from
the war as well as the more substantial and long lasting
problems consumers now anticipate can be seen from a
comparison of the near and longer term outlooks. Over
both time horizons, economic prospects are clearly lower
thanin prior years, but unlikethe additional declinesin the
near term outlook, the longer term outlook has remained
unchanged (see the chart below). Overall, half of all
consumers expected bad timesfinancially over thenext five
years. This negative view has remained unchanged for the
past six months, and continues to be significantly worse
than the more positive views held a year ago.

Five-Year Outlook for National Economy

%Good - %Bad + 100

20 +--fp-----------"-"-"-"--------—- 1--

oo ARHIOIIAME - - -+ -~ My --------1
80 | --H--- - - |
Ml

40 ! ! I ! ! ! ! %

1960 1964 1968 1972 1976 1980 1984 1988 1992 1996 2000 5003 F

The main concern of consumers is that the slower pace of
economic growth that they now anticipate will result in a
rising unemployment rate. In the March 2003 survey, 44
percent of all consumersexpected theunemployment rateto
increase during the year ahead, compared with just 14
percent than expected any reduction. These figures have
remained unchanged over the past six months.

These heightened concerns about futurejob prospects have
made consumers more cautious spenders. The data on
unemployment expectations indicates that the annual
growth ratein total personal consumption expendituresis
likely to be about 2v2% in 2003 (see the chart below).

Unemployment Expectations and the Annual
Growth in Personal Consumption Expectations
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Confidence in Gover nment
Policies Continues to Decline

Consumers voiced the least confidence in government
economic palicies since President Bush first entered office.
Indeed, more consumers rated policies unfavorably than
favorably in the March survey. Among all consumers, 31
percent held unfavorableviewsof current economic policies
compared with 21 percent that held favorableviews. After
the conclusion of the war, consumers will be even more
disappointed if new policies are not proposed that address
their concerns about faltering job and wage prospects.

Confidence in Government Economic Policies
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I ncreasing Per sonal
Financial Distress

Consumers’ assessments of their own financial situation
continued to weaken inthe March 2003 survey. Among all
households, 36 percent reported that their finances had
improved, down from 38 percent one month earlier and 42
percent one year ago. Reports of worsening finances rose
to 40 percent from 36 percent one month earlier and 29
percent oneyear ago. Thiswas the bleakest assessment by
consumers of their current finances in more than ten years
(see the chart below). While the impact of rising energy
priceswas morefrequently reportedin March (13 percent),
thesecomplaintsremained relatively low compared with the
1990 peak (24 percent) and well below the peaks recorded
during the energy crisisin the 1970s (48 percent).

Consumers Assessments of their Current Finances
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The more important reason cited by consumers for their
financial reversals has been the slowdown in wage growth.
Among all consumers nearly as many reported income
declines as reported increases—a difference of just 2
percentage points. Overall, 29 percent reported gains and
27 percent reported income declines in March 2003.

The data on changes in disposable income has been much
more favorable than these financial evaluations by
consumers. |ndeed, income declines werereported by more
households in the March 2003 survey than any other time
during thepast tenyears. Thedifferenceisthat consumers
judge progress in their personal finances based on wage
growth and not by the tax cuts that have made disposable
income trends more positive.

Net Reports of Income Changes
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Per sonal Financial
Outlook Dims

In comparison to the dismal appraisal of their current
financial situation, consumers viewed their futurefinancial
prospects morefavorably duetotherdatively low inflation
ratethey anticipated for theyear ahead. IntheMarch 2003
survey, 42 percent of all consumers expectedtheir financial
situationtoimproveduring the year ahead, just ahead of the
40 percent recorded in February. Although the overall
decline has been much less pronounced, personal financial
prospects remained near the least favorablelevels recorded
in more than five years.

Expected Change in Financial Situation
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L ong term Savings
Needs Remain High

Over the past five years, the surveys have included a
question about consumers assessments of whether the
chances of achieving a comfortable retirement income had
improved or worsened (see the chart bedow). The
cumulative declines in stock prices have had a significant
impact, as 42 percent of all consumers under age 65
reported that their chances had worsened in the most recent
survey. This was the highest proportion recorded during
the past five years. These and other data suggest that
consumers will continue to shift their budget priorities
toward saving more out of there current incomes.

Changein Likelihood of a Comfortable Retirement
Income Among Respondents under age 65
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Bigger Discounts, Fewer Vehicle Sales

Consumers expressed |less positive attitudes toward buying
conditions for vehicles, athough they did expect
manufacturersto offer even larger discounts in the months
ahead. Overall, recent trends in vehicle buying attitudes
suggest that total vehicle sales will post a decline of about
Yo million unitsin 2003 compared with 2002 ( seethe chart
below).

Vehicle Buying Attitudes and Total Vehicle Sales
(Year-to-year changein series)
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Home Buying Weakens
Despite L ow Mortgage Rates

Although home buying attitudeshaveremained at favorable
levels, they nonetheless posted a significant decline in the
March 2003 survey. Among all consumers, 75 percent
rated home buying conditions favorably, down from 80
percent in each of the prior three months. The March
decline was recorded despite the fact that consumers
continued to mentioned low mortgage rates at near record
levels (seethechart below). Uncertainty about their future
job and income prospects were the main reason for the
overall declinein home buying attitudes. Asaresult, many
home owners have viewed mortgage rates more favorable
for refinancing—to both lower their debt repayments as
well as provide them with more financial latitude.

Home Buying Attitudes and M ortgage Rates
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The current level of home buying attitudes is sufficient to
support favorableleve sof sales of new and existing homes,
but not to provide any increases sales activity (seethechart
below). Asa result, new home sales like vehicle sales are
unlikely to add to GDP growth during the year ahead asthe
annual growth rate in residential investment and vehicle
sales can be expected to be negative.

Home Buying Attitudes and
Sales of New and Existing Homes
(Year-to-year changes in series)
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Growth Ratein
Housing Wealth Slows

Slightly fewer homeowners reported increases in the value
of their homes in the most recent surveys (see the chart
beow). Whilethemgjority of all homeownersstill reported
rising home values, the data does indicate a weakening
overall pace of growth. Among all homeownersin the first
quarter 2003 surveys, 61 percent reported that the value of
their homes had increased during the past year. Although
thiswas only dlightly below the levels recorded in the prior
two quarters, it remained twiceas high asthelows recorded
inthe early 1990's.

There were substantial differences across regions, with
residents of some regions reporting greater declinesthanin
other regions. Only residents of the Midwest more
frequently reported gains in the value of their homesin the
first quarter. Among residents of the South, the proportion
that reported gains in home values has slowly declined by
only a modest amount.

Thelargest declines werereported by residents of the West
followed by residents of the Northeast. Moreover,
homeowners in these two regions have recorded the widest
swingsin homevalues over thelast decade. It isimportant
to emphasizethat the proportion of homeownersintheWest
and Northeast that reported gains remains quite high even
if significantly below last year’s levels. Indeed, reports of
gainsin home values remain morethan twiceas frequent as
during the early 1990s.

Nonetheless, there is widespread concern that declines in
home values could become a more significant problem in
the year ahead. Falling home prices could have a
significant impact on the formation of more genera
deflationary expectationsamong consumers. Thesedeclines
could again be larger in the West and Northeast.
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The March 2003 survey included 504 interviews
conducted between March 1 and March 27, 2003.
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