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Introduction
      The United States began 2020 with robust labor markets and solid economic growth.  In January and February, nonfarm payroll employment rose an average of 232,500 per month, the unemployment rate hovered near the five-decade low of 3.5 percent, and the labor force participation rate reached a six-year high of 63.4 percent.  Given monthly data for January and February, real GDP was on track to maintain a steady pace of growth.  However, in March, SARS-CoV-2 (COVID-19) began to emerge in the U.S. and spread quickly.  State and local governments implemented various restrictions to slow its spread and mitigate its impact.  Stay-at-home orders, closures of non-essential businesses, travel advisories, and other measures contributed to an historically sharp contraction, and the longest expansion on record ended in February 2020 at 128 months.

     The shutdown measures to help “flatten the curve” of new cases of COVID-19 also took an enormous toll on economic activity.  Widespread business closures and declining aggregate demand led firms to shed a cumulative 22 million jobs in March and April.  The unemployment rate peaked at 14.7 percent – a post-WWII high – and the labor force participation rate fell to 60.2 percent, the lowest level since January 1973.  Real GDP decreased 5.0 percent at an annual rate in the first quarter, and the contraction sharpened to 32.9 percent in the second quarter, the most severe downturn on record.  By July, however, the unemployment rate had declined to 10.2 percent and labor force participation rates had rebounded moderately.

     The U.S. government responded quickly to the economic shock with unprecedentedly bold policy to support American households and small businesses during the pandemic.  Just two weeks after the first stay-at-home orders were issued, Congress had authorized three record-setting economic aid packages totaling roughly $2.7 trillion, and the Administration rapidly implemented the various measures – including Economic Impact Payments, expanded eligibility for unemployment insurance benefits, and the Paycheck Protection Program.

     Due to the government’s robust response and the relaxation of stay-at-home orders, the economy started to recover in May after just two months of contraction.  In particular, the labor market began to recover faster than private forecasters had expected.  By July, 42 percent of the jobs lost had been recovered.  By this metric, this is the strongest recovery from a major recession since 1939, when the government started reporting payroll employment data.  Likewise, other monthly data – such as retail sales and home 
sales – have signaled that a decisive rebound started in May and has continued. 
Growth of Real GDP
      (Quarterly percent change at annual rate)
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Economic Growth

     Following a 5.0 percent annualized decline in the first quarter, real GDP dropped 32.9 percent at an annual rate in the second quarter as the effects of the pandemic and counteractive measures intensified.  All components of GDP – with the exceptions of government spending and net exports – saw unusually large, though temporary, drops in activity.  Private domestic final purchases – the sum of personal consumption, business fixed investment, and residential investment – fell 33.7 percent in the second quarter, after declining by 5.8 percent in the first quarter.
     The social distancing measures implemented in mid-March, which included the temporary closure of many brick-and-mortar stores, remained in place through part of the second quarter and continued to weigh on purchases of durable goods and services.  Real consumer spending dropped 34.6 percent at an annual rate in the second quarter, after falling by 6.9 percent in the first quarter.  Although purchases of durable goods – a category that includes motor vehicles, household equipment and furnishings, among other items – declined 1.4 percent in the second quarter, the pace lessened from the 12.5 percent drop in the first quarter.  Purchases of nondurable goods – such as food and beverages purchased for off-premises consumption, gasoline and other energy goods, clothing, footwear, and other goods – declined by 15.9 percent in the second quarter, after growing by 7.1 percent in the first quarter.  But the brunt of stay-at-home orders and closure of many businesses significantly restricted household spending at service sector businesses, such as eating at restaurants, traveling, and attending concerts, among others.  Spending on services plunged 43.5 percent in the second quarter, after declining by 9.8 percent in the first quarter.  Overall, real personal consumption expenditures subtracted 25.1 percentage points from second quarter growth, posing the largest drag of any GDP component, after subtracting 4.8 percentage points from growth in the first quarter.  That being said, the reopening of many businesses in mid-May boosted sales across a variety of spending categories, and that activity has been reflected in the recovery of monthly measures of consumption.  For example, retail sales have fully recovered to their pre-COVID levels and were even up 1.7 percent from February.
     As of the second quarter, total business fixed investment has constrained GDP growth for three consecutive quarters.  Drag in previous quarters had multiple causes: slowing international growth, policy uncertainty, and persistently low oil prices, as well as company-specific difficulties (such as at Boeing and GM).  In the second quarter, business investment declined 27.0 percent at an annual rate, mainly reflecting sharp pullbacks in spending on equipment and structures and following a 6.7 percent retreat in the first quarter.  Equipment investment plunged 37.7 percent as most categories – other than information processing equipment – contracted.  Spending on structures dropped 34.9 percent; disinvestment was broad-based but especially notable in mining, which fell 77.8 percent as historically low oil prices made wells unprofitable.  Meanwhile, expenditures on intellectual property products (IPP) declined 7.2 percent in the second quarter, after contributing to GDP growth in every quarter since early 2015; the loss was heavily concentrated in research and development as well as business spending on entertainment as well as literary and artistic originals.  Overall, business fixed investment subtracted 3.6 percentage points from real GDP growth in the second quarter, following a 0.9 percentage point subtraction in the first quarter.

     The change in private inventories, a volatile component, subtracted 4.0 percentage points from economic growth in the second quarter of 2020, after subtracting 1.3 percentage points in the first quarter.  The pandemic reduced production at many factories and forced businesses to draw down inventories.
     From the third quarter of 2019 to the first quarter of 2020, residential investment was a bright spot in the economy, but the pandemic hindered construction in March and early in the second quarter, which caused a sharp decline in this component of GDP for the second quarter.  After surging by 19.0 percent in the first quarter, residential investment dropped 38.7 percent in the second quarter.  Residential investment added 0.7 percentage point to GDP in the first quarter, its largest contribution to growth since the second quarter of 2004, but it subtracted 1.8 percentage points from growth in the second quarter of 2020, as the effects of the COVID-19 pandemic initially outweighed the support of record-low mortgage rates.  Nonetheless, those effects have been temporary, with evidence that the housing sector has been recovering since May.  Total housing starts, as well as total permits, have grown strongly since April starts have jumped 60.2 percent in the last three months and permits – a leading indicator for starts – were up 40.2 percent.  Demand for homes has rebounded as well.  Existing home sales, which account for 90 percent of all home sales, grew 20.1 percent in June, moving back towards the 13-year high in February, but still 11.3 percent lower over the past year.  Furthermore, a robust pending home sales reading in June – an indicator which leads existing home sales by 1 to 2 months – portends that recovery of home sales activity should persist in the near-term.  New single-family home sales advanced 13.8 percent in June, after a 19.4 percent surge in May; sales of new homes exceeded even January’s 12-year high and registered strong growth of 6.9 percent over the past year.  In August, the National Association of Home Builder’s home builder confidence index rose to its highest level since December 1998.  Housing affordability has been supported by slowing home price growth rates and record-low mortgage rates.  Average rates for 30-year mortgages are now nearly 2 percentage points below levels in mid-November 2018.
Government spending advanced 2.7 percent at an annual rate in the second quarter, following growth of 1.3 percent in the previous quarter.  Federal spending surged 17.4 percent in the second quarter, reflecting implementation of the Coronavirus Aid, Relief, and Economic Security (CARES) Act – which was passed at the end of March, just two weeks after the first stay-at-home orders were issued.  Meanwhile, state and local governments curbed their spending by 5.6 percent in the second quarter.  Even so, total government spending made the largest contribution to second quarter GDP growth, adding 0.8 percentage point.  For its part, the federal government added 1.2 percentage points.
The net export deficit declined $7.3 billion during the second quarter to $780.7 billion, as both exports and imports plunged.  Total exports of goods and services dropped by 64.1 percent, while imports fell by 53.4 percent.  The narrowing of the trade deficit added 0.7 percentage point to second quarter GDP growth, after contributing 1.1 percentage points to economic growth in the first quarter.
Labor Markets and Wages
     Although the economy’s sudden downturn resulted in a loss of nearly 22 million jobs over March and April, payroll job growth resumed in May, much earlier than expected.  Over May, June, and July, employers added a total of 9.3 million payroll jobs, recovering 42 percent of what was lost in March and April.  In sharp contrast with the 2008-09 recession (the “Great Recession”), the U.S. economy did not start adding payroll jobs until early 2010, some seven months after the recession officially ended.

     Meanwhile, the headline unemployment rate – which stood at a half-century low of 3.5 percent in February 2020 -- rose rapidly and reached a post-World War II high of 14.7 percent in April but has since declined to 10.2 percent as of July.  Significantly, the vast majority of those unemployed since the onset of the pandemic identify themselves as “temporarily laid off.”  Again, the latest labor market recovery has significantly outpaced the last recession.  After the end of the Great Recession, the unemployment rate continued to rise and did not peak until four months after the trough.

     Likewise, the headline labor force participation rate (LFPR) – as well as prime-age (ages 25-54) LFPR –reached multi-year highs earlier in the year, before declining to multi-year lows in April.  Yet as of July, LFPRs had bounced back.  Specifically, the headline LFPR had rebounded to 61.4 percent, 2 percentage points below the six-year high seen in February, and the prime-age LFPR had recovered to 81.3 percent, about 1.8 percentage points below January’s eleven-year high.
     As of July, nominal average hourly earnings for production and nonsupervisory workers have grown above 3 percent for 24 consecutive months, a record not seen in thirteen years.  However, recent readings may have been unduly elevated as the furloughing of lower wage workers has boosted the average.  The rapid return of some of these workers has pulled the average wage a bit lower: nominal average hourly earnings for production and nonsupervisory workers were up by 4.6 percent over the year through July 2020, slowing from 6.6 percent in May, and 7.7 percent in April at the depth of the recession.  In real terms, earnings growth also accelerated as intermittent deflationary forces emerged early in the pandemic.  Real average hourly earnings rose 7.6 percent over the year through April 2020, but by July 2020, the twelve-month rate had slowed to 3.6 percent. Another measure, the Employment Cost Index (ECI), provides perspective on growth of the main components of compensation.  Private wages and salaries growth were 2.9 percent over the year through June 2020, 
roughly in line with the 3.0 percent advance of a year earlier. This measure had held at or above 3.0 for the previous seven quarters, a trend not seen since late 2006 and early 2007.  

Payroll Employment
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Nonfarm Productivity of Labor
     For the thirteen quarters through 2019 Q4, four-quarter nonfarm labor productivity growth rates remained above 1 percent, a consistency not seen since 2004.  However, with the sudden collapse in output in March 2020 productivity growth declined 0.3 percent at an annual rate in Q1.  Over the four quarters through 2020 Q1, growth slowed to 0.9 percent - the first year-over-year reading below 1 percent since 2016 Q3.  Productivity growth then surged by 7.3 percent at an annual rate in the second quarter, as a 38.9 percent drop in output was offset by a 43.0 percent decline in worker hours.  Over the four quarters through 2020 Q2, productivity growth accelerated to 2.2 percent from a 1.7 percent pace over the four quarters through 2019 Q2.
     Nominal hourly compensation costs in the nonfarm business sector rose 20.4 percent at an annual rate in the second quarter, following the first quarter’s 9.4 percent pace.  Over the most recent four quarters, hourly compensation costs rose 8.0 percent, nearly double the 4.2 percent, year-earlier pace.  Unit labor costs, defined as the average cost of labor per unit of output, grew 12.2 percent in the second quarter, after climbing 9.8 percent in the first quarter.  These costs were up 5.7 percent over the most recent four quarters, more than double the 2.4 percent, year-earlier advance. 

Unemployment Rate 
(Percent)
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Industrial Production, Manufacturing and Services
     Due to the pandemic, measures of industrial production, manufacturing, and services output began declining in March and fell further in April.  A quick recovery began in May as social distancing measures and stay-at-home orders were relaxed.  From May to July, industrial output at factories, mines, and utilities was up a combined 9.8 percent.  However, over the 12 months ending in July, output was down 8.2 percent, and was still 8.4 percent lower than pre-pandemic levels.

     Manufacturing production, which accounts for about 75 percent of all industrial output, increased 3.4 percent in July but was still down 8.0 percent from February.  Production at motor vehicles and parts factories jumped 28.3 percent, following two months in which output had more than doubled.  As of July, automotive output was only 0.3 percent below pre-pandemic levels but was 1.4 percent lower over the year.  Meanwhile, manufacturing output at select high-technology factors increased 1.6 percent in July and was 4.6 percent higher than before the pandemic.  Excluding motor vehicles and parts and high-technology industries, manufacturing output rose 1.6 percent in July, but this measure was 8.6 percent lower over the past year.

     Output at mines, which includes crude oil and natural gas extraction and accounts for 15 percent of industrial output, edged up 0.8 percent in July, the first increase since January.  Despite the monthly increase, mining output was down 17.0 percent over the year, due in part to low energy prices.

     Utilities output, the remaining 10 percent of total industrial output, grew 3.3 percent in July.  Weather is usually a factor contributing to swings in this sector; unseasonable weather in months often causes sharp swings in output from one period to the next.  Over the 12 months through July, utilities production rose 0.6 percent.
     After dropping sharply in March and April, other measures of manufacturing and services production in the economy have recovered sufficiently to signal expansion again.  Since August 2019, the Institute of Supply Management’s (ISM) manufacturing index had been below, or marginally above, the 50-point growth threshold.  However due to the pandemic, the ISM index signaled the first multi-month contraction for the manufacturing sector since early 2016.  By April 2020, this index had dropped to an eleven-year low, but it had risen to 54.2 as of July, indicating expansion in this sector.  In the service sector, the ISM’s non-manufacturing index had remained consistently above the growth threshold since February 2010, but by April, had dropped to its lowest level since March 2009.  By July, however, the non-manufacturing index had risen to 58.1, moving well above pre-pandemic levels to signal expansion.
Prices
     Deflationary pressures emerged in March, partly reflecting the preventative measures implemented to limit the spread of the COVID-19 virus but dissipated quickly.  Even with recent acceleration, however, inflation rates generally remain well below year-ago paces.  Over the 12 months through July 2020, the Consumer Price Index (CPI) for all items was up 1.0 percent, slowing considerably from the 1.8 percent, year-earlier rate.  In recent months, demand for energy dropped sharply, and energy prices plunged further after a production-cut agreement among major oil producing economies lapsed.  Over the year through July 2020, energy prices plunged 11.2 percent, compared with a decline of 2.0 percent a year earlier.  Food price inflation has accelerated, however, as consumers have switched from restaurants to eat-at-home meals.  Food price inflation accelerated to 4.1 percent over the year through July, more than double the 1.8 percent pace over the 12 months through July 2019.  Meanwhile, core inflation rose 1.6 percent over the 12 months through July, well below the 2.2 percent pace over the year through July 2019.
     Another measure of inflation is growth in the Personal Consumption Expenditures Price Index (PCEPI), which is the preferred measure for the FOMC’s 2 percent inflation target.  Inflation as measured by the headline PCEPI has held below the FOMC’s target since November 2018, but recently has slowed further.  Growth in the headline PCEPI decelerated to 0.8 percent over the 12 months through June 2020, considerably below the 1.5 percent pace over the year through June 2019.  Core PCEPI was 0.9 percent over the year through June 2020, slowing from the 1.7 percent rate over the year-earlier period.
     Measures of house price growth have been mixed.  FHFA price growth decelerated to a 4.9 percent pace over the twelve months through May 2020 from a 5.3 percent gain over the previous year.  However, on a 12-month basis, the Standard and Poor’s (S&P)/Case-Shiller composite 20-city home price index advanced 3.7 percent over the year through May, well above the 2.3 percent advance over the 12 months through May 2019.
Consumer Prices

(Percent change from a year earlier)
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Consumer and Business Sentiment
Through much of the first quarter, measures of consumer and business sentiment had been improving, but they began pulling back in March as social distancing and business closures took effect.  After rising to 101.0 in February, just shy of the 14-year high reached in 2018, the Reuters/Michigan consumer sentiment index subsequently fell by more than 29 points.  This index has since stabilized at 72.8 as of early August, but it remains about 28 points below its February level.  From February, the Conference Board’s consumer confidence index plunged by 46.9 points to 85.7 in April, reaching its lowest level since mid-2014.  This index has also stabilized since then, standing at 92.6 as of July, but is still 40 points below the level in February.  On the business side, the National Federation of Independent Business’s (NFIB) small business optimism index was, as of February, only 4.3 points below its all-time high reached in August 2018.  But this index fell nearly 14 points over March and April to its lowest level since March 2013.  It has since trended higher and as of July, this index stood at 98.8, or less than 6 points below its level in February.
Federal Budget and Debt
     The Federal Government posted a deficit of $984 billion (4.6 percent of GDP) in FY 2019, rising from $779 billion (3.8 percent of GDP) in FY 2018.  The primary deficit (which excludes net interest payments) was 2.9 percent of GDP in FY 2019, up 0.7 percentage point from FY 2018.  Federal receipts totaled $3.46 trillion (16.3 percent of GDP) in FY 2019.  Although the level of receipts was $133 billion higher than last year, receipts’ share of the economy declined from 16.4 percent of GDP in FY 2018.   Net outlays for FY 2019 were $4.45 trillion (21.0 percent of GDP), up from 20.3 percent of GDP in FY 2018.  Federal debt held by the public, or federal debt less the debt held in government accounts, rose from $15.75 trillion at the end of FY 2018 to $16.80 trillion by the end of FY 2019, or 79.2 percent of GDP.

     The Administration’s Budget for Fiscal Year 2021 was released in February 2020.  The Administration projects the federal deficit will rise to $1.08 trillion (4.9 percent of GDP) in FY 2020.  From FY 2021 to FY 2025, the deficit would total $3.71 trillion (2.9 percent of GDP, on average).  The projection assumes implementation of the Administration’s proposals – such as increasing spending on national defense, supporting major infrastructure investment, cutting non-defense discretionary outlays, and reforming health care, drug pricing, welfare programs, student loans, and the Postal Service – which would reduce the 10-year deficit relative to the baseline by $5.21 trillion.  On net, these proposals would gradually reduce the deficit to $261 billion (0.7 percent of GDP) by FY 2030.  The Budget expects that the primary deficit (which excludes net interest outlays) will be 3.2 percent of GDP in FY 2020, which will turn into a small primary surplus by FY 2026.  Debt held by the public would peak at 81.0 percent of GDP in FYs 2021 and 2022 but would gradually decline to 66.1 percent of GDP by FY 2030.

     The President’s Budget assumes a lower level of discretionary spending in FY 2021 than was agreed in the Bipartisan Budget Act, lifted spending caps established in 2011 and allowed for $1.3 trillion in defense and non-defense discretionary spending over the next two fiscal years.  In March and April, Congress passed several bills to help combat COVID-19 and ameliorate the economic effects of social distancing measures, worth about $2.7 trillion.  These bills were passed after the President’s Budget was presented to Congress.

     The Treasury’s borrowing limit is suspended until July 31, 2021.  At the end of July 2020, gross federal debt was $26,525.0 billion, while federal debt held by the public totaled $20,634.4 billion.

Economic Policy

The U.S. government has responded to the effects of the COVID-19 pandemic with a range of significantly expansionary fiscal and monetary policies, including an unprecedented level of fiscal assistance and a reduction in the key policy interest rate to near-zero.

     On the fiscal side, Congress has authorized a record-setting economic aid package of roughly $2.7 trillion to date.  The Federal Government has aided Americans through Economic Impact Payments and has helped the unemployed by adding a temporary weekly federal benefit to normal state unemployment compensation and expanding eligibility for benefits to the self-employed and gig workers.  The Administration also postponed tax payments and delayed loan payments for borrowers of federally backed student loans to boost disposable incomes and help American households to weather the pandemic.

     In addition, Treasury and the Small Business Administration (SBA) launched the Paycheck Protection Program (PPP) less than a week after its authorization at the end of March.  The Administration worked directly with private lenders and used their infrastructure to hasten how quickly businesses could receive funds.  In less than two weeks, the PPP had exhausted its initial funding: it had processed nearly 1.7 million loans worth $342 billion.  After a second appropriation, the PPP has provided nearly 5 million loans to date, worth over $520 billion.  According to the SBA, lenders have reported that over 51 million jobs have been supported by PPP loans.  By comparison, the Census Bureau estimated in the most recent Statistics of U.S. Businesses that establishments with fewer than 500 employees employed approximately 60.6 million workers.
     On the monetary policy side, the Federal Reserve’s Federal Open Market Committee (FOMC) resumed monetary easing, which began in July 2019 but had been paused at the turn of the year, owing to buoyant economic conditions.  
     At the January 2020 meeting, the Federal funds rate target was unchanged at a range of 1½ to 2 percent, and in the accompanying statement, the Committee observed that at the time, “the current stance of monetary policy is appropriate to support sustained expansion of economic activity, strong labor market conditions, and inflation near the [Fed’s 2 percent target].”  
     However, the pandemic led to an inter-meeting move.  On March 3, the FOMC announced a 50-basis point cut in the target range to 1 to 1¼ percent, and on March 15, at another unscheduled meeting, the FOMC cut the target range by 100 basis points to 0 to ¼ percent.  (The scheduled, March 17-18 FOMC meeting was cancelled.) 
     At its scheduled meetings in April, June, and July, the FOMC left the target range for the federal funds rate unchanged.  In each of the accompanying statements for those meetings, the Committee noted that it expects to maintain this FFR target range “until it is confident that the economy has weathered recent events and is on track to achieve its maximum employment and price stability goals.”

     The Federal Reserve has also implemented large-scale purchases of Treasury securities and agency mortgage-backed securities.  On the monetary side, the Federal Reserve swiftly cut its interest rate target to zero and implemented large-scale purchases of Treasury securities and agency mortgage-backed securities.  Importantly, the Federal Reserve assuaged market worries by using its Section 13(3) authority to establish numerous emergency lending facilities.  Through these facilities, it can leverage capital provided by Treasury, which has committed $215 billion of capital.  Treasury can commit up to $454 billion as conditions require.  Although the Federal Reserve had used only 3.2 percent of its stated lending capacity by the end of July, the existence of these facilities has unlocked financial markets and have mitigated the risk of the public health crisis from becoming a financial crisis.
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