Monetary Policy and
Economic Developments



Monetary Policy and the Economy in 1999

The U.S. economy posted anotheproductivity growth raised expecta-
exceptional performance in 1999. Ecotions of future incomes and profits and
nomic growth was robust, and, asidehereby helped keep spending moving
from the direct effects of higher crudeup at a faster clip than current produc-
oil prices, inflation remained subduedtive capacity. Meanwhile, the prices of
in marked contrast to the rising inflationmost internationally traded materials
that eventually emerged in many pretebounded from their earlier declines;
vious economic expansions. The yeathis turnaround, together with a flatten-
brought additional evidence of substaning of the exchange value of the dollar
tial improvement in productivity growth after its earlier appreciation, translated
since the mid-1990s, boosting livinginto an easing of downward pressure on
standards while helping to hold downthe prices of imports in general. Core
increases in costs and prices despite veigflation measures generally remained
tight labor markets. low, but with the labor market at its
The Federal Open Market Commit-tightest in three decades and becoming
tee’s pursuit of financial conditions con-still tighter, the risk that pressures on
sistent with sustained expansion and lowosts and prices would eventually
inflation required some adjustments temerge mounted over the course of
the settings of monetary policy instru-the year. To maintain the low-inflation
ments during the year. In the latter parenvironment that has been so important
of 1998, to cushion the U.S. economyto the sustained health of the current
from the effects of disruptions in world expansion, the FOMC implemented
financial markets and to amelioratethree quarter-point increases in the
some of the resulting strains, moneyintended federal funds rate over the year,
market conditions had been eased. Bultimately reversing the easings under-
the middle of 1999, however, with finan-taken during the autumn 1998 financial
cial markets resuming normal function-market turmoil.
ing, foreign economies recovering, and The first quarter of 1999 saw a further
domestic demand continuing to outpacenwinding of the heightened levels of
increases in productive potential, theperceived risk and risk aversion that
Committee began to reverse that easindnad afflicted financial markets in the
As the year progressed, foreignautumn of 1998; investors became much
economies, on the whole, recoverednore willing to advance funds, securi-
more quickly and displayed greaterties issuance picked up, and risk spreads
vigor than had seemed likely at the starfell further—though not back to the
of the year. Domestically, the rapidunusually low levels of the first half
of 1998. At the same time, domestic
Note. The discussion here and in the nextdemand remained quite strong, and for-
chapter is adapted froMonetary Policy Reportto eign economies showed some early
the Congress pursuant to the Full Employmengigns of rebounding. The FOMC con-

and Balanced Growth Act of 1978oard of Gov- -
ernors, February 2000). The data cited in the tWCS;IUded at its February and March meet-

chapters are those available as of mid-Februa19S Fhat if these trends were to persist,
2000. the risks of the eventual emergence of
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somewhat greater inflation pressuresate¥s percentage point. The Committee
would increase, and it noted that a casalso announced a symmetric directive,
could be made for unwinding part ofnoting that the marked degree of uncer-
the easing actions of the precedindainty about the extent and timing of
fall. However, the Committee hesitatedprospective inflationary pressures meant
to adjust policy before having greaterthat further firming of policy might
assurance that the recoveries in domesot be undertaken in the near term,
tic financial markets and foreign econo-but that the Committee would need
mies were on firm footing. to be especially alert to those pressures.
By the May meeting, these recoverieMarkets rallied on the symmetric-
were solidifying, and the pace of domesdirective announcement, and the
tic spending appeared once again to bgtrength of this response, together with
outstripping the growth of the econo-market commentary, suggested uncer-
my’s potential, even allowing for an tainty about the interpretation of the
appreciable acceleration in productivitylanguage used to characterize possible
The Committee still expected somefuture developments and about the time
slowing in the expansion of aggregateperiod to which the directive applied.
demand, but the timing and extent of In the period between the June and
any moderation remained uncertainAugust meetings, the ongoing strength
Against this backdrop, the FOMC main-of domestic demand and further expan-
tained an unchanged policy stance bution abroad suggested that at least part
announced immediately after the meetef the remaining easing put in place
ing that it had chosen a directive tiltedthe previous fall to deal with financial
toward the possibility of a firming of market stresses was no longer needed.
rates. This announcement implemente@onsequently, at the August meeting
the disclosure policy adopted in Decemthe FOMC raised the intended level of
ber 1998, whereby major shifts in thethe federal funds rate a furthét per-
Committee’s views about the balance otentage point, to%: percent. The Com-
risks or the likely direction of future mittee agreed that this action, along
policy would be made public immedi- with that taken in June, would substan-
ately. Members expected that by makingially reduce inflation risks and again
the FOMC'’s concerns public earlier,announced a symmetric directive. In a
such announcements would encouragelated action, the Board of Governors
financial market reactions to subsequerdpproved an increase in the discount
information that would help stabilize therate to 44 percent. At this meeting the
economy. In practice, however, thoseCommittee also established a working
reactions seemed to be exaggerated agdoup to assess the FOMC'’s approach
to focus even more than usual on posto disclosing its view about prospective
sible near-term Committee action. developments and to propose procedural
Over subsequent weeks, economimodifications.
activity continued to expand vigorously, At its August meeting, the FOMC
labor markets remained very tight, andook a number of actions that were
oil and other commodity prices roseaimed at enhancing the ability of the
further. In this environment, the FOMC Manager of the System Open Market
saw an updrift in inflation as a signifi- Account to counter potential liquidity
cant risk in the absence of some policystrains in the period around the century
firming, and at the June meeting it raisedlate change and that would also help
the intended level of the federal fundsensure the effective implementation of
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the Committee’s monetary policy objec- The broader range of collateral
tives. Although members believed thatapproved for repurchase transactions—
efforts to prepare computer systems fomainly pass-through mortgage securities
the century date change had made thef government-sponsored enterprises
probability of significant disruptions and STRIP securities of the U.S.
quite small, some aversion to Y2K riskTreasury—would facilitate the Manag-
exposure was already evident in theer's task of addressing what could be
markets, and the costs that might sterwery large needs to supply reserves in
from a dysfunctional financing marketthe succeeding months, primarily in
at year-end were deemed to be unacceptesponse to rapid increases in the
ably high. The FOMC agreed to autho-demand for currency, at a time of poten-
rize, temporarily, (1) a widening of the tially heightened demand in various
pool of collateral that could be acceptednarkets for U.S. government securities.
in System open market transactionsThe standby financing facility, authoriz-
(2) the use of reverse repurchase agre@rg the Federal Reserve Bank of New
ment accounting in addition to the cur-York to auction the above-mentioned
rently available matched sale—purchaseptions to the government securities
transactions to absorb reserves tempalealers that are regular counterparties in
rarily, and (3) the auction of options onthe System’s open market operations,
repurchase agreements, reverse repusould encourage marketmaking and the
chase agreements, and matched saleraintenance of liquid financing markets
purchase transactions that could be exeessential to effective open market opera-
cised in the period around year-end. Théons. The standby facility was also
Committee also authorized a permanentiewed as a useful complement to the
extension of the maximum maturity onspecial liquidity facility, which was to
regular repurchase and matched salgsrovide sound depository institutions
purchase transactions from sixty towith unrestricted access to the discount
ninety days. window, at a penalty rate, between
October 1999 and April 2000. Finally,
the decision to extend the maximum
Selected Interest Rates maturity on repurchase and matched
Percent Sale—purchase transactions was intended
ayear | 1| to bring the terms of such transactions
Treasury | | ¢ into conformance with market practice
N s and to enhance the Manager's ability
over the following months to implement
the unusually large reserve operations
expected to be required around the turn

30-year Treasury::

of the year.
N —— Incoming information during the
}gfjeenrgfgunds rateg- | Discountrate | period Iea_\ding up to the FOMC'’s Octo-
vy iy i iy ber meeting suggested that the growth
1998 1999 of domestic economic activity had

Norte. The data are daily. Short ticks indicate days oanCked up from the second quarter S

which the Federal Open Market Committee held a schedd@Ce€, and foreign economies appeared

It_JIed mee;ir;g ora po::_cyhact:_on wat_s announced. Verticzto be strengthening more than had been
Ines mark days on which policy actions were announced, H . B
September 29, October 15, and November 17, 1998; an@nuc'pa‘ted' pOIentla”y addmg pressure

June 30, August 24, and November 16, 1999. to already-taut labor markets and possi-
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bly creating inflationary imbalances thatunchanged and, to avoid any misinter-
would undermine economic perfor-pretation of policy intentions that
mance. But the FOMC viewed the riskmight unsettle financial markets around
of a significant increase in inflation inthe century date change, announced a
the near term as small and decided teymmetric directive. But the statement
await more evidence on how the econissued after the meeting highlighted
omy was responding to its previousmembers’ continuing concern about
tightenings before changing its policyinflation risks going forward and indi-
stance. However, the Committee anticicated the Committee’s intention to
pated that the evidence might well sig-evaluate, as soon as its next meeting,
nal the need for additional tightening,whether those risks suggested that fur-
and it again announced a directive thather tightening was appropriate.
was biased toward restraint. The FOMC also decided on some
Information available through mid- modifications to its disclosure proce-
November pointed toward robust growthdures at the December meeting, at which
in overall economic activity and athe working group established at the
further depletion of the pool of unem-August meeting transmitted its final
ployed workers willing to take a job. report and proposals. These modifica-
Although higher real interest ratestions, announced in January 2000, con-
appeared to have induced some softersisted primarily of a plan to issue a
ing in interest-sensitive sectors of thestatement after every FOMC meeting
economy, the anticipated moderation irthat not only would convey the current
the growth of aggregate demand did nostance of policy but also would catego-
appear sufficient to avoid added presrize risks to the outlook as either
sures on resources, predominantly laboweighted mainly toward conditions that
These conditions, along with furthermay generate heightened inflation pres-
increases in oil and other commoditysures, weighted mainly toward condi-
prices, suggested a significant risk thations that may generate economic weak-
inflation would pick up over time, given ness, or balanced with respect to the
prevailing financial conditions. Againstgoals of maximum employment and
this backdrop, the FOMC raised the tarstable prices over the foreseeable future.
get for the federal funds rate an addiThe changes eliminated uncertainty
tional ¥ percentage point in November.about the circumstances under which an
At that time, a symmetric directive wasannouncement would be made; they
adopted, consistent with the Commit<clarified that the Committee’s statement
tee’s expectation that no further policyabout future prospects extended beyond
move was likely to be considered beforeghe intermeeting period; and they char-
the February meeting. In a relatedacterized the Committee’s views about
action, the Board of Governors ap-future developments in a way that re-
proved an increase in the discount ratélected policy discussions and that mem-
of ¥4 percentage point, to 5 percent.  bers hoped would be more helpful to the
At the December meeting, FOMC public and to financial markets. .
members held the stance of policy
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The U.S. economy retained considerable The combination of a strong U.S.
strength in 1999. According to the Com-economy and improving economic con-
merce Department’'s advance estimatelitions abroad led to firmer prices in
the rise in real gross domestic producsome markets in 1999. Industrial com-
over the four quarters of the yearmodity prices turned up—sharply in
exceeded 4 percent for the fourth consome cases—after having dropped ap-
secutive year. The growth of householgreciably in 1998. Qil prices, respond-
expenditures was bolstered by furthemg both to OPEC production restraint
substantial gains in real income, favorand to the growth of world demand,
able borrowing terms, and a soaringnore than doubled over the course of
stock market. Businesses seeking tthe year, and the prices of non-olil
maintain their competitiveness and profimports declined less rapidly than in
itability continued to invest heavily in previous years, when a rising dollar, as
high-tech equipment; external financingvell as sluggish conditions abroad, had
conditions in both debt and equity mar-pulled them lower. The higher oil prices
kets were quite supportive. In the publicof 1999 translated into sharp increases
sector, further strong growth of revenuesn retail energy prices and gave a notice-
was accompanied by a step-up in thable boost to consumer prices overall;
growth of government consumption andhe chain-type price index for personal
investment expenditures, the part otonsumption expenditures rose 2 per-
government spending that enters directlgent, double the increase of 1998. Out-
into real GDP. The rapid growth of side the energy sector, however, con-
domestic demand gave rise to a furthesumer prices increased at about the same
huge increase in real imports of good$ow rate as in the previous year, even
and services. Exports picked up as foras the unemployment rate continued to
eign economies strengthened, but thedge down. Rapid gains in productivity
gain fell short of that for imports by a enabled businesses to offset a substan-

large margin. tial portion of the increases in nominal
compensation, thereby holding the rise
Change in Real GDP of unit labor costs in check, and busi-

Percent, Q4 to Q4 NESS pricing practices continued to be
influenced by strong competitive forces
that limited the scope for boosting

4 prices.

The Household Sector

Personal consumption expenditures in-
creased about'a percent in real terms
Lo in 1999, a second year of exceptionally
1991 1993 1995 1997 1999 rapid advance. As in other recent years,
Notk. The data are based on chained (1996) dollarghe Strength Qf Copsumptlon_ in 1999
and come from the Department of Commerce. reflected sustained increases in employ-
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ment and real hourly pay, which bol-large, supported in part by a strong
stered the growth of real disposable perhousing market. Spending on services
sonal income. Added impetus camedvanced about 4 percent in real
from another year of rapid growth in netterms, led by sizable increases for recre-
worth, which, coming on top of the big ation and personal business services.
gains of previous years, led household®utlays for nondurables, such as food
in the aggregate to spend a larger porand clothing, also rose rapidly. Excep-
tion of their current income than theytional strength in the purchases of some
would have otherwise. The personahondurables toward the end of the year
saving rate, as measured in the nationahay have reflected precautionary buy-
income and product accounts, droppethg by consumers in anticipation of the
further, to an average of about 2 percentury date change.
cent in the final quarter of 1999; it Households continued to boost their
has fallen about ¥ percentage points expenditures on residential structures as
over the past five years, a period durwell. After having surged 11 percent in
ing which the yearly gain in house-1998, residential investment rose about
hold net worth has averaged more8¥s percent over the four quarters of
than 10 percent in nominal terms andl999, according to the advance estimate
the ratio of household wealth to disposfrom the Commerce Department. Mod-
able personal income has moved uprate declines in investment in the sec-
sharply. ond half of the year offset only part of
The strength of consumer spendinghe increases recorded in the first half.
in 1999 extended across a broad frontAs with consumption expenditures,
Appreciable gains were reported forinvestment in housing was supported by
most types of durable goods. Spendinghe sizable advances in real income and
on motor vehicles, which had surgechousehold net worth, but this spending
about 132 percent in 1998, moved category was also tempered a little by a
up another % percent. The inflation- rise in mortgage interest rates, which
adjusted increases for furniture, applidikely was an important factor in the
ances, electronics equipment, and othexecond-half downturn.
household durables also were quite Nearly all the indicators of housing
activity showed upbeat results for the
year. Sales of new and existing homes

Wealth and Saving reached new peaks in 1999, surpassing

Percent Ratio the previous highs of 1998. Although
Personal saving rate sales dropped back a touch in the second

2 - = 60 half of the year, their level through year-

55 end remained quite high by histori-
cal standards. Builders’ backlogs also
were at high levels and helped support
45 new construction activity even as sales
40 eased. Late in the year, reports that
shortages of skilled workers were delay-
ing construction became less frequent
as building activity wound down sea-

L Thed tom the b e sonally, but builders also continued to

L e data are fom he Departmentof Conmerce, express concern about potential worker
personal income. The data extend through 1999:Q3.  shortages in 2000. For 1999 in total,
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construction began on more tharThe Business Sector
1.3 million single-family dwellings,
the most since the late 1970s; approxiPrivate nonresidential fixed investment
mately 330,000 multifamily units also increased 7 percent over 1999, extend-
were started, about the same numbeng by another year a long run of rapid
as in each of the two previous yearsgrowth in real investment outlays.
House prices rose appreciably andStrength in capital investment has been
together with the new investment, fur-underpinned in recent years by the vigor
ther boosted household net worth inof the business expansion, by the ad-
residential real estate. vance and spread of computer technolo-
The increases in consumption andjies, and by the ability of most busi-
residential investment in 1999 werenesses to readily obtain funding through
financed, in part, by an expansion othe credit and equity markets.
household debt estimated atz9per- Investment in high-tech equipment
cent, the largest increase in more than eontinued to soar in 1999. Outlays for
decade. Mortgage debt, which includegommunications equipment rose about
the borrowing against owner equity tha25 percent over the course of the year,
may be used for purposes other thaboosted by a number of factors, includ-
residential investment, grew a whoppingng the expansion of wireless communi-
10¥a percent. Higher interest rates ledcations, competition in telephone mar-
to a sharp drop in refinancing activitykets, the continued spread of the Inter-
and prompted a shift toward the use ohet, and the demand of Internet users
adjustable-rate mortgages, which ovefor faster access to it. Outlays on com-
the year rose from 10 percent to 30 perputers rose nearly 40 percent in real
cent of originations. Consumer creditterms, and purchases of computer soft-
advanced 74 percent, boosted by heavyware, which in the national accounts
demand for consumer durables and othare now counted as part of private
big-ticket purchases. Credit supply confixed investment, rose about 13 percent;
ditions were also favorable; commerciafor both computers and software the
banks reported in Federal Reserve suincreases were roughly in line with the
veys that they were more willing than inannual average gains during previous
the previous year or two to extend conyears of the expansion.
sumer installment loans and that they The timing of investment in high-
remained quite willing to extend mort-tech equipment in both 1998 and 1999
gage loans. was likely affected to some degree hy
The household sector’'s debt-servicdusiness preparations for the century
burden edged up to its highest levetate change. Many large businesses re-
since the late 1980s; however, withportedly invested most heavily in new
employment rising rapidly and assetcomputer equipment before the start of
values escalating, measures of credit999 to leave sufficient time for their
quality for household debt generallysystems to be tested well before the start
improved in 1999. Delinquency ratesof 2000; a very steep rise in computer
on home mortgages and credit cardsmvestment in 1998—roughly 60 percent
declined a bit, and those on auto loan@ real terms—is consistent with those
fell more noticeably. Personal bank-reports. Some of the purchases in pre-
ruptcy filings fell sharply after having paration for Y2K most likely spilled
risen for several years through 1997 andver into 1999, but the year also brought
remaining elevated in 1998. numerous reports of businesses wanting
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to stand pat with existing systems until After increasing for two years at a
the start of 2000. Growth in computerrate of about 6 percent, nonfarm busi-
investment in the final quarter of 1999,ness inventories expanded more slowly
just before the century rollover, was thein 1999—about 32 percent according
smallest in several quarters. to the advance GDP report. During the

Spending on other types of equipmenyear, some businesses indicated that
rose moderately, on balance, in 199%hey planned to carry heavier stocks
Outlays for transportation equipmenttoward year-end to protect themselves
increased substantially, led by advanceagainst possible Y2K disruptions, and
in business purchases of motor vehiclethe rate of accumulation did in fact pick
and aircraft. By contrast, a sharp declin@ip appreciably in the fall. But business
in spending on industrial machineryfinal sales remained strong, and the ratio
early in the year held the yearly gain forof nonfarm stocks to final sales changed
that category to about 2 percent; ovelittle, holding toward the lower end of
the final three quarters of the year, howthe range of the past decade. With the
ever, outlays picked up sharply as indusratio so low, businesses likely did not
trial production strengthened. enter 2000 with excess stocks.

Private investment in nonresidential After slowing © a 1 percent rise in
structures fell 5 percent in 1999, accord1998, the economic profits of U.S.
ing to the advance estimate from thecorporations—that is, book profits with
Commerce Department. Spending omnventory valuation and capital con-
structures had increased in each of theumption adjustments—picked up in
previous seven years, rather briskly at999. Economic profits over the first
times, and the level of investment,three quarters of the year averaged about
though down in 1999, remained rela-3¥2 percent above the level of a year
tively high and likely raised the real earlier. The earnings of corporations
stock of capital invested in structuresirom their operations outside the United
appreciably further. Real expendituresStates rebounded in 1999 from a brief
on office buildings, which have beenbut steep decline in the second half of
climbing rapidly for several years, 1998, when financial market disruptions
moved up further in 1999, to the highest
level since the peak of the building ,
boom of the 1980s. In contrast, investEefore-Tax Profits as a Share of GDP

. . Percent
ment in other types of commercial struc-
tures, which had already regained it¢ Nenfinancial corporations
earlier peak, slipped back a little, on
net. Spending on industrial structures 12
which accounts for roughly 10 percent
of total real outlays on structures, fell
for a third consecutive year. Outlays for 6
the main types of institutional structures
also were down, according to initial esti-
mates. Revisions to the dataonnonres_| | | (| [ 1 [ 11l
dential structures often are sizable, and 1979 1984 1989 1994 1999
the estimates for each of the three YearSNore. Profits from domestic operations, with inven-
preceding 1999 have eventua"y showitery valuation and capital consumption adjustments,

- divided by gross domestic product of nonfinancial corpo-

a gOOd bit more strength than was Im'rate sector. The data extend through 1999:Q3 and are

tially reported. from the Department of Commerce.
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were affecting the world economy. Thejunk bonds, left issuance of below-
profits earned by financial corporationsnvestment-grade securities down more
on their domestic operations also pickedhan a quarter from the record pace of
up after having been slowed in 1998 by1998. The receptiveness of the capital
the financial turmoil; growth of these markets helped firms pay down loans
profits in 1999 would have been greateat banks, and growth of these loans—
but for a large payout by insurance comwhich had been boosted to an3tIper-
panies to cover damage from Hurri-cent gain in 1998 by the financial mar-
cane Floyd. The profits that nonfinanciaket turmoil that year—slowed to a more
corporations earned on their domestienoderate % percent pace in 1999. The
operations in the first three quarters otommercial paper market continued to
1999 were about2 percent above the expand rapidly, with domestic nonfinan-
level of a year earlier; growth of thesecial outstandings rising 18 percent on
earnings, which account for about two-top of the 14 percent gain in 1998.
thirds of all economic profits, had Commercial mortgage borrowing was
slowed to just over 2 percent in 1998strong again as well, as real estate prices
after having averaged 13 percent at generally continued to rise, albeit at a
compound annual rate in the previouslower pace than in 1998, and vacancy
six years. Nonfinancial corporationsrates generally remained near historical
boosted volume substantially furthedows. The mix of lending shifted back
from 1997 to 1999, but profits per unitto banks and life insurance companies
of output dropped back somewhat fromfrom commercial-mortgage-backed se-
their 1997 peak. As of the third quartercurities, as conditions in the CMBS mar-
of 1999, economic profits of nonfinan-ket, especially investor appetites for
cial corporations amounted to slightlylower-rated tranches, remained less
less than 1% percent of the nominal favorable than they had been before the
output of these companies, comparedredit market disruptions in the fall of
with a quarterly peak of about ¥2per- 1998.
cent two years earlier. Risk spreads on corporate bonds
The borrowing needs of nonfinancialseesawed during 1999. Over the early
corporations remained sizable in 1999part of the year, spreads reversed part
Capital spending outstripped internalbf the 1998 run-up as markets recov-
cash flow, and equity retirements thaered. During the summer, they rose
resulted from stock repurchases and again in response to concerns about
blockbuster pace of merger activitymarket liquidity, expectations of a surge
more than offset record volumes of bothin financing before the century date
seasoned and initial public equity offer-change, and anticipated firming of
ings. Overall, the debt of nonfinancialmonetary policy. Swap spreads, in par-
businesses grew ¥B percent, down ticular, exhibited upward pressure at
only a touch from its decade-high 1998this time. The likelihood of year-end
pace. difficulties seemed to diminish in the
The strength in business borrowingfall, and spreads again retreated, end-
was widespread across funding sourcesg the year down on balance but gener-
Corporate bond issuance was robusglly above the levels that had prevailed
particularly in the first half of the year, over the several years up to mid-1998.
though the markets’ increased prefer- Federal Reserve surveys indicated
ence for liquidity and quality, amid that banks firmed terms and standards
an appreciable rise in defaults onfor commercial and industrial loans a bit
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further, on balance, in 1999. In the synspending of more than¥3 percent for
dicated loan market, spreads for lowerthe year, the largest increase of the
rated borrowers also ended the yeagxpansion. Federal expenditures on con-
higher, on balance, after rising substansumption and investment were up nearly
tially in 1998. Spreads for higher-rated3 percent in annual terms; real defense
borrowers were fairly steady throughexpenditures, which had trended lower
1998 and early 1999, widened a bithrough most of the 1990s, rose mod-
around midyear, and then fell back toerately, and outlays for nondefense
end the year about where they haaonsumption and investment increased
started. sharply. Meanwhile, the consumption
The ratio of net interest paymentsand investment expenditures of state and
to cash flow for nonfinancial firms, alocal governments rose more than 4 per-
measure of debt strain, remained in theent in annual terms; growth of these
low range it has occupied for the pasbutlays has picked up appreciably as the
few years, but many measures of crediéxpansion has lengthened.
quality nonetheless deteriorated in 1999. At the federal level, expenditures in
Moody'’s Investors Service downgradedhe unified budget rose 3 percent in fis-
more nonfinancial debt issuers than ital year 1999, just a touch less than the
upgraded over the year, affecting a ned8¥s percent rise of the preceding fiscal
$78 billion of debt. The problems thatyear. Faster growth of nominal spending
emerged in the bond market were conen items that are included in consump-
centrated mostly among borrowers irtion and investment was offset in the
the junk sector and partly reflected amost recent fiscal year by a deceleration
fallout from the large volume of issu-in other categories. Net interest outlays
ance and the generous terms available fiell more than 5 percent—enough to
1997 and early 1998; default rates orrim total spending growth aboét per-
junk bonds rose to levels not seen sinceentage point—and only small increases
the recession of 1990-91. Delinquencyvere recorded in expenditures for social
rates on C&Il loans at commercial banksnsurance and income security, catego-
ticked up in 1999, albeit from very low ries that together account for nearly half
levels, while the charge-off rate forof total federal outlays. In contrast, fed-
those loans continued on its upwardceral expenditures on Medicaid, after
trend of the past several years. Businedsaving slowed in 1996 and 1997, picked
failures edged up but remained in a hisup again in the past two fiscal years.
torically low range. Spending on agriculture doubled in fis-
cal 1999; the increase resulted both from
a step-up in payments under farm safety
The Government Sector net programs that were retained in the
Buoyed by rapid increases in receiptsfreedom to farm” legislation of 1996
and favorable budget balances, the comand from more recent emergency farm
bined real expenditures of federal, statdegislation.
and local governments on consumption Federal receipts grew 6 percent in
and investment rose abou¥#percent fiscal 1999 after increases that averaged
from the fourth quarter of 1998 to theclose to 9 percent in the two previous
fourth quarter of 1999. Annual data,fiscal years. Net receipts from taxes on
which smooth through some of the quarindividuals continued to outpace the
terly noise that is often evident in gov-growth of personal income, but by less
ernment outlays, showed a gain in reathan in other recent fiscal years, and



Economic and Financial Developments13

receipts from corporate income taxes Federal debt growth has mirrored
fell moderately. Nonetheless, with totalthe turnabout in the government’s sav-
receipts growing faster than spendinging position. In the 1980s and early
the surplus in the unified budget con-1990s, borrowing resulted in large addi-
tinued to rise, moving from $69 bil- tions to the volume of outstanding gov-
lion in fiscal 1998 to $124 billion ernment debt. In contrast, with the bud-
in fiscal 1999. Excluding net interestget in surplus the past two years, the
payments—a charge resulting fromTreasury has been paying down debt.
past deficits—the federal governmenwithout the rise in federal saving and
recorded a surplus of more thanthe reversal in borrowing, market inter-
$350 billion in fiscal 1999. est rates in recent years likely would
Federal saving, a measure that resultsave been higher than they have been,
from a translation of the federal budgetand private capital formation, a key ele-
surplus into terms consistent with thement in the vigorous economic expan-
national income and product accountssion, would have been lower, perhaps
amounted to 2« percent of nominal appreciably.
GDP in the first three quarters of 1999, The Treasury responded to its lower
up from 2z percent in 1998 anél> per- borrowing requirements in 1999 prima-
cent in 1997. Before 1997, federal savsily by reducing the number of auctions
ing had been negative for seventeeof thirty-year bonds from three to two
consecutive years—by amounts exceednd by trimming auction sizes for notes
ing 3 percent of nominal GDP in sev-and Treasury inflation-indexed securi-
eral years, most recently in 1992. Thaies. Weekly bill volumes were in-
change in the federal government’s savereased from 1998 levels, however, to
ing position from 1992 to 1999 morehelp build up cash holdings as a Y2K
than offset the sharp drop in the persongirecaution.
saving rate and helped lift national sav- State and local government debt
ing from less than 16 percent of nominakexpanded 4 percent in 1999, well
GDP in 1992 and 1993 to a range obff the elevated pace of 1998. Bor-
about 18> percent to 19 percent overrowing for new capital investment
the past several quarters. edged up, but the roughly full-
percentage-point rise in municipal bond
yields over the year led to a sharp
drop in advance refundings, which in
turn pulled gross issuance below last
year's level. Tax revenues continued
to grow at a robust rate, improving
the financial condition of states and
localities, as reflected in a ratio of
debt-rating upgrades to downgrades
of more than three to one over the
40 year. The surplus in the current account
of state and local governments in the
30 first three quarters of 1999 amounted
to about¥2 percent of nominal GDP,
| Ll Ll Ll \ about the same as in 1998 but other-
1959 1969 1979 1989 1999  wise the largest of the past several
Notke. The data are annual. years.

Federal Government Debt
Held by the Public
Percent of nominal GDP
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The External Sector An upturn in U.S. exports to Canada,
Mexico, and key Asian emerging mar-
kets contrasted with a much flatter pace

Trade and the Current Account of exports to Europe, Japan, and South

U.S. external balances deteriorated i\merica. Capital equipment accounted

1999, largely because of continuedor about 45 percent of U.S. goods

declines in net exports of goods andexports, industrial supplies for 20 per-

services and some further weakening ofent, and agricultural, automotive, and
net investment income. The nominalconsumer goods each for roughly
trade deficit for goods and services wid-10 percent.

ened more than $100 billion, to an esti-

mated $270 billion, as imports expande ;

faster than exports. Forpthe firs[z thre(;t apital Account

quarters of the year, the current accourlt).S. capital flows in 1999 reflected the

deficit increased more than one-thirdrelatively strong cyclical position of the

reaching $320 billion at an annual ratelJ.S. economy and the global wave of
or 3%2 percent of GDP. In 1998, the corporate mergers. Foreign purchases
current account deficit was¥2 percent of U.S. securities remained brisk—near
of GDP. the level of the previous two years, in
Real imports of goods and servicesvhich they had been elevated by the
expanded strongly in 1999—aboutglobal financial unrest. The mix of

13 percent according to preliminaryforeign securities purchased in 1999

estimates—as the rapid import growtrshowed a continued shift away from

during the first half of the year contin- Treasuries that was due partly to a

ued through the second half. The expardecline in the supply of Treasuries rela-

sion of real imports was fueled by thetive to other securities, reflecting the
continued strong growth of U.S. domesU.S. budget surplus. Another reason
tic expenditures. The ongoing thoughmight have been greater tolerance of
waning effects of past dollar appreciaforeign investors for risk as markets
tion also contributed by helping to pushcalmed after their turmoil of late 1998.
non-oil import prices down through Available data indicate that private for-
most of the year. All major import cate- eigners sold on net about $20 billion
gories other than aircraft and oil re-in Treasuries, compared with net pur-
corded strong increases. Although U.Schases of $50 billion in 1998 and
consumption of oil rose about 4 percen$150 billion in 1997. The net sale of

in 1999, the quantity of oil imported Treasuries was more than offset by a

was about unchanged, and inventoriegickup in net foreign purchases of their

were drawn down. nearest substitute—government agency
Real exports of goods and servicebonds—and of corporate bonds and
rose an estimated 4 percent in 1999, aquities.

somewhat faster pace than in 1998. Foreign direct investment flows into

Exports were stimulated by a pickup inthe United States were also robust in

economic activity abroad, particularly1999, with the pace of inflows in the

in Canada, Mexico, and the developindirst three quarters only slightly below
economies of Asia. However, this effectthe record set in 1998. As in 1998, in-
was muted by upward pressure on U.Slows in 1999 were elevated by several
prices relative to those abroad, a delayeldrge mergers, which left their imprint
response to past dollar appreciationon other parts of the capital account as
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well. In 1998 and 1999, many of theChange in Output per Hour
largest mergers were financed by a swap Percent, Q4 to Q4
of equity in the foreign acquiring firm
for equity in the U.S. firm being ac-
quired. The Bureau of Economic Analy-
sis estimates that U.S. residents acquire
more than $100 billion of foreign equity 2
through this mechanism in the first three
quarters of 1999. Separate data on ma
ket transactions indicate that U.S. resi
dents made net purchases of Japane___ || | | | | | |
equities and net sales of European equit991 1993 1995 1997 1999
ties, probably in an attempt to rebalance Notke. Nonfarm business sector. The data are from the
portfolios in light of the equity acquired Department of Labor.
through stock swaps. U.S. residents on
net purchased a small volume of foreigrously reported. The average annual rate
bonds in 1999. U.S. direct investment irof rise in output per hour over the past
foreign economies also reflected the glofour years was about32 percent—up
bal wave of merger activity in 1999 andfrom an average of% percent from the
likely totaled something near its recordmid-1970s to the end of 1995. Some of
level of 1998. the step-up in productivity growth since
Available data indicate a return to siz-1995 can be traced to high levels of
able capital inflows from foreign official capital spending and an accompanying
sources in 1999, following a modest outfaster rate of increase in the amount of
flow in 1998. The decline in foreign capital per worker. Beyond that, the
official assets in the United States incauses are more difficult to pin down
1998 was fairly widespread, as manyquantitatively but are apparently related
countries found their currencies undeto increased technological and organiza-
unwanted downward pressure during théonal efficiencies. Firms are not only
turmoil. By contrast, the increase in for-expanding the stock of capital but are
eign official reserves in the United Stateslso discovering many new uses for the
in 1999 was fairly concentrated among dechnologies embodied in that capital,
relatively few countries that experiencedand workers are becoming more skilled
unwanted upward pressure on their curat employing the new technologies.
rencies vis-avis the U.S. dollar. The number of jobs on nonfarm pay-
rolls rose slightly more than 2 percent
from the end of 1998 to the end of 1999,
The Labor Market a net increase of 2.7 million. Annual job
As in other recent years, the rapidgains had ranged betweers2percent
growth of aggregate output in 1999 wasand 24 percent over the 1996-98
associated with both strong growth ofperiod. Once again in 1999, the private
productivity and brisk gains in employ- service-producing sector accounted for
ment. According to the initial estimate most of the total rise in payroll employ-
for 1999, output per hour in the nonfarmment, led by many of the same catego-
business sector rosé&3percent over the ries that had been strong in previous
four quarters of the year, and historicalyears—transportation and communica-
data were revised to show stronger gainsons, computer services, engineering
in the years preceding 1999 than previand management, recreation, and per-

1O+
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sonnel supply. In the construction sechut are not actively seeking work. How-
tor, employment growth remained quiteever, like the unemployment rate itself,
brisk—more than 4 percent from thean augmented rate that includes these
final quarter of 1998 to the final quarterinterested nonparticipants also has
of 1999. Manufacturing employment,declined to a low level, as more indi-
influenced by spillover from the disrup-viduals have taken advantage of expand-
tions in foreign economies, continued tang opportunities to work.
decline sharply in the first half of the Although the supply—demand rela-
yeatr, but losses thereafter were small, atonship in the labor market tightened
factory production strengthened. Sincdurther in 1999, the added pressure did
the start of the expansion in 1991, thenot translate into larger increases in
job count in manufacturing has changeahominal hourly compensation. The em-
little, on net, but with factory productiv- ployment cost index for hourly compen-
ity rising rapidly, manufacturing output sation of workers in private nonfarm
has trended up at a brisk pace. industries rose 3.4 percent in nominal
In 1999, employers continued to faceerms during 1999, little changed from
a tight labor market. Some increase irthe increase of the previous year. An
the workforce came from the pool ofalternative measure of hourly compensa-
the unemployed, and the jobless rat&ion from nonfarm productivity and cost
declined to an average of 4.1 percent inlata slowed from a% percent increase
the fourth quarter, down from an aver-in 1998 to a 4z percent rise in 1999.
age of 4.4 percent in the same quarte€ompensation gains in 1999 probably
one year earlier. Because the unemploywere held down, in part, by the very low
ment rate is a reflection only of theinflation rate of 1998, which resulted
number of persons who are available fom unexpectedly large increases in
work and actively looking, it does not inflation-adjusted pay in that year and
capture potential labor supply that isprobably damped wage increments in
one step removed—namely, those indi1999. According to the employment cost
viduals who are interested in workingindex, the hourly wages of workers in
private industry rose & percent in
Measures of Labor Utilization nominal terms after having increased
percent about 4 percent in each of the two pre-
vious years. The hourly cost to employ-
ers of the nonwage benefits provided to
employees also rosé/3percent in 1999,
12 put this increase was considerably larger
than those of the preceding few years.
Much of the pickup in benefit costs
6 came from a faster rate of rise in the
Civilian unemployment rate costs of health insurance, which were
reportedly driven up by several factors:
- a moderate acceleration in the price of
1074 1979 1984 1989 1994 199 madgical care, the efforts of some insur-
e e s T e = e Tss IS 1o rebuild profit margins, and the
force and want a job, divided by the civilian labor force F€COgNItion by employers that an attrac-
plus those who are not in the labor force and want a jobtjye health benefits package was he|pfu|

The break in data at January 1994 marks the introductiol . . . K
of a redesigned survey; data from that point on are no‘h hlrmg and retaining workers ina tlght

directly comparable with those of earlier periods. labor market.

Augmented unemployment rate




Economic and Financial Developments17

Because the employment cost indeXlternative Measures of Price Change
does not capture some forms of comperrercent

sation that employers have been using _

more extensively—for example, stock Price measure 199 1999
options, signing bonuses, and employe hain-type

price discounts on in-store purchases—tross domestic product. ........... 1.1 16
has likely been understating the true siz@(es STEE REEEeiiiiasl | T10 20
of workers’ gains. The productivity and Excluding food and energy......... 14 15
cost measure of hourly compensatioRieq.yeight

captures at least some of the labor cost®nsumer price index.............. 15 26
that the employment cost index omits Excluding food and energy........ 2.3 2.0

and this broader coverage may explain Nore. Changes are based on quarterly averages and
why the productivity and cost measureare measured to the fourth quarter of the year indicated
has been rising faster. However, i'[, tOofrom the fourth quarter of the preceding year.
is affected by problems of measure-
ment, some of which would lead toditures increased 2 percent, twice as
overstatement of the rate of rise inmuch as in the previous year, and the
hourly compensation. chain-type price index for gross domes-
With the rise in output per hour in tic purchases, which measures prices of
the nonfarm business sector in 199%he aggregate purchases of consumers,
offsetting about three-fourths of the risebusinesses, and governments, moved up
in the productivity and cost measure oftlose to 2 percent after increasing just
nominal hourly compensation, nonfarm¥s percent in 1998. The consumer price
unit labor costs were up just a shadéndex rose more than¥2 percent over
more than 1 percent. Unit labor costghe four quarters of the year after having
had increased slightly more than 2 perincreased ¥ percent in 1998.
cent in both 1997 and 1998 and less than The acceleration in the prices of
1 percent in 1996. Because labor costgoods and services purchased was
are by far the most important item indriven in part by a reversal in import
total unit costs, the small size of theprices. The chain-type price index for
increases has been crucial to keepingnports of goods and services had fallen
inflation low. 5 percent in 1998, but it rose 3 percent
in 1999. A big swing in oil prices—

Prices
. . Change in PCE Chain-Type Price Index
Rates of increase in the broader mea- Percent, Q4 to Q4

sures of aggregate prices in 1999 wer
somewhat larger than those of 1998

The chain-type price index for GDP—

which measures inflation for goods anc 2
servicegproduceddomestically—moved

up about ¥z percent, a pickup of2 per-

centage point from the increase of 199

In comparison, acceleration in various

price measures for goods and service | | | | |
purchasedamounted to 1 percentage;qy; 1993 1995 1997 1999

_pomt or more: The Cha'n't}’pe PriC€ Nore. The data are from the Department  of
index for personal consumption expen€commerce.
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down in 1998 but up sharply in 1999—and excludes food and energy prices—
accounted for a large part of this turn-changed little in 1999. The increase in
around. Excluding oil, the prices ofthe core index for personal consumption
imported goods continued to fall in 1999expenditures, % percent over the four
but, according to the initial estimate,quarters of the year, was about the same
less rapidly than over the three previousis the increase in 1998. As measured by
years, when downward pressure fronthe CPI, core inflation was 2 percent in
appreciation of the dollar had been con1999, aboutYs percentage point lower
siderable. The prices of imported matethan in 1998, but the deceleration was a
rials and supplies rebounded, but theeflection of a change in CPI methodol-
prices of imported capital goods fellogy that had taken place at the start of
sharply further. Meanwhile, the chain-1999; on a methodologically consistent
type price index for exports increasedasis, the rise in the core CPI was about
1 percent, reversing a portion of thethe same in both years.
2% percent drop of 1998, when the slug- In the national accounts, the chain-
gishness of foreign economies and théype price index for private fixed invest-
strength of the dollar had pressured U.Snent edged up percent in 1999 after
producers to mark down prices chargethaving fallen abou#s percent in 1998.
to foreign buyers. With construction costs rising, the index
Prices of domestically produced pri-for residential investment increased
mary materials, which tend to be espe3%. percent, its largest advance in sev-
cially sensitive to developments ineral years. By contrast, the price index
world markets, rebounded sharply infor nonresidential investment declined
1999. The producer price index formoderately, as a result of another drop
crude materials excluding food andin the index for equipment and software.
energy advanced about 10 percent aftdfalling equipment prices are one chan-
having fallen about 15 percent in 1998nel through which faster productivity
and the PPI for intermediate materialgyains have been reshaping the economy
excluding food and energy increasedn recent years; the drop in prices has
about ¥~ percent, reversing a 1998contributed to high levels of investment,
decline of about that same size. Butapid expansion of the capital stock,
further along in the chain of processingand a step-up in the growth of potential
and distribution, the effects of theseoutput.
increases were not very visible. The pro-
ducer price index for finished goods . .
excluding food and energy rose inghtIyU'S' Financial Markets
less rapidly in 1999 than in 1998, andFinancial markets were somewhat un-
the consumer price index for goodssettled as 1999 began, with the dis-
excluding food and energy rose at aboutuptions of the previous autumn still
the same low rate that it had in 1998unwinding and the devaluation of the
Large gains in productivity and a mar-Brazilian real causing some jitters
gin of excess capacity in the industrialaround mid-January. However, market
sector helped keep prices of goods ironditions improved into the spring,
check, even as growth of domestieevidenced in part by increased trading
demand remained exceptionally strong.volumes and narrowed bid—asked and
“Core” inflation at the consumer credit spreads, as it became increasingly
level—which takes account of the pricesevident that strong growth was continu-
of services as well as the prices of goodsg in the United States and that econo-
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mies abroad were rebounding. In thigshed and incoming economic data indi-
environment, market participants begarcated surprising vitality.
to anticipate that the Federal Reserve Concerns about liquidity and credit
would reverse the policy easings of theisk around the century date change led
preceding fall, and interest rates roseto large premiums in private money
Nevertheless, improved profit expectamarket rates in the second half of 1999.
tions apparently more than offset theDuring the summer, this “safe haven”
interest rate increases, and equity pricedemand held down rates on Treasury
continued to climb until late spring. bills maturing early in the new year,
From May into the fall, both equity until the announcement in August that
prices and longer-term interest rateshe Treasury was targeting an unusually
moved in a choppy fashion, while short-large year-end cash balance, implying
term interest rates moved up withthat it would issue a substantial volume
monetary policy tightenings in June,of January-dated cash management bills.
August, and November. Worries aboutYear-end premiums in eurodollar, com-
Y2K became pronounced after midyearmercial paper, term federal funds, and
and expectations of an acceleration obther money markets—measured as the
borrowing ahead of the fourth quarterimplied forward rate for a monthlong
prompted a resurgence in liquidity andperiod spanning the year-end relative to
credit premiums. In the closing monthsthe rate for a neighboring period—rose
of the year, however, concerns abougarlier and reached much higher levels
outsized demands for credit and liquidthan in recent years.
ity over the year-end subsided, causing Those year-end premiums peaked in
spreads to narrow, and stock pricesate October and then declined substan-
surged once again. tially, as markets reflected increased
confidence in technical readiness and
Interest Rates special assurances from central banks
Over the first few months of 1999’Eurodollar Deposit Forward Premium
short-term Treasury rates moved in g .. Year-Eng
narrow range, anchored by an un-
changed stance of monetary policy
Yields on intermediate- and long-term 1999 200

Treasury securities rose, however, a
the flight to quality and liquidity of the 150
preceding fall unwound, and incoming 100

data pointed to continued robust eco -
nomic growth and likely Federal 50
Reserve tightening. Over most of th 1997
rest of the year, short-term Treasury
rates moved broadly in line with the
three quarter-point increases in the tar-  Oct. Nov. Dec.
get federal funds rate; longer-term yields Nore. The data are daily. For October the forward

i remiums are one-month forward rates two months ahead
rose Iess, as markets had a.lready {;’mtl ess one-month forward rates one month ahead; for
pated some of those policy actionSnovember they are one-month forward rates one month
Bond and note yie|ds moved sharp|yahead less one-month deposit rates; and for December
they are three-week forward rates one week ahead less

higher from early November 1999 to the

-~ "~one-week deposit rates. The December forward premiums
end of the year, as Y2K fears dimin-extend into the third week of December.

Basis points
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that sufficient liquidity would be avail- the S&P 500 and Dow Jones industrial
able around the century date changeaverage posted still-impressive gains
Important among these assurances werg 20 percent and 25 percent, marking
several of the Federal Reserve initiathe fifth consecutive year that all three
tives described in the preceding chapindexes posted double-digit returns.
ter. Securities dealers took particulaMost stock indexes moved up sharply
advantage of the widened pools ofover the first few months of the year and
acceptable collateral for open marketvere about flat on net from May through
operations and used large volumes ofugust; they then declined into October
federal agency debt and mortgagebefore surging in the final months of the
backed securities in repurchase agregrear. The Nasdaq index, in particular,
ments with the Open Market Desk in theachieved most of its annual gains in
closing weeks of the year, which helpedNovember and December. Stock price
relieve a potential scarcity of Treasuryadvances in 1999 were not very broad-
collateral over the year-end. Marketbased, however: More than half of the
participants also purchased options 08&P 500 issues lost value over the year.
nearly $500 billion worth of repurchase Almost all key industry groups per-
agreements under the standby financiniprmed well. One exception was shares
facility and pledged more than $650 bil-of financial firms, which were flat, on
lion of collateral for borrowing at the balance. Investor perceptions that rising
discount window. With the smooth roll- interest rates would hurt earnings and,
over, however, none of the RP optiongossibly, concern over loan quality
were exercised, and borrowing at theapparently offset the boost resulting
discount window turned out to be fairly from passage in the fall of legislation
light. reforming the depression-era Glass—
Steagall constraints on combining com-
. . mercial banking with insurance and
Equity Prices investment banking. Small-cap stocks,
Nearly all major stock indexes endedwhich had lagged in 1998, also per-
1999 in record territory. The Nasdagformed well; the Russell 2000 index
composite index paced the advance bglimbed 20 percent over the year and
soaring 86 percent over the year, andinally surpassed its April 1998 peak in
late December.
Stock price gains at large firms
Major Stock Price Indexes about kept pace with expected earnings
Index, January 4, 1999 = 100 growth in 1999, and the S&P 500 one-
year-ahead earnings—price ratio fluctu-
ated around the historically low level
180 of 4 percent even as real interest rates
rose. Meanwhile, the Nasdagq com-
140 posite index’s earnings—price ratio
(using actual twelve-month trailing
100 €arnings) plummeted from an already-

Nasdaq

S&P 500

Russell 2000 slim 1% percent toY2 percent, suggest-

A4 AT ing that investors were pricing in expec-
JEMAMJJASONDJEMAMJ JASOND tations of tremendous earnings growth
1998 1999 at technology firms relative to historical

Note. The data are daily. norms.
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Debt and the years whereby increases in the debt of
Monetary Aggregates households, businesses, and state and
local governments relative to GDP have
: ._.._come close to matching declines in the
Debt and Depository Intermediatio ederal government share, consistent
The debt of domestic nonfinancial secwith reduced pressure on available sav-
tors is estimated to have growfBper- ings from the federal sector facilitating
cent in 1999 on a fourth-quarter-to-private borrowing.

fourth-quarter basis, near the upper end After increasing for several years, the
of the FOMC'’s 3 percent to 7 percentshare of total credit accounted for by
range and about a percentage poirdepository institutions leveled out in
faster than nominal GDP. As was thel999. The growth of credit extended
case in 1998, robust outlays on conby those institutions edged down to
sumer durable goods, housing, and busB¥2 percent, from & percent in 1998.
ness investment, as well as substanti@djusted for mark-to-market accounting
net equity retirements, helped sustaimules, bank credit growth retreated from
nonfederal sector debt growth at rate40%s percent in 1998 to % percent in
above 9 percent. Meanwhile, the dra1999, with a considerable portion of the
matically increased federal budget surslowdown attributable to an unwinding
plus allowed the Treasury to reduce itof the surge in holdings of non-U.S.
outstanding debt about 2 percent. Thesgovernment securities and business
movements follow the pattern of recentoans that had been built up during the

Growth of Money and Debt

Percent
Period M1 M2 M3 Domestic
nonfinancial debt
Annualt
1989 .. . .6 5.2 4.1 7.4
1990 .. 4.2 4.2 1.9 6.7
1991 L 7.9 3.1 1.1 4.5
1992 .. 14.4 1.8 .6 45
1993 L 10.6 1.4 1.0 4.9
1994 25 .6 1.7 4.9
1995 L -1.5 3.9 6.1 55
1996 .t -4.5 4.5 6.8 5.4
1997 o -1.2 5.6 8.9 5.2
1998 .. 2.2 8.5 10.9 6.7
1999 ... 1.9 6.2 7.5 6.6
Quarterly (annual rate}
0l 1.9 7.5 8.2 6.7
2 . 2.2 6.0 6.0 6.9
P . -2.0 55 5.1 6.0
Ao . 5.3 5.4 10.0 6.2

Note. M1 consists of currency, travelers checks, Debt consists of the outstanding credit market debt of the
demand deposits, and other checkable deposits. M2 cok)S. government, state and local governments, house-
sists of M1 plus savings deposits (including money marholds and nonprofit organizations, nonfinancial busi-
ket deposit accounts), small-denomination time depositsjesses, and farms.
and balances in retail money market funds. M3 consists 1. From average for fourth quarter of preceding year to
of M2 plus large-denomination time deposits, balances iraverage for fourth quarter of year indicated.
institutional money market funds, RP liabilities (over- 2. From average for preceding quarter to average for
night and term), and eurodollars (overnight and term)quarter indicated.
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market disruptions in the fall of 1998.ing because of strong loan growth and
Real estate loans constituted one of tha buildup in vault cash for Y2K
few categories of bank credit that acceleontingencies. Corporations apparently
erated in 1999. By contrast, thrift creditaccumulated year-end precautionary
swelled 9 percent, up from &4percent liquidity in institution-only money
gain in 1998, as rising mortgage interestunds, which provided a further boost to
rates led borrowers to opt more fre-M3 late in the year.

quently for adjustable-rate mortgages, M2 increased 8: percent in 1999,
which thrifts tend to keep on their somewhat above the FOMC's range of
books. The trend toward securiti-1 percent to 5 percent. Both the easing
zation of consumer loans continued irof elevated demands for liquid assets
1999: Bank originations of consumerthat had boosted M2 in the fourth quar-
loans were up about 5 percent, whilger of 1998 and a rise in its opportunity
holdings ran off at a% percent pace. cost (the difference between interest
rates on short-term market instruments
and the rates available on M2 assets)
The Monetary Aggregates tended to bring down M2 growth in
The growth of the broad monetary1999. That rise in opportunity cost also
aggregates moderated significantly imelped to halt the decline in M2 velocity
1999. Nevertheless, as was expected liat had begun in mid-1997, although
the FOMC last February and July, boththe 134 percent (annual rate) rise in
M2 and M3 finished the year abovevelocity over the second half of 1999
their annual price-stability ranges. M3was not enough to offset the drop in the
rose %2 percent in 1999, somewhat out-first half of the year. Within M2, cur-
side the Committee’s range of 2 per+ency demand grew briskly over the year
cent to 6 percent but far below theas a whole, reflecting booming retail
nearly 11 percent pace of 1998. M3sales and, late in the year, some precau-
growth retreated early in 1999, as thdionary buildup for Y2K.

surge in depository credit in the final

quarter of 1998 unwound and deposi-

tory institutions curbed their issuance ofM2 Velocity and the Opportunity Cost

the managed liabilities included in thatof Holding M2

aggregate. At that time, the expansior'?atio scale Percentage points, ratio scale
of institution-only money funds also
slowed with the ebbing of heightened?! -
preferences for liquid assets. However —
M3 bulged again in the fourth quarter

of 1999, as loan growth picked up and-® -
banks funded the increase mainly with ¢ _
large time deposits and other managed
liabilities included in M3. U.S. branches1.7
and agencies of foreign banks stepped
up issuance of large certificates of 1979 1984 1989 1994 1999
depos!t, In part tO_ augment the Iqu|d|ty Note. The data are quarterly. The velocity of M2 is
of their head offices over the centurYihe ratio of nominal gross domestic product to the stock
date Change' apparenﬂy because it wa6 M2. The opportunity cost of M2 is a two-quarter

moving average of the difference between the three-

Cheaper to fund in U.S. markets. Domesﬁwonth Treasury bill rate and the weighted average return

tic banks needed the additional fundon assets included in M2.

M2 velocity
-

25

M2 N
opportunity
cost
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In anticipation of a surge in the pub-increased, with Asian emerging-market
lic’'s demand for currency, depositoryeconomies in particular bouncing back
institutions vastly expanded their hold-strongly from the output declines of the
ings of vault cash, beginning in the fallpreceding year. Real growth improved
to avoid potential constraints in thein almost all the major industrial econo-
ability of the armored car industry tomies as well. This broad strengthen-
accommodate large currency shipmenti®ig of activity contributed to a general
late in the year. Depositories’ cash drawrise in equity prices and a widespread
ings reduced their Federal Reserve balacrease in interest rates. Despite
ances and drained substantial volumestronger activity and higher prices for
of reserves, and in mid-December, largeil and other commodities, average for-
precautionary increases in the Treaeign inflation was lower in 1999 than in
sury’s cash balance and in foreign cen1998, as output remained below poten-
tral banks’ liquid investments at the Fed-ial in most countries.
eral Reserve did as well. The magnitude Although the general theme in emerg-
of these flows was largely anticipatedng financial markets in 1999 was a
by the System, and, to replace the losteturn to stability, the year began with
reserves, during the fourth quarter théneightened tension as a result of a finan-
Desk entered into a number of longer<cial crisis in Brazil. With the effects
maturity repurchase agreements timedf the August 1998 collapse of the
to mature early in 2000. The Desk alsauble and the default on Russian govern-
executed a large number of short-ternrment debt still reverberating, Brazil was
repurchase transactions for over théorced to abandon its exchange-rate-
turn of the year, including some in thebased stabilization program in January
forward market, to provide sufficient1999. Thereal, allowed to float, soon
reserves and support market liquidity. fell nearly 50 percent against the dollar,

The public’'s demand for currencygenerating fears of a depreciation—
through year-end, though appreciableinflation spiral that could return Brazil
remained well below the level for whichto its high-inflation past. In addition,
the banking system was prepared, anthere were concerns that the government
vault cash at the beginning of Januarynight default on its domestic-currency
2000 stood about $38 bhillion above itsand dollar-indexed debt, the latter total-
year-ago level. This excess vault cashing more than $50 billion. In the event,
and other century date change effects ithese fears proved unfounded. The turn-
money and reserve markets, unwounthg point appears to have come in March
quickly after the smooth transition intowhen a new central bank governor
the new year. announced that fighting inflation was a
top priority and interest rates were sub-
stantially raised to support theal. Over
the remainder of the year, Brazilian
Global economic conditions improvedfinancial markets stabilized on balance,
in 1999 after a year of depressed growtldespite continuing concerns about the
and heightened financial market instagovernment’s ability to reduce the fiscal
bility. Financial markets in develop- deficit. Inflation, although up from the
ing countries, which had been hit hardorevious year, remained under 10 per-
by crises in Asia and Russia in recentent. Brazilian economic activity also
years, recovered during the year. Theecovered somewhat in 1999, after
pace of activity in developing countriesdeclining in 1998, as the return of confi-

International Developments
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dence allowed officials to lower short-along with a shift toward fiscal deficits
term interest rates substantially fromand an ongoing boost to net exports
their crisis-related peak levels of earlyprovided by earlier sharp currency
in the year. depreciations, laid the foundation for
The Brazilian crisis triggered somea strong revival in activity in 1999.
renewed financial stress in other LatirKorea’s recovery was the most robust,
American economies, and domestiavith real GDP estimated to have
interest rates and Brady bond yieldncreased more than 10 percent in 1999
spreads increased sharply from levelafter falling 5 percent the previous year.
already elevated by the Russian crisisThe government continued to make
However, as the situation in Brazilprogress toward needed financial and
improved, financial conditions in the corporate sector reform. However, sig-
rest of the region stabilized relativelynificant weaknesses remained, as evi-
rapidly. Even so, the combination ofdenced by the near collapse of Daewoo,
elevated risk premiums and diminisheKorea’s second largest conglomerate.
access to international credit market©ther Asian developing countries that
tended to depress activity in much of theexperienced financial difficulties in late
region in the first half of 1999. Probably1997 (Thailand, Malaysia, Indonesia,
the most strongly affected country wasand the Philippines) also recorded
Argentina, where the exchange rate peipcreases in real GDP in 1999 after
to the dollar was maintained only at thedeclines the previous year. Indonesian
cost of continued high real interest rateginancial markets were buffeted severely
that contributed to a decline in real GDPat times during 1999 by concerns about
in 1999. In contrast, real GDP in Mexicopolitical instability, but the rupiah ended
rose an estimated 6 percent, aided bthe year with a modest net appreciation
strong growth in exports to the Unitedagainst the dollar. The other former cri-
States and higher oil prices. The pesasis countries also saw their currencies
appreciated against the dollar for thestabilize or slightly appreciate against
year as a whole, despite a Mexican inflathe dollar. Inflation rates in these coun-
tion rate about 10 percentage pointsries generally declined, despite the
higher than the U.S. rate. pickup in activity and higher prices for
The recovery of activity in Asian oil and other commodities. Inflation was
developing countries was earlier, moréheld down by the elevated, if diminish-
widespread, and sharper than in Latiring, levels of excess capacity and unem-
America, just as the downturn had beemployment and by a waning of the infla-
the previous year. After a steep drop irtionary impact of previous exchange
activity in the immediate wake of the rate depreciations.
financial crises that hit several Asian In China, real growth slowed moder-
emerging-market economies in lateately in 1999. Given China’s exchange
1997, the preconditions for a revival inrate peg to the dollar, the sizable depre-
activity were set by measures initiatectiations elsewhere in Asia in 1997 and
to stabilize shaky financial markets andl998 led to a sharp appreciation of
banking sectors, often in conjunctionChina’s real effective exchange rate,
with International Monetary Fund pro-and there was speculation that the
grams that provided financial supportrenminbi might be devalued. However,
Once financial conditions had beerwith China’s trade balance continuing
stabilized, monetary policies turnedin substantial though reduced sur-
accommodative in 1998. This stimulusplus, Chinese officials maintained the
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exchange rate peg to the dollar in 199%veighted basis against the currencies
and stated their intention of extending itof a broad group of important U.S. trad-
for at least another year. After the onseing partners, ended 1999 little changed
of the Asian financial crisis, continuancefrom its level at the beginning of the
of the Hong Kong currency board’s pegyear. There appeared to be two main,
to the U.S. dollar was also questionedroughly offsetting, pressures on the dol-
In the event, the tie to the dollar waslar over the year. On the one hand, the
sustained, but only at the cost of highcontinued very strong growth of the
real interest rates, which contributed tdJ.S. economy relative to foreign econo-
a decrease in output in Hong Kong inmies tended to support the dollar. On
1998 and early 1999 and a decline ofhe other hand, the further rise in U.S.
consumer prices over this period. How-external deficits—with the U.S. current
ever, real GDP started to move up agaiaccount deficit moving up toward 4 per-
later in the year, reflecting in part thecent of GDP by the end of the year—
strong revival of activity in the rest may have tended to hold down the dol-
of Asia. lar because of investor concerns that
In Russia, economic activity in-the associated strong net demand for
creased in 1999 despite persistent andollar assets might prove unsustainable.
severe structural problems. Real GDPAgainst the currencies of the major for-
which had dropped nearly 10 perceneign industrial countries, the dollar's
in 1998 as a result of the domestiomost notable movements in 1999 were
financial crisis, recovered about half thea substantial depreciation against the
loss during the year. Net exports roselapanese yen and a significant apprecia-
strongly, boosted by the lagged effection relative to the euro.
of the substantial real depreciation of The dollar depreciated 10 percent on
the ruble in late 1998 and by higher oilbalance against the yen over the course
prices. The inflation rate moderated tof 1999. In the first half of the year, the
about 50 percent, somewhat greater thagiollar strengthened slightly relative to
the depreciation of the ruble. the yen, as growth in Japan appeared to
The dollar's average foreign ex-
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remain sluggish and Japanese monetaty weaken against the dollar, influenced
authorities reduced short-term interesby indications that euro-area growth
rates to near zero in an effort to jump-would remain very slow. After ap-
start the economy. However, aroundproaching parity with the dollar in early
midyear, several signs of a revival ofduly, the euro rebounded, partly on gath-
activity—particularly the announcementering signs of European recovery. How-
of unanticipated strong growth in realever, the currency weakened again in the
GDP in the first quarter—triggered afall, and in early December it reached
depreciation of the dollar relative to theparity with the dollar, about where it
yen amid reports of large inflows of closed the year. The euro’s weakness
foreign capital into the Japanese stockate in the year was attributed in part to
market. Data releases showing that theoncerns about the pace of market-
U.S. current account deficit had reachedriented structural reforms in continen-
record levels in both the second andal Europe and to a political wrangle
third quarters of the year also appearedver the proposed imposition of a with-
to be associated with depreciations oholding tax on investment income. On
the dollar against the yen. Concernedalance, the dollar appreciated 16 per-
that a stronger yen could harm thecent relative to the euro over 1999.
fledgling recovery, Japanese monetanplthough the euro’s foreign exchange
authorities intervened heavily, but withvalue weakened in its first year of opera-
limited success, to weaken the yerion, the volume of euro-denominated
on numerous occasions. transactions—particularly the issuance
Japanese real GDP increased somef debt securities—expanded rapidly.
what in 1999 after having declined for In the eleven European countries that
two consecutive years. Growth was connow fix their currencies to the euro, real
centrated in the first half of the year,GDP growth remained weak early in
when domestic demand surged, led b¥999 but strengthened subsequently and
fiscal stimulus. Later in the year, domesaveraged an estimated 3 percent rate
tic demand slumped, as the pace of fisfor the year as a whole. Net exports
cal expansion flagged. Net exports madmade a significant positive contribution
virtually no contribution to growth for to growth, supported by a revival of
the year as a whole. Japanese consuméemand in Asia and Eastern Europe
prices declined slightly on balance overand by the effects of the euro’s deprecia-
the year. tion. The areawide unemployment rate
The new European currency, the eurageclined, albeit to a still-high rate of
came into operation at the start of 1999nearly 10 percent. In the spring, the
marking the beginning of stage threeEuropean central bank lowered its pol-
of European economic and monetarycy rate 50 basis points, to¥2 percent.
union. The rates of exchange betweeithis move was reversed later in the
the euro and the currencies of the elevepear in reaction to accumulating evi-
countries adopting the new currencydence of a pickup in activity. The euro-
were set at the end of 1998; based oarea inflation rate edged up in 1999,
these rates, the value of the euro at itboosted by higher oil prices, but still
creation was just under $1.17. From aemained below the 2 percent target
technical perspective, the introductiorceiling.
of the euro went smoothly, and on its Growth in the United Kingdom
first day of trading its value moved also moved higher on balance in 1999,
higher. However, the euro soon startegicking up over the course of the year.
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Along with the strengthening of global neighboring months—started to rise in
demand, a key factor stimulating thelate summer. However, nearly all of
recovery was a series of official inter-the increase was reversed in late Octo-
est rate reductions, totaling 250 basi®er and early November. The premium
points, undertaken by the Bank ofmoved up more moderately in De-
England over the second half of 1998&ember. The sharp October—November
and the first half of 1999. Later in 1999decline in the funding premium came in
and early in 2000, the policy rateresponse to a series of announcements
was raised three times, for a total ofby major central banks that outlined and
100 basis points, with officials citing the clarified the measures these institutions
need to keep inflation below its/2per- were prepared to take to alleviate poten-
cent target level in light of the strengthtial liquidity problems related to the
of consumption and the housing marketentury date change. For yen funding,
and continuing tight conditions in thethe premium moved in a different pat-
labor market. On balance, the dollartern, fluctuating around a relatively low
appreciated slightly against the poundevel before spiking sharply for several
over 1999. days just before the year-end. The late-

In Canada, real growth recovered irDecember jump was partly in response
1999 after slumping the previous yeato date-change-related illiquidity in the
in response to the global slowdown andlapanese government bond repo market
the related drop in the prices of Canathat emerged in early December and
dian commodity exports. Strong demangbersisted. To counter these conditions,
from the United States spurred Canatoward the end of the year the Bank of
dian exports, while rising consumer andlapan infused huge amounts of liquidity
business confidence supported domestinto its domestic banking system, which
demand. In the spring, the Bank ofsoon brought short-term yen funding
Canada lowered its official interest ratecosts back down to near zero.
twice, for a total of 50 basis points, Bond yields in the major foreign
in an effort to stimulate activity in industrial countries generally moved
the context of a rising Canadian dollarhigher on balance in 1999. Long-term
The easing was reversed by 25-basignterest rates were boosted by mounting
point increases near the end of the yeavidence that economic recovery was
and early in 2000 as Canadian inflataking hold abroad and by rising expec-
tion moved above the midpoint of its
target range, the pace of output growt .
increased, and U.S. interest rates rose’ 9" Ten-vear Interest Rates
Over the year, the U.S. dollar depreci-
ated 6 percent on balance against th
Canadian dollar.

Concerns about liquidity and credit
risk related to the century date changt
generated a temporary bulge in year-en
premiums in money market rates in the
second half of the year in some curren\/\_w 2
cies. For the euro, the premium—as Japan
measured by the implied forward inter- \ \
est rate for a one-month loan spanning 1997 1998 1999
the year-end relative to the rates for Nore. The data are monthly.
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United Kingdom

Canada




28 86th Annual Report, 1999

tations of monetary tightening in thedoubled, from around $12 per barrel
United States and, later, in other indusat the beginning of the year to more
trial countries. Over the year, long-termthan $26 per barrel in December. The
interest rates increased on balance morebound was driven by a combination
than 100 basis points in nearly all theof strengthening world demand and
major industrial countries. The notableconstrained world supply. The strong
exception was Japan, where long-ternt).S. economy, combined with a recov-
rates were little changed. ery of economic activity elsewhere and
Equity prices showed strong anda somewhat more normal weather pat-
widespread increases in 1999, as theern than in recent years, led & 2 per-
pace of global activity quickened andcent increase in world oil consumption.
the threat from emerging-market finan-Oil production, on the other hand,
cial crises appeared to recede. In thdeclined 2 percent, primarily because of
industrial countries, equity prices onreduced supplies from OPEC and other
average rose sharply, extending th&ey producers. Starting in the spring,
general upward trend of recent yearsOPEC consistently held production near
The average percentage increase aargeted levels, in marked contrast to
equity prices in developing countriesthe widespread lack of compliance that
was even larger, as prices recoveredharacterized earlier agreements.
from their crisis-related declines of the The price of gold fluctuated substan-
previous year. The fact that emergingially in 1999. It declined to about
Latin American and Asian equity mar-$250 per ounce at midyear—the lowest
kets outperformed those in industrialin twenty years—as several central
countries lends some support to thdanks, including the Bank of England
view that global investors increasedand the Swiss National Bank, an-
their risk tolerance, especially during thenounced plans to sell a sizable por-
last months of the year. tion of their reserves. The September
Oil prices increased dramatically dur-announcement that fifteen European
ing 1999, fully reversing the declinescentral banks, including the two just
in the previous two years. The averagenentioned, would limit their aggregate
spot price for West Texas intermediatesales of bullion and curtail leasing
the U.S. benchmark crude, more thamctivities boosted the price; it briefly
exceeded $320 per ounce before turning

down later in the year.
Foreign Equity Indexes

Index, January 1997 = 100

Foreign Exchange Operations

Latin America

s00 No foreign exchange intervention opera-
tions for the accounts of the Federal
160 Reserve System or the U.S. Treasury
were conducted during the year. Major
120 foreign central banks reported net pur-
chases of $67 billion in 1999, versus net
80  sales of $29 billion in 1998.
‘ ‘ At the end of the year, the Fed-
1997 1998 1999 eral Reserve held the equivalent of
Note. The data are monthly and are from Morgan$16’l4O ml||I0n, valued at current ex-
Stanley Capital International, Inc. change rates, in euros and yen. Taking
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into account the dollar's appreciation$3.4 billion of U.S. dollars from the U.S.
against the euro and depreciation again3treasury’s Exchange Stabilization Fund.
the yen in 1999, the cumulative valua-The transaction, designed to redress im-
tion gains on System foreign currencybalances between the foreign currency
holdings decreased $560 million, toholdings of the two monetary authori-
$1,668 million. ties, was conducted at prevailing mar-
On March 18, the Federal Reserveket exchange rates. The sale of euros
exchanged $4.8 billion of euros forresulted in a realized profit of $56 mil-
$1.4 billion of Japanese yen andion for the System. .
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Monetary Policy Reports to the Congress

The reports in this chapter were sub-helped to keep inflation low even as
mitted to the Congress on February 23aggregate demand has been surging and
and July 22, 1999, pursuant to the Fullas labor markets have tightened.
Employment and Balanced Growth Act This past year, economic troubles
of 1978. abroad posed a significant threat to the
performance of the economy. Foreign
economic growth slowed markedly, on
Report on February 23, 1999 average, as conditions in many countries
deteriorated. The recession in Japan
. deepened, and several emerging market
'I\Eﬂggﬁct)zrir:%(: Fg&',{?go?(nd the economigs in Asia, which had sta_rted to
weaken in the wake of the financial cri-
In 1998, the U.S. economy again perses of 1997, contracted sharply. A wors-
formed impressively. Output expandedening economic situation in Russia last
rapidly, the unemployment rate fell tosummer led to a devaluation of the ruble
the lowest level since 1970, and infla-and a moratorium by that country on a
tion remained subdued. Transitory facsubstantial portion of its debt payments.
tors, most recently falling prices for As the year progressed, conditions in
imports and commodities, especially oil,Latin America also weakened. Although
have helped to produce the favorablesome of the troubled foreign economies
outcomes of recent years, but technoare showing signs of improvement,
logical advances and increased effiothers either are not yet in recovery or
ciency, likely reflecting in part height- are still contracting.
ened global competition and changes The Russian crisis in mid-August
in business practices, suggest that songecipitated a period of unusual volatil-
of the improvement will be more ity in world financial markets. The
lasting. losses incurred in Russia and in other
Sound fiscal and monetary policiesemerging market economies heightened
have contributed importantly to the goodnvestors’ and lenders’ concerns about
economic results: Budgetary restraint abther potential problems and led them
the federal level has bolstered nationalo become substantially more cautious
saving and permitted the Federahbout taking on risk. The resulting
Reserve to maintain lower interest rategffects on U.S. financial markets
than would otherwise have been posicluded a substantial widening of risk
sible. This policy mix and sustainedspreads on debt instruments, a jump in
progress toward price stability have fosmeasures of market uncertainty and
tered clearer price signals, more efficienvolatility, a drop in equity prices, and a
resource use, robust business investeduction in the liquidity of many mar-
ment, and sizable advances in the prdeets. To cushion the U.S. economy from
ductivity of labor and in the real wagesthe effects of these financial strains, and
of workers. The more rapid expansiorpotentially to help reduce the strains as
of productive potential has, in turn,well, the Federal Reserve eased mone-
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tary policy on three occasions in thefor this decline against the yen are
fall. Global financial market stressesnot clear, but repayment of yen-
lessened somewhat after mid-autumrgenominated loans by international
reflecting, in part, these policy steps asnvestors and decisions by Japanese
well as interest rate cuts in other indusinvestors to repatriate their assets in
trial countries and international effortslight of increased volatility in global
to provide support to troubled emerg-markets seem to have contributed. The
ing market economies. Although someexchange value of the dollar fluctuated
U.S. financial flows were disrupted formoderately against the major currencies
a time, most firms and householdver the rest of the year, and after
remained able to obtain sufficient creditdeclining somewhat early in 1999, it has
and the turbulence did not appearebounded strongly in recent weeks, as
to constrain spending to a significanincoming data have suggested continued
degree. More recently, some marketstrength of economic activity in the
were unsettled by the devaluation andUnited States. Since the end of 1998, the
subsequent floating of the Braziliamal dollar has appreciated about 7 percent
in mid-January, and the problems inagainst the yen, partly reflecting further
Brazil continue to pose risks to globalmonetary easing in Japan. At the turn
markets. Thus far, however, markebf the year, the launch of the third stage
reaction outside Brazil to that country’sof European Economic and Monetary
difficulties has been relatively muted. Union fixed the eleven participating
The foreign exchange value of thecountries’ conversion rates and created
dollar rose substantially against the cura new common currency, the euro. The
rencies of the major foreign industrialdollar has appreciated more than 5 per-
countries over the first eight months ofcent against the euro, in part because of
1998, but subsequently it fell sharply,signs that growth has slowed recently in
ending the year down a little on net. Thesome euro-area economies.
appreciation of the dollar in the first half With the U.S. economy expanding
of the year carried it to an eight-yearrapidly, the economies of many U.S.
high against the Japanese yen. In Jun&ading partners struggling, and the for-
this strength against the yen prompte@ign exchange value of the dollar having
the first U.S. foreign exchange interventisen over 1997 and the first part of
tion operation in nearly three years, ar1998, the U.S. trade deficit widened con-
action that appeared to slow the dollar'siderably last year. Some domestic
rise against the yen over the followingindustries were especially affected by
days and weeks. Later in the summenmeductions in foreign demand or by
concerns about the possible impact oimcreased competition from imports. For
the U.S. economy of increasing difficul-example, a wide range of commodity
ties in Latin America began to weigh producers, notably those in agriculture,
on the dollar's exchange value againsbil, and metals, experienced sharp price
major foreign currencies. After peakingdeclines. Parts of the manufacturing sec-
in mid-August, it fell sharply over the tor also suffered adverse consequences
course of several weeks, reversing byrom the shocks from abroad. Overall,
mid-October the appreciation that hadeal net exports deteriorated sharply, as
occurred earlier in the year. The depreexports stagnated and imports continued
ciation during this period was particu-to surge. The deterioration was particu-
larly sharp against the yen. The reasoniarly marked in the first half of the year;



Monetary Policy Reports, February 33

the second half brought a further, moreMonetary Policy, Financial
modest, net widening of the externalMarkets, and the Economy over
deficit. 1998 and Early 1999

Meanwhile, domestic spending con-
tinued to advance rapidly. HouseholdVionetary policy in 1998 needed to bal-
expenditures were bolstered by gainance two major risks to the economic
in real income and a further rise inexpansion. On the one hand, with the
wealth, while a low cost of capital anddomestic economy displaying consider-
optimism about future profitability able momentum and labor markets
spurred businesses to invest heavilyight, the Federal Open Market Com-
in new capital equipment. Although mittee (FOMC) was concerned about
securities markets were disrupted irthe possible emergence of imbalances
late summer and early fall, credit genthat would lead to higher inflation and
erally remained available from alterna-thereby, eventually, put the sustainabil-
tive sources. Once the strains on security of the expansion at risk. On the other
ties markets had eased, businesses ahdnd, troubles in many foreign econo-
households generally had ready accessies and resulting financial turmoil both
to credit and other sources of finance ombroad and at home seemed, at times, to
relatively favorable terms, althoughraise the risk of an excessive weakening
spreads in some markets remained quitef aggregate demand.
elevated, especially for lower-rated bor- Over the first seven months of the
rowers. All told, household and businesgyear, neither of these potential tenden-
outlays rose even more rapidly than ircies was sufficiently dominant to prompt
1997, and that acceleration kept the policy action by the FOMC. Although
growth of real GDP strong even as nethe incoming data gave no evidence of a
exports were slumping. sustained slowing of output growth, the

Deteriorating economic conditionsCommittee members believed that the
abroad, coupled with the strength of thgpace of expansion likely would moder-
dollar over the first eight months of theate as businesses began to slow the rapid
year, helped to hold down inflation inrates at which they had been adding to
the United States by trimming the pricegheir stocks of inventories and other
of oil and other imports. These declinesnvestment goods, and as households
reduced both the prices paid by consumtrimmed the large advances in their
ers and the costs of production in mangpending on consumer durables and
lines of business, and the competitiohomes. Relatively firm real interest
from abroad kept businesses from raisrates, buoyed by a high real federal
ing prices as much as they might havéunds rate resulting from the decline in
otherwise. As the result of a reducedhe level of expected inflation, were
rate of price inflation, workers enjoyed athought likely to help restrain the growth
larger rise in real purchasing power evef spending by businesses and house-
as increases in nominal hourly compenholds. Another check on growth was
sation picked up only slightly on aver-expected to come from the effects on
age. Because of increased gains in pramports and exports of the economic
ductivity, corporations in the aggregatedifficulties in emerging market econo-
were able to absorb the larger real paynies in Asia and elsewhere. Indeed, pro-
increases without suffering a seriougluction in the manufacturing sector
diminution of profitability. slowed substantially in the first half
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of the year, and capacity utilizationCommittee again left monetary policy
dropped noticeably. Moreover, inflationunchanged at the August meeting, but
remained subdued, and a pickup was ndt shifted to a symmetric directive,
expected in the near-to-intermediateeflecting its perception that the risks to
term because of declining oil prices, andhe economic outlook, at prevailing
because of economic weakness abroathort-term rates, had become roughly
and the appreciation of the dollar, whichbalanced.
were expected to trim the prices of Over subsequent weeks, conditions in
imported goods and to increase pricdinancial markets and the economic out-
competition for many U.S. producers.look in many foreign countries deterio-
Nonetheless, with labor markets alreadyated further, increasing the dangers
quite taut and aggregate demand growto the U.S. expansion. With investors
ing rapidly—a combination that oftenaround the world apparently reevaluat-
has signaled the impending buildup ofing the risks associated with various
inflationary pressures—the Committeecredits and seemingly becoming less
at its meetings from March throughwilling or able to bear such risks, asset
July, judged conditions to be such thatdemands shifted toward safer and more
if a policy action were to be taken in theliquid instruments. These shifts caused
period immediately ahead, it more likelya sharp fall in yields on Treasury securi-
would be a tightening than an easing; itsies. Spreads of yields on private debt
directives to the Account Manager ofsecurities over those on comparable
the Domestic Trading Desk at the FedTreasury instruments widened con-
eral Reserve Bank of New York notedsiderably further, and issuance slowed
that asymmetry. sharply. Measures of market volatility
By the time of the August FOMC increased, and liquidity in many finan-
meeting, however, the situation wasial markets was curtailed. Equity prices
changing. Although tight labor marketscontinued to slide lower, with most
and rapid output growth continued tobroad indexes falling back by early
pose a risk of higher inflation, the damp-September to near their levels at the
ing influence of foreign economic devel-start of the year. Reflecting the weaker
opments on the U.S. economy seemednd more uncertain economic outlook,
likely to increase. The contraction in thesome banks boosted interest rate spreads
emerging market economies in Asiaand fees on new loans to businesses and
appeared to be deeper than had bedightened their underwriting standards.
anticipated, and the economic situation Against this backdrop, at its Septem-
in Japan had deteriorated. Financiaber meeting the FOMC looked beyond
markets in some foreign economies alstncoming data suggesting that the econ-
had experienced greater turmoil, andpmy was continuing to expand at a
the day before the Committee met, Rusrobust pace, and it lowered the intended
sia was forced to devalue the rublelevel of the federal funds raté percent-
These difficulties had been weighing orage point. The Committee noted that
U.S. asset markets: Stock prices hathe rate cut would cushion the effects
fallen sharply in late July and into on prospective U.S. economic growth of
August as investors became concerneidcreasing weakness in foreign econo-
about the outlook for profits, and riskmies and of less accommodative condi-
spreads in debt markets had widenedions in domestic financial markets. The
albeit from very low levels. Taking directive adopted at the meeting sug-
account of these circumstances, thgested a bias toward further easing over
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the intermeeting period. In the daysmies had receded a bit, partly reflecting
following the policy move, disturbancesconcerted international efforts to pro-
in financial markets worsened. Move-vide assistance to Brazil, the foreign
ments in the prices of securities wereeconomic outlook remained uncertain.
exacerbated by a deterioration in marketVith downside risks still substantial,
liquidity, as some securities dealers cuand in light of the cumulative effect
back on their market-making activities,since August of the tightening in many
and by the expected unwinding of posisectors of the credit markets and the
tions by hedge funds and other leverweakening of economic activity abroad,
aged investors. In early October, Treathe FOMC reduced the intended federal
sury yields briefly tumbled to their funds rate a furthe¥s percentage point
lowest levels in many years, reflectingat its November meeting, bringing the
efforts by investors to exchange othetotal reduction during the autumn to
instruments for riskless and liquid Trea-¥4 percentage point. The Board of Gov-
sury securities. ernors also approved a seco#d per-
Although some measures of mar-centage point cut in the discount rate.
ket turbulence had begun to ease @he Committee believed that, with this
bit by mid-October, financial marketspolicy action, financial conditions could
remained extremely volatile and riskreasonably be expected to be consistent
spreads were very wide. On October 15yith fostering sustained economic
consistent with the directive from theexpansion while keeping inflationary
September meeting, the intended federgressures subdued. The action provided
funds rate was trimmed anoth&r per- some insurance against an unexpectedly
centage point, to 5 percent. This policysevere weakening of the expansion, and
move, which occurred between FOMCthe Committee therefore established a
meetings, came at the initiative of Chairsymmetrical directive. By the time of
man Greenspan and followed a conferthe December meeting, the situation in
ence call with Committee members. Atfinancial markets had changed little, on
the same time, the Board of Governordalance, and the Committee decided that
approved a¥s percentage point reduc-no further change in rates was desirable
tion in the discount rate. These actiongnd that the directive should remain
were taken to buffer the domestic econsymmetrical.
omy from the impact of the less accom- Some measures of financial volatility
modative conditions in domestic finan-eased further in the new year, although
cial markets, in part by contributingrisk spreads on corporate bonds
to some stabilization of the global finan-remained at quite high levels. Yields
cial situation. on Treasury securities were about flat,
Following the October policy move, on balance, in January, as the effect
strains in domestic financial marketsof stronger-than-expected economic
diminished considerably. As safe-havemgrowth appeared to be about offset by
demands for Treasury securities ebbedjata suggesting that inflation remained
Treasury yields generally trendedquiescent and perhaps also by the effects
higher, and measures of financial markesf some safe-haven flows prompted by
volatility and illiquidity eased. Nonethe- the deteriorating situation in Brazil.
less, risk spreads remained very wideQver the same period, stock prices
and liquidity in many markets continuedsurged higher, led by computer and
to be limited. Moreover, although pres-other technology shares, and most stock
sures on some emerging market econgrice indexes posted new highs. By
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the time of the February 2—-3 meeting4¥s percent to 42 percent. With tight-
financial markets were easily accommoness of the labor market expected to
dating robust demands for credit, angersist and oil and import prices unlikely
economic activity seemed to have moréo be as weak in 1999 as they were in
momentum than many had anticipated1998, inflation is expected to move
However, the foreign sector continuedup somewhat from the rate of this past
to pose a threat to U.S. growth goingyear but to remain low by the standards
forward, inflation showed no signs ofof the past three decades: The central
picking up despite the rapid pace oftendency of the FOMC participants’
growth and the very tight labor market,CPI inflation forecasts for 1999 is 2 per-
and some slowing of economic growthcent to 22 percent. The Federal Reserve
remained a likely prospect. In these cir-officials’ inflation forecasts are closely
cumstances, the FOMC concluded thadligned with that of the Administration,
it was prudent to wait for further infor- and their forecasts of real GDP and
mation, and it left policy unchanged. unemployment depict a somewhat
stronger real economy than the Admin-
. P istration is projecting.

Economic Projections for 1999 Present circumstances suggest that
By and large, the members of the Boar@lomestic demand could continue to rise
of Governors and the Federal Reservbriskly for a while longer. Consumer
Bank presidents, all of whom participatespending continues to be driven by
in the deliberations of the FOMC, strong gains in employment, increases
expect the economy to expand moderin real incomes, and rising levels of
ately, on average, in 1999. The centralvealth. Those same factors, together
tendency of the FOMC participants’with low mortgage interest rates, are
forecasts of real GDP growth from thekeeping housing activity robust. Busi-
fourth quarter of 1998 to the fourth nesses are still investing heavily in new
quarter of 1999 is % percent to 3 per- capital, especially computers and other
cent. The anticipated expansion isigh-tech equipment. Households and
expected to create enough new jobs tbusinesses appear willing to take on
keep the civilian unemployment ratemore debt in support of spending;
near its recent average, in a range ddlthough spreads on corporate debt

Economic Projections for 1999
Percent

Federal Reserve governors
and Reserve Bank presidents

Indicator Administration

Central
tendency

Range

Change, fourth quarter to fourth quarter

Nominal GDP.....................ooins . 38-5 4-4/> 4.0
RealGDP ... ..o . 2¥3 2Y>-3 2.0
Consumer price iNdeX. .............c.ooue . -2Y> 2-2/> 2.3
Average level, fourth quarter

Civilian unemploymentrate ............... H4—4%a Yt/ 4.9

1. Change from average for fourth quarter of 1998 to 2. Chain-weighted.
average for fourth quarter of 1999. 3. All urban consumers.
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remain elevated, rate levels are per- The future course of inflation will
ceived to be attractive for most borrow-depend in part on what happens to the
ers, and restraint on access to finance fices of oil and other imports, and
not much in evidence. restraint from those sources seems
As the year progresses, howeveninlikely to be as great as it was in 1998.
gains in domestic spending shouldThe drop in the price of oil this past year
begin to moderate. Spending increasdsft it toward the lower end of its range
for housing, consumer durables, anaf the past couple of decades and has
business equipment have been excephereby reduced the incentives for
tionally large for a while now, substan-exploration, drilling, and production.
tially raising the rate of growth in the Futures markets have been showing a
amounts of these goods owned by busigradual rise in the price of oil going
nesses and households; some moderrward. Prices of nonoil imports
tion in outlays seems likely, lest thesechanged little in the fourth quarter of
holdings become disproportionate tdast year after having fallen sharply in
underlying trends in income and outputprevious quarters. Indicators of the pres-
The outlook for spending continues tosures on domestic resources provided
be obscured to some degree by uncemixed signals over the past year.
tainties about the course of equityln manufacturing, capacity utilization
prices; a failure of these prices to matclieclined considerably, to a level below
the outsized gains posted in recent yeaiits long run average, reflecting slower
would contribute to some moderation inproduction growth and sizable additions
spending growth, especially by houseto the stock of capital. However, labor
holds. Government spending, whichmarkets remained very taut, and with
accounts for about one-sixth of domesthe economy apparently carrying sub-
tic demand, seems likely to expand astantial momentum into this year, data
a moderate pace overall. Along withon costs and prices will need to be moni-
the numerous other uncertainties thatored carefully for signs that a rising
attend the outlook, an additional uncerinflation pattern might start to take
tainty is present this year because ofiold. In that regard, the FOMC will
the approach of the year 2000 and theontinue to rely not only on the CPI
associated Y2K problem. but also on a variety of other price mea-
Growth abroad is expected to remairsures to gauge the economy’s inflation
sluggish, on balance, in 1999, limitingperformance in the period ahead.
the prospects for exports. At the same
time, growth of the U.S. economy prob-
ably \?vill continue to generateyfgirly Money and Debt Ranges for 1999
brisk increases in imports. In total, realAt its most recent meeting, the FOMC
net exports of goods and services seemeaffirmed the 1999 monetary growth
likely to fall further in the coming year, ranges that were chosen on a provisional
although several factors—the decline irbasis last July: 1 percent to 5 percent
the dollar from its peak of last summer,for M2, and 2 percent to 6 percent for
the expected slowing of income growthM3. As has been the case for some time,
in the United States, and the possibilitthe FOMC intends these money growth
of a slight pickup in economic growth ranges to be benchmarks for growth
abroad—provide a basis for thinkingunder conditions of price stability, sus-
that this year’s drop in net exports mighttainable real economic growth, and his-
not be as large as that of 1998. torical velocity relationships rather than
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ranges that encompass the expectezhvings in short-term assets in M2. In
growth of money over the coming yearaddition, M2 may have been boosted by
or that serve as guides to policy. a desire on the part of some investors to
Given continued uncertainty aboutredirect savings flows away from equi-
movements in the velocities of M2 andties after several years of outsized gains
M3 (the ratios of nominal GDP to thein stock market wealth. With equity
aggregates), the Committee would havevealth still elevated and the yield curve
little confidence that money growthlikely to remain flat, M2 velocity could
within any particular range selected forcontinue to fall this year. However, the
the year would be associated with thepace of decline should slow as some
economic performance it expected ohouseholds respond to the easing of
desired. Nonetheless, the Committeeoncerns about financial market volatil-
believes that, despite the apparent largigy by reversing a portion of the shift
shift in velocity behavior in the early toward M2 assets that occurred last fall.
1990s, money growth has some value dsdeed, this effect may already be vis-
an economic indicator. Indeed, someble, as M2 growth, while still robust,
FOMC members have expressed thbas slowed considerably early this year.
concern that the unusually rapid growthf velocity does fall, given the Commit-
in the money and debt aggregates itee’s expectations for nominal income
1998 might have reflected monetarygrowth, M2 could again exceed its
conditions that were too accommodativerice-stability benchmark range.
and would ultimately lead to an increase M3 expanded 11 percent last year,
in inflation pressures. The Committeeand its velocity fell %2 percent, the
will continue to monitor the monetary largest drop in many years. The rapid
aggregates as well as a wide variety ofrowth in this aggregate owed in large
other economic and financial data tgart to a substantial rise in institutional
inform its policy deliberations. money funds. These funds have been
Last year, M2 increased¥B percent, expanding rapidly in recent years as
and with nominal GDP rising 5 percent,nonfinancial firms increasingly employ
M2 velocity decreased 3 percent. Thighem to provide cash management ser-
drop in velocity was considerably largervices. Investments in these funds pro-
than would have been expected on theide businesses with greater liquidity
basis of historical relationships and thehan direct holdings of money market
modest decline in the opportunity cosinstruments, and by substituting for such
of M2 (measured as the differencedirect holdings, they boost M3. M3 was
between the interest rate on Treasurglso buoyed last year by a large advance
bills and the weighted average rate
available on M2 assets). The fall inRanges for Growth of Monetary
velocity in part reflected an increasedand Debt Aggregates
demand for the safe and liquid assets iBgcent
M2 as investors responded to the height
ened volatility in financial markets in Aggregate 1997 1998 1999
the second half of the year. Other factors
that may have contributed include Iowermg ---------
long-term interest rates and a very flabebt... ..
yield curve, which might have suggested
to households that they would be giving, ~or, hende fiom sverage for fourth auarter of
up very little in earnings by parking indicated.
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in the managed liabilities banks used t@&sDP increased a little more than 4 per-
fund rapid growth in bank credit. In cent over the four quarters of the year.
part, the growth in bank credit reflectedThe economic difficulties facing many
demand by borrowers shifting from theof our trading partners and the strength
securities markets, and with these maref the dollar through much of the year
kets again receptive to new issues, banled to sluggishness in real exports of
credit growth this year is expected togoods and services. However, the drag
slow to a pace more in line with broaderon the economy from that source was
debt aggregates However, institutionaimore than offset by exceptional strength
money funds are likely to continue theirin the real expenditures of households
robust gains, contributing to a furtherand businesses, which were powered by
diminution in M3 velocity and, possibly, strong real income growth, large gains
to growth of this aggregate above itsn the value of household wealth, ready
price-stability range. access to finance during most of the
Domestic nonfinancial debt grewyear, and widespread optimism regard-
6Y4 percent in 1998, somewhat aboveng the future of the economy. Although
the middle of the 3 percent to 7 per-turmoil in financial markets seemed to
cent growth range the Committee estabthreaten the economy for a time in late
lished last February. This robust growthrsummer and early autumn, that threat
reflected large rises in the debt of busitater receded, in part because of the
nesses and households owing to sulsteps taken by the Federal Reserve to
stantial advances in spending as well agrevent the tightening of credit markets
debt-financed mergers and acquisitiongrom impairing the expansion of activ-
However, the increase in private-sectoity. The final quarter of the year brought
debt was partly offset by the first annuabrisk expansion of employment and
decline in federal debt in almost thirtyincome, and the limited indicators of
years. As with the monetary aggregatesactivity in early 1999 have been strong,
the Committee left the range for debton balance.
growth unchanged for 1999. After an The increase in the general price level
aberrant period in the 1980s duringhis past year was smaller than that in
which debt growth greatly exceededhe previous year, which had itself been
growth of nominal GDP, debt growth among the smallest in decades. The
over the past decade has returned to ithain-type price index for GDP rose
historical pattern of about matchingslightly less than 1 percent. The further
growth of nominal GDP, and the Com-slowing of price increases was in large
mittee members expect debt to fallpart a reflection of sluggish conditions
within its range this year. in the world economy, which brought
declines in the prices of a wide range of
Economic and Einancial imported goods,di.n.cluding ﬁ” a:jnd oth<_ar
Developments in 1998 primary commo ities. In the omes_tlc
and Early 1999 economy, nom_lnal hourly compensation
of workers picked up only slightly
The U.S. economy continued to displaydespite the tightness of the labor market,
great vigor in 1998, despite a sharpand much of the compensation increase
slowing of growth in foreign economieswas offset by gains in labor productiv-
and an unsettled world financial envi-ity. As a result, unit labor costs, the most
ronment. According to the Commerceimportant item in total business costs,
Department’'s advance estimate, realose only modestly.
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The Household Sector cent in real terms, a gain that reflected
both increased nominal outlays and a
Personal consumption expenditurefurther substantial decline in computer
increased more than 5 percent in regbrices. Consumer outlays on motor vehi-
terms in 1998, the biggest gain in acles also rose sharply, despite some
decade and a half. Support for the largéemporary limitations on supply from a
rise in spending came from a combinamidyear auto strike. Spending on most
tion of circumstances that, on the wholepther types of durable goods registered
were exceptionally favorable to housedincreases that were well above the aver-
holds. Strong gains in employment andiges of the past decade or so. Because
real hourly pay gave another appreciablgoods such as these are not consumed
boost to the growth of real labor incomeall at once—but, rather, add to stocks
At the same time, the wealth of houseof durable goods that will be yielding
holds recorded another year of substarservices to consumers for a number of
tial increase, bolstered in large part byyears—they embody a form of eco-
the continued rise in equity prices.nomic saving that is not captured in the
Although not all balance sheet data fomormal measure of the saving rate in the
the end of 1998 are available, householdational income accounts.
net worth at that point appears to have The increases in income and net
been up about 10 percent from the levelvorth that led households to boost con-
at the end of 1997. The cumulative gairsumption expenditures also led them to
in household wealth since 1994 hasnvest heavily in additions to the stock
amounted to nearly 50 percent. of housing. Declines in mortgage inter-
The rise in net worth probably est rates weighed in as well, helping to
accounts for much of the decline in themaintain the affordability of housing
personal saving rate over the past feveven as house prices moved up some-
years, to an annual averagelafpercent what faster than overall inflation. These
in 1998. Households tend to raise theidevelopments brought the objective of
saving from current income when theyowning a home within the reach of a
feel that wealth must be increased tareater number of households, and the
meet longer-run objectives, but they ardhome-ownership rate, which has been
willing to reduce their saving from cur- trending up this decade, rose to another
rent income when they feel that wealthnew high in 1998.
already is at satisfactory levels. The low In the single-family sector, sales of
level of the saving rate in 1998 is notnew and existing homes surged, the
so remarkable when gauged against #rmer rising more than 10 percent from
wealth-to-income ratio that has beerthe previous year’s total and the latter
running in a range well above its longer-more than 13 percent. Construction of
run historical average. single-family houses strengthened mark-
All of the major categories of per- edly. The number of these units started
sonal consumption expenditures—during the year was the largest since the
durables, nondurables, and services-fate 1970s, and it exceeded the previous
recorded gains in 1998 that were thegear’s total by about 12 percent. In the
largest of the 1990s. Spending on durafourth quarter, unusually mild weather
ble goods rose more than 12 percemermitted builders to maintain activity
over the year. Within that category,later into the season than they normally
expenditures on home computers onc&ould have and gave an added kick to
again stood out, rising roughly 70 per-housing starts. Starts increased further
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in January of this year, despite harshemarket. In addition, with mortgage rates
weather in some regions. reaching their lowest levels in many
In contrast to the strength in theyears, many households refinanced
single-family sector, the number ofexisting mortgages, and some house-
multifamily units started in 1998 was holds likely took the opportunity pre-
up only a little from the total for 1997. sented by refinancing to increase the
After bottoming out at a very low level size of their mortgages, using the extra
early in the 1990s, construction of thesdunds raised to finance current expendi-
units had been trending back up fairlytures or to pay down other debts.
briskly until this past year. But with The growth in household debt
vacancy rates on multifamily rental unitsreflected both supply and demand influ-
running a touch higher this past yearences. With wealth rising faster than
builders and their creditors may havencome over the year and with consumer
become concerned about adding toconfidence remaining at historically
many new units to the stock. Financinghigh levels, households were willing to
appeared generally to be in ample supboost their indebtedness to finance
ply for projects that looked promising;increased spending. In addition, lenders
during the period of financial turmoil, generally remained accommodative
the flow of credit was supported by subtoward all but the most marginal house-
stantial purchases of multifamily mort-holds, even after the turmoil in many
gages and mortgage-backed securitiggancial markets in the fall. After a
by Freddie Mac and Fannie Mae. more general tightening of loan condi-
Total outlays for residential invest-tions in response to a rise in losses on
ment increased about ¥2 percent in such loans between mid-1995 and mid-
real terms during 1998, according to thel997, a smaller and declining fraction
Commerce Department’s initial tally. of banks tightened consumer lending
The large increase reflected not only thetandards and terms last year, according
construction work undertaken on newto Federal Reserve surveys. However,
residential units during the year but alsahe availability of high loan-to-value
sizable advances in real outlays forand subprime home equity loans likely
home improvements and in the volumeavas reduced in the fall because of diffi-
of sales activity being carried on by realculties in the market for securities
estate brokers, which generated substabacked by such loans.
tial gains in commissions. Despite the rapid increase in debt,
The robust growth in householdmeasures of household financial stress
expenditures in 1998 was accompaniedere relatively stable last year, although
by an expansion of household debt thatome remained at high levels. The delin-
likely exceeded 8 percent, a some- quency rate on home mortgages has
what larger rise than in other recentstayed quite low in recent years, while
years. Nonmortgage debt increasethe delinquency rate on auto loans at
about 6 percent, about 2 percentagdomestic auto finance companies has
points above the previous year's pacérended lower. The delinquency rate on
but down considerably from the double-credit card loans at banks fluctuated in a
digit increases posted in 1994 and 1995airly narrow range in 1997 and 1998,
Home mortgage debt is estimated tdut it remained elevated after having
have jumped more than 9 percent, itposted a substantial rise over the pre-
largest annual advance since 1990jious two years. Personal bankruptcy
boosted in part by the robust housindilings have followed a broadly similar
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pattern: Annual growth has run at abouthroughout the expansion—namely, the
3 percent over the past year and a halfntroduction of machines that offer
down from annual increases of roughlygreater computing power at increasingly
25 percent between mid-1995 and earlattractive prices and that provide busi-
1997. The stability of these measuresesses new and more efficient ways
over the past couple of years likelyof organizing their operations. Price
owes in part to the earlier tightening ofdeclines this past year were especially
standards and terms on consumer loankrge, as the cost reductions associated
In addition, lower interest rates andwith technical change were augmented
longer loan maturities, which resultedby heightened international competition
from the shift toward mortgage finance,n the markets for semiconductors and
have helped to mitigate the effects ofother computer components and by price
increased borrowing on household debteutting to work down the stocks of some
service burdens. assembled products.
Investment in communications

. equipment—another high-tech category
The Business Sector that is an increasingly important part
Business fixed investment increaseaf total equipment outlays—rose about
about 12> percent during 1998, with 18%2 percent in 1998. After having
a 172 percent rise in equipment spendiraced out an erratic pattern of ups and
ing more than accounting for the over-downs through the latter part of the
all advance. The strength of the econ1980s and the early 1990s, real outlays
omy and optimism about its longer-runon this type of equipment began to
prospects provided underpinnings forecord sustained large annual increases
increased investment. Outlays were alsm 1994, and the advance last year was
bolstered by the efficiencies obtainablene of the largest. Spending on other
with new technologies, by the favorabletypes of equipment displayed varying
prices at which many types of capitaldegrees of strength across different sec-
equipment could be purchased, andprs but recorded a sizable gain overall.
except during the period of financiallnvestment in transportation equipment
market turmoil, by the ready availability was strong across the board, spurred by
and low cost of finance, either throughthe need to move greater volumes of
borrowing or through the issuance ofgoods or to carry more passengers in an
equity shares. expanding economy. Spending on indus-

Real expenditures on office and comirial machinery advanced abou¥=per-

puting equipment, after having risen atent after larger gains in most previous
an average rate of roughly 30 percent ityears of the expansion, a pattern that
real terms from 1991 through 1997 mirrored a slowing of output growth in
shifted into even higher gear in 1998 the industrial sector.
climbing about 65 percent. The outsized Business investment in nonresi-
increase likely owed in part to the effortsdential structures, which accounts for
of some businesses to put new computealightly more than 20 percent of total
systems in place before the end of théusiness fixed investment, was down
millennium, in hopes of circumventing slightly in 1998, according to the
potential difficulties arising from the advance estimate. Sharply divergent
Y2K problem. But, beyond that, invest-trends were evident within the sector,
ment in computers is being driven byranging from considerable strength in
the same factors that have been at worthe construction of office buildings to
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marked weakness in the construction obver the first three quarters of 1998 but
industrial buildings. The waxing andat a much slower pace than in most
waning of industry-specific constructionother years of the current expansion.
cycles appears to be the main explana&Sompanies’ earnings from operations in
tion for the diverse outcomes of this pasthe rest of the world fell back a bit,
year. Although some of the more specuas did the profits of private financial
lative construction plans may have beeworporations from domestic operations.
shelved because of a tightening of th&he profits of nonfinancial corporations
terms and standards on loans, partly ifrom domestic operations increased at
reaction to the financial turmoil, mostan annual rate of about¥d percent.
builders appear to have been able tdlthough the volume of output of the
eventually obtain financing. Despite thenonfinancial companies continued to
sluggishness of spending on structuresse rapidly, profits per unit of output
this past year, the level of investmentvere squeezed a bit by companies’ diffi-
remained high enough to generate coreulties in raising prices in step with costs
tinued moderate growth in the real stockn a competitive market environment.
of structures. With profits expanding more slowly
Business inventories increased abowind investment spending still on the
4Y> percent in real terms this past yeaupswing, businesses’ external funding
after having risen more than 5 percenheeds increased substantially last year.
during 1997. Stocks grewta 7 percent Aggregate borrowing by the nonfinan-
annual rate in the first quarter, appreciaeial business sector is estimated to have
bly faster than final sales, but inventoryexpanded % percent from the end of
growth over the remainder of the yearl997 to the end of 1998, the largest
was considerably slower than in the firsincrease in ten years. The rise reflected
quarter. At year-end, stocks in most nongrowth in all major types of business
farm industries were at levels that diddebt. Business borrowing was also
not seem likely to cause firms to restrairboosted by substantial merger and
production going forward. Inventoriesacquisition activity. Indeed, mergers
of vehicles may even have been a littleand acquisitions, share repurchases,
on the lean side, as a result of both @and foreign purchases of U.S. firms last
strike that held down assemblies througlyear overwhelmed the high level of both
the middle part of 1998 and exception4nitial and seasoned public equity issues,
ally strong demand, which prevented thand net equity retirements likely
rebuilding of stocks later in the year. Byexceeded $250 billion.
contrast, inventories at year-end appear The disruptions in the financial mar-
to have been excessive in a few nonfarrkets in late summer and early fall appear
industries that have been hurt by thdo have had little effect on total business
sluggish world economy. Stocks of farmborrowing but caused a substantial tem-
commodities also appeared to be exceporary shift in the sources of credit.
sive, having been boosted further thidVith investors favoring high credit qual-
past year by large harvests and sluggisity and liquidity, yields on lower-rated
export demand. corporate bonds rose despite declining
The economic profits of U.S. Treasury rates; the spread of yields on
corporations—that is, book profitsjunk bonds over those on comparable
adjusted so that inventories and fixed'reasury securities roughly doubled
capital are valued at their currentbetween mid-summer and mid-autumn
replacement cost—rose further, on nethefore falling back somewhat as condi-
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tions in financial markets eased. The Despite the rapid growth in debt and
spread of rates on lower-tier commerciathe relatively small gain in profits last
paper over those on higher-quality papeyear, the financial condition of nonfinan-
rose substantially during the fall but hadcial businesses remained strong. Interest
retraced the rise by the early part of thigates for many businesses fell, on bal-
yeatr. ance, over the course of the year, and
Reflecting these adverse market conbond yields for investment-grade firms
ditions, nonfinancial corporate bondreached their lowest level in many years.
issuance fell sharply in August andReflecting these low borrowing costs,
remained low through mid-October,the aggregate debt-service burden for
with issuance of junk bonds virtually nonfinancial corporations, measured as
halted for a time. Commercial paperthe ratio of net interest payments to cash
issuance rose sharply in August andlow, remained about percent, near
September, as some firms apparentligs low of 9 percent in 1997 and less
decided to delay bond issues, turninghan half the peak level reached in
temporarily to the commercial paperl989. The delinquency rate for banks’
market instead. Bond issuance pickedommercial and industrial loans also
up again in late October, however, andemained near the trough reached in late
issuance in November was robust1997, while that for commercial real
Reflecting this rebound, commercialestate loans fell a bit further from the
paper outstanding fell back in the fourthalready very low level posted in 1997.
quarter. More recently, bond issuancélthough Moody’s Investors Service
has remained healthy, while borrowingdowngraded more nonfinancial firms
in the commercial paper market haghan it upgraded over the second half
picked up. of the year, the downgraded firms were
During the period when financial mar-smaller on average, and so the debt of
kets were strained, some borrowers sulihose upgraded about equaled the debt
stituted bank loans—in some casesf those downgraded. Through October,
under credit lines priced before the marbusiness failures remained at the low
kets became volatile—for other sourcegnd of the range seen over the past
of credit, and business loans at bankdecade.
expanded very rapidly for a time before
tailing off late in the year. Federal
Reserve surveys indicate that bank
responded to the turmoil in financial The federal government recorded a sur-
markets by tightening standards anglus in the unified budget this past fis-
terms on new loans and credit linescal year for the first time in nearly
especially loans to larger customers anthree decades. The surplus, amounting
those to finance commercial real estateo $69 billion, was equal to abo#éf per-
ventures. The tightening reflected theent of GDP, a huge turnabout from the
less favorable or more uncertain ecodeficits of the early 1990s, which in
nomic outlook as well as a reduced tolsome years were more tha#z4poercent
erance for risk on the part of someof GDP. The swing from deficit to sur-
banks. Bank lending standards anglus over the past few years is partly
terms appear to have tightened only #he result of fiscal policies aimed at low-
little further since the fall, however, andering the deficit and partly the result
business loans at banks have expanded the strength of the economy and the
a bit since the end of December. stock market. Excluding net interest

g’he Government Sector
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payments—a charge stemming fronslower growth of corporate profits. In
past deficits—the government recordedhe first three months of fiscal 1999, net
a surplus of more than $300 billion inreceipts from corporate taxes dipped
fiscal 1998. below year-earlier levels, but gains in
The improvement in the govern-individual income taxes and payroll
ment's saving position has permittectaxes kept total federal receipts on a
national saving—the combined grosgising trajectory.
saving of households, businesses, and Unified outlays increasedya percent
governments—to move up about 3 perin fiscal 1998 after having riser2 per-
centage points from its low of a fewcent in the preceding fiscal year. Net
years ago, even though personal savingterest payments and nominal expendi-
has fallen sharply. In turn, that increasdures for defense fell slightly in the latest
in national saving has helped facili-fiscal year, and outlays for income secu-
tate the boom in investment spendfity and Medicare rose only a little.
ing—in contrast to the experience of theSocial security expenditures increased
1980s and early 1990s, when persistemhoderately but somewhat less than in
large budget deficits tended to reducether recent years. By contrast, the
national saving, boost interest rategrowth of Medicaid payments picked
higher than they otherwise would haveup to about 6 percent after having
been, and thereby crowd out privatencreased less than 4 percent in each of
capital formation. the preceding two years; however, even
Federal receipts in the unified budgethe 1998 rise was not large compared
in fiscal year 1998 were up 9 percenwith those of many earlier years when
from the previous fiscal year, with muchboth medical costs and Medicaid case-
of the gain coming from personalloads were increasing rapidly and rates
income taxes, which rose more tharof federal reimbursement to the states
12 percent for a second consecutivevere being raised. Federal spending
year. These receipts have been risingn fiscal 1999 will be boosted to some
faster than personal income in recentlegree by new budget authority for a
years, for several reasons: Tax rategariety of functions, including defense,
at the high end of the income scaleembassy security, disaster relief, prepa-
were raised by legislation that wasration for Y2K, and aid to agriculture;
passed in 1993 to help reduce the defithis authority was created in emergency
cit; more taxpayers have moved intdegislation that provided an exception to
higher tax brackets as income hastatutory spending restrictions.
increased; and large increases in assetReal federal outlays for consump-
values have raised tax receipts frontion and investment, the part of fed-
capital gains. Social insurance taxeral spending that is counted in GDP,
receipts, the second most importanincreased 1 percent, on net, from the
source of federal revenue, increasetfinal quarter of calendar year 1997 to the
6 percent in fiscal 1998, just a touchfinal quarter of 1998. A reduction in real
faster than the increase in fiscal 199defense outlays over that period was
and roughly in step with the growth more than offset by a jump in the non-
of wages and salaries. Receipts frondefense category.
the taxes on corporate profits, which With the budget balance shifting from
account for just over 10 percent of fed-deficit to surplus, the stock of publicly
eral revenues, rose less rapidly than iheld federal debt declined last year for
other recent years, restrained by thé¢he first time since 1969 and fell further
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as a share of GDP. From the end of 199%he taxes on individuals’ incomes has
to the end of 1998, U.S. governmenbeen growing very rapidly, keeping total
debt fell 22 percent, as the governmentreceipts on a solid upward course. At
reduced the outstanding stock of botlthe same time, the growth of transfer
bills and coupon securities. Despite thgpayments, which had threatened to
reduction in its debt, the federal govern-overwhelm state and local budgets ear-
ment continued substantial gross borker in the decade, has slowed substan-
rowing to fund the retirement of matur-tially in recent years. Growth of other
ing securities. However, with the needypes of spending has been trending up
for funds trimmed substantially, the moderately, on balance. The 1998 rise in
Treasury changed its auction scheduleseal expenditures for consumption and
discontinuing the three-year note aucinvestment amounted to abou¥a2per-
tions and moving to quarterly, rathercent, according to the initial estimate;
than monthly, auctions of five-yearannual gains have been in the range of
notes. By reducing the number of cou2 percent to 24 percent in each of the
pon security issues, the Treasury is ablpast seven years.
to boost the size of each, thereby con- Despite rising surpluses, state and
tributing to their liquidity. The decreaselocal government debt increased an esti-
in the total volume of coupon securitiesmated 7 percent in 1998, a pickup of
is intended to boost the size of bill offer-about 2 percentage points from growth
ings over time, helping liquidity in that in 1997. Somewhat more than half of
market and also allowing, as the Treathe long-term borrowing by state and
sury prefers, for balanced issuancéocal governments last year reflected
across the yield curve. The Treasunnew borrowing to fund current and
also announced in October that all futurenticipated capital spending on utilities,
bill and coupon security auctions wouldtransportation, education, and other
employ the single-price format that hadcapital projects. The combination of
already been adopted for the two-yeabudget surpluses and relatively heavy
and five-year note auctions and for aucborrowing likely reflected a number of
tions of inflation-indexed securities. Thefactors. First, some of these govern-
Treasury judged that the single-pricanents may have spent the newly raised
format had reduced servicing costs anfunds on capital projects while at the
resulted in broader market participationsame time building up surpluses in
The Treasury continued to auction“rainy day funds” for later use. Second,
inflation-indexed securities in substanbecause state and local governments
tial volume last year in an effort to build under some circumstances are allowed
up this part of the Treasury marketto hold funds raised in the markets
In April, the Treasury issued its firstfor as long as five years before spend-
thirty-year indexed bond, and in Sep4ing them, some of the money raised
tember it announced a regular schedulast year may not have been spent.
of ten- and thirty-year indexed securityFinally, there was a substantial volume
auctions. The Treasury also began offeref “advance refunding” last year. In
ing inflation-indexed savings bonds inan advance refunding, the borrower
September. issues new bonds before existing
State and local governments recordetligher-rate bonds can be called, in
further increases in their budgetary suranticipation of calling the old bonds
pluses in 1998, both in absolute term®n the date that option becomes avail-
and as a share of GDP. Revenue fromble. While this sort of refinancing
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temporarily boosts total debt, it allowsinvestment income from abroad. Until
the state or local government to lock1997, net investment income had helped
in the lower rate even if municipal to offset persistent trade deficits. But as
bond vyields subsequently rise ovethe U.S. net external debt has risen in
the period before the call date. Therecent years, net investment income has
high level of advance-refunding activ-become increasingly negative, moving
ity last year was the result of lowerfrom a $14 billion surplus in 1996 to a
borrowing costs. Although yields on$5 billion deficit in 1997 and a deficit
tax-exempt municipal securities didaveraging $15 billion at an annual rate
not decline nearly as much as those onver the first three quarters of 1998.
comparable Treasury securities, theWet income from portfolio investment
nonetheless reached their lowest levelsecame increasingly negative during
in many years. In addition, rating agen-that period as the net portfolio liability
cies upgraded about five times as mangosition of the United States grew
state and local government issues lasarger. In addition, net income from
year as they downgraded, trimming bordirect investment slowed last year
rowing costs further for the upgradedbecause slower foreign economic
entities. growth lowered U.S. earnings on invest-
ment abroad, the appreciation of the dol-
lar reduced the value of U.S. earnings,
and buoyant U.S. growth boosted for-
eigners’ earnings on direct investment
in the United States.
U.S. external balances deteriorated fur- The rise in the trade deficit reflected
ther in 1998, largely because of the disan increase of about 10 percent in real
parity between the rapid growth of theimports of goods and services during
U.S. economy and the sluggish growtl998, according to the advance esti-
of the economies of many of our tradingmates from the Commerce Department.
partners. The nominal trade deficit forThe expansion was fueled by robust
goods and services was $169 billiongrowth of U.S. domestic demand and by
considerably larger than the $110 billioncontinued declines in import prices,
deficit in 1997. For the first three quar-which stemmed in part from the strength
ters of the year, the current account defief the dollar through mid-August and
cit averaged $220 billion at an annuain part from the effects of recessions
rate, substantially larger than the 199&broad. Of the major trade categories,
deficit of $155 billion. The large currentincreases in imports were sharpest for
account deficits of recent years havdinished goods, especially capital equip-
been funded with increased net foreigmment and automotive products. The
saving in the United States. As a resultquantity of imported oil rose apprecia-
U.S. gross domestic investment hasly as demand increased in response to
exceeded the level that could have beethe strength of U.S. economic activity
financed by gross national saving aloneand lower oil prices, while domestic
but at the cost of a rise in net U.S.production declined slightly. The price
external indebtedness. of imported oil fell about $6.50 per bar-
The increase in the current accountel over the four quarters of the year.
deficit last year was due to a declineNorld oil prices fell in response to
in net exports of goods and serviceseduced demand associated with the
as well as a further weakening of neteconomic slowdown in many foreign

The External Sector

Trade and the Current Account
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nations and with unusually warmUnited States, especially those of indus-
weather in the Northern Hemisphere asrial countries, rebounded in the fourth
well as to an increase in supply fromquarter.

Irag. Private capital flows also were

Real exports of goods and servicesffected by the global turmoil. On a
grew about 1 percent, on net, in 1998lobal basis, capital flows to emerging
after posting a 10 percent rise in 1997market economies fell substantially in
Declines during the first three quar-the first half of 1998 and then dropped
ters (especially in machinery exports)yrecipitously in late summer and early
were offset by a rebound in the fourthfall in the wake of the Russian crisis.
quarter, which was led by increaseDuring the first half of the year, U.S.
in exports of automotive products. Theresidents acquired more than $40 billion
price competitiveness of U.S. productof foreign securities. Net purchases vir-
decreased, reflecting the appreciatiotually stopped in July, and in the
of the dollar through mid-August. In August—October period U.S. residents,
addition, economic activity abroadon net, sold about $40 billion worth
weakened sharply; total average foreigof foreign securities. Preliminary data
growth (weighted by shares of U.S.indicate a resumption of net U.S. pur-
exports) plunged from 4 percent in 1997chases in the final two months of 1998.
to an estimated> percent in 1998. Mod- Foreign net purchases of U.S. securities,
erate expansion of exports to Europewhich were substantial in the first half
Canada, and Mexico was about offsebf the year, fell off markedly in the
by a decline in exports associated withJuly—October period, but preliminary
deep recessions in Japan and the emerdata suggest a significant recovery in
ing Asian economies (particularly in theNovember and December. Thus, there is
first half of the year) and in Southsome evidence that the contraction in
America (in the second half of the year) gross capital flows seen in late summer
and early fall waned somewhat in the
fourth quarter.

Balance of payments data available
The financial difficulties in a number through the first three quarters of 1998
of emerging market economies had sevshow that total private foreign purchases
eral noticeable effects on U.S. internaof U.S. securities amounted to $194 bil-
tional capital flows in 1998. Financial lion, somewhat below the level in the
turmoil put strains on official reservesfirst three quarters of 1997. Private for-
in many emerging market economieseign purchases of U.S. Treasury securi-
Foreign official assets in the Unitedties were only $22 billion in the first
States fell $43 billion in the first three three quarters, compared with $147 bil-
quarters of the year. This decline, whicHion for all of 1997. Private foreigners’
began in the fourth quarter of 1997, hapurchases of other U.S. securities shifted
been largest for developing countriesaway from equities and toward bonds,
as many of them drew down their for-relative to 1997. U.S. purchases of for-
eign exchange reserves in response tign securities slowed markedly from
exchange rate pressures. OPEC nationgieir 1997 pace, totaling only $27 bil-
foreign official reserves also shrank inlion for the first three quarters of 1998
the first three quarters of 1998, as oicompared with $89 billion for all of
revenues dropped. Preliminary data indithe preceding year. The contraction in
cate that foreign official assets in theprivate portfolio capital flows, though

Capital Flows
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large, was overshadowed by huge direatf the 1990s was just over 1 percent per
investment capital flows, which resultedyear. Because productivity often picks
in part from a number of very largeup to a pace above its long-run trend
cross-border mergers. The $72 billion irvhen economic growth accelerates, the
foreign direct investment into the Unitedresults of the past three years might
States in the first three quarters, togethawell be overstating the rate of efficiency
with several large mergers that occurredain that can be maintained in coming
in the fourth quarter, are certain to bringyears. However, reasons for thinking
the total for last year well above thethat the trend might have picked up
record-high $93 billion posted in 1997.to some degree are becoming more
Merger activity also buoyed U.S. directcompelling in view of the incoming
investment abroad: The pace of sucllata. The 1998 gain in output per hour
investment in the first three quarters sugwas particularly impressive in this
gests that the annual total will be nearegard, in part because it came at a time
the record-high $122 billion recordedwhen many businesses were diverting
in 1997. resources to correct the Y2K problem, a
move that likely imposed a bit of drag
on growth of output per hour. Higher
The Labor Market rates of capital formation are raising the
The rapid growth of output in 1998 growth of capital per worker, and work-
was associated with both increased hirers are likely becoming more skilled in
ing and continued healthy growth inemploying the new technologies. Busi-
labor productivity. The number of jobsnesses not only are increasing their
on nonfarm payrolls rose abou¥2per- capital inputs but also are continuing
cent from the end of 1997 to the endo implement changes to their organiza-
of 1998, a net increase of 2.8 million.tional structures and operating proce-
Manufacturers reduced employmentlures that might enhance efficiency and
over the year, but in other parts of thebolster profit margins.
economy the demand for labor contin- The rising demand for labor contin-
ued to rise rapidly. The constructionued to strain supply in 1998. The civil-
industry boosted employment abouian labor force rose just a touch more
6 percent over the year, and both thé¢han 1 percent from the fourth quarter of
services industries and the financel997 to the fourth quarter of 1998, and
insurance, and real estate sector postedth the number of persons holding jobs
increases of more than¥3 percent. rising somewhat faster than the labor
Stores selling building materials andforce, the civilian unemployment rate
home furnishings expanded employ{ell still further. The unemployment rate
ment rapidly, as did firms involved in was 4.3 percent at the end of 1998; the
computer services, communications, andverage for the full year—4.5 percent—
managerial services. In the first monthtwas the lowest of any year in almost
of 1999, nonfarm payrolls increased arthree decades. In January of this year,
additional 245,000. the size of the labor force rose rapidly,
Output per hour in the nonfarmbut so did employment, and the unem-
business sector rosé&2percent in 1998 ployment rate remained at 4.3 percent.
after having increased abou®4lper- The percentage of the working age
cent, on average, over the two previoupopulation that is outside the labor force
years. By comparison, the average ratand is interested in obtaining work but
of rise during the 1980s and the first halihot actively seeking it edged down fur-
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ther this past year and has been in theent in 1998. Businesses were unable to
lowest range since the collection ofraise prices sufficiently to recoup even
these data began in 1970. With the supthis small increase in costs, however.
ply of labor as tight as it is, businessed.abor gained a greater share of the
are reaching further into the pool ofincome generated from production, and
individuals who do not have a historythe profit share, though still high, fell
of strong attachment to the labor forcepack a little from its 1997 peak.

persons who are attempting to move

from welfare to work are among the
beneficiaries.

Workers have realized large increase$he broader measures of aggregate
in real wages and real hourly compensaprice change showed inflation continu-
tion over the past couple of years. Thang to slow in 1998. The consumer price
increases have come partly througlindex moved up ¥ percent over the
faster gains in nominal pay than in thefour quarters of the year after having
mid-1990s but also though reductionsncreased nearly 2 percent in 1997. A
in the rate of price increase, which havesteep decline in energy prices in the
been enhancing the real purchasin@PIl more than offset a small accelera-
power of nominal earnings, perhaps tdion in the prices of other goods and
a greater degree than workers mighservices. Only part of the deceleration
have anticipated. According to thein the total CPI was attributable to tech-
Labor Department’'s employment costhical changes in data collection and
index, the hourly compensation of work-aggregatior.
ers in private nonfarm industries rose Measures of aggregate price change
3%2 percent in nominal terms duringfrom the national income and product
1998, a touch more than in 1997 andiccounts, which draw heavily on data
¥> percentage point more than in 1996from the CPI but also use data from
Taking the consumer price index as th@ther sources, showed a somewhat more
measure of price change, this increase ipronounced deceleration of prices in
nominal hourly compensation translated998. The chain-type price index for
into a 2 percent increase in real hourlypersonal consumption expenditures, the
pay, one of the largest on record in aneasure of consumer prices in the
series that goes back to the start of theational accounts, ros& percent after
1980s; the gain was bigger still if theincreasing ¥ percent in 1997. The
chain-type price index for personal con-chain-type price index for gross domes-
sumption expenditures is used as th#@c purchases—the broadest measure of
measure of consumer prices. Moreover,
the employment cost index does not cap- 1. since the end of 1994, the Bureau of Labor
ture some of the forms of compensatiorstatistics has taken a number of steps to make the
that employers have been using to attragensumer price index a more accurate price mea-

; . ure. The agency also introduced new weights into
and retain workers—for example’ StOClfhe CPI at the start of 1998. In total, these changes

options and signing bonuses. probably reduced the 1998 rise in the CPI by
Because of the rapid growth in laborsiightly less thanvz percentage point, relative to
productivity, unit labor costs have beerthe increase that would have been reported using

rising much less rapidly than hourly 8 e e hanges that ook effect
compensation In recent years. Th%\ 1998, the deceleration in the CPI last year

increase .in unit labor costs in the NoNyrobably would have been about half as large as
farm business sector was onlyzlper- was reported.

Prices
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prices paid by U.S. households, busisimilar patterns of change over the
nesses, and governments—increasamburse of the business cycle. Because
only ¥ percent in 1998 after moving the unemployment rate applies to the
up 1¥a percent over the previous yearentire economy, it presumably should be
The rise in the chain-type price indexa better indicator of the degree of pres-
for gross domestic product of slightly sure on resources in general. At present,
less than 1 percent was down from armowever, slack in the goods-producing
increase of ¥ percent in 1997. sector—a reflection of the sizable addi-
Developments in the external sectotions to capacity in this country and
helped to bring about the favorableexcess capacity abroad—seemingly has
inflation outcome of 1998. Consumersenforced a discipline of competitive
benefited directly from lower prices of price and cost control that has affected
finished goods purchased from abroadhe economy more generally.
Lower prices for imports probably also Prices this past year tended to be
held down the prices charged by domesweakest in the sectors most closely
tic producers, not only because busilinked to the external economy. The
nesses were concerned about losingrice of oil fell almost 40 percent from
market share to foreign competitors buDecember 1997 to December 1998. This
also because declines in commoditgrop triggered steep declines in the
prices in sluggish world markets helpedorices of petroleum products purchased
reduce domestic production costs talirectly by households. The retail price
some degree. of motor fuel fell about 15 percent over
In manufacturing, one of the sectorghe four quarters of the year, and the
most heavily affected by the softness irprice of home heating fuel also plunged.
demand from abroad, the rate of planWith the prices of natural gas and elec-
capacity utilization fell noticeably over tricity also falling, the CPI for energy
the year—even as the unemploymentvas down about 9 percent over the year
rate continued to decline. The diver-after having slipped 1 percent in 1997.
gence of these two key measures of Large declines in the prices of inter-
resource use—the capacity utilizatiomationally traded commodities other
rate and the unemployment rate—ighan oil pulled down the prices of many
unusual: They typically have exhibiteddomestically produced primary inputs.
The producer price index for crude
materials other than energy, which

Alternative Measures of Price Change reflects the prices charged by domestic
Percent producers of these goods, fell more than
Price measure 1097 1998 10 percent over the year. Howe_v_er,
because these non-oil commodities

Fixed-weight account for a small share of total pro-
°°£féiﬂ"d%§?8§c}“§n?gngr'g'y"' 1-3 ) 2, duction costs, the effect of their decline
' ' on inflation was much less visible fur-

Chaintype product. ... . o ther down the chain of production. Inter-
Gross domestic purchases....| 1.3 5 mediate materials prices excluding food

Pefsggggggggrggr{t'_éﬁ ________ 15 g and energy fell about percent over

Excluding food and energy ... 1.6 12 the four quarters of the year, and the

prices of finished goods excluding food
Note. Changes are based on quarterly averages al

are measured to the fourth quarter of the year indicate ngnd energy rose abouf/élpercent The
from the fourth quarter of the previous year. latter index was boosted, in part, by an
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unusually large hike in tobacco pricessubstantial gains. However, after the
that followed the settlement last fall of devaluation of the Russian ruble in
states’ litigation against the tobaccoAugust and subsequent difficulties in
companies. In the food sector as wellpther emerging market economies,
the effects of declining commodity investors appeared to reassess the risks
prices became less visible further dowrand uncertainties facing the U.S. econ-
the production chain; the PPI for fin-omy and concluded that more cautious
ished foods was about unchanged, opostures were in order. That sentiment
net, over the year, and price increases atas reinforced by the prospect of an
the retail level, though small, wereunwinding of positions by some highly
somewhat larger than those of the preleveraged investors. The resulting shift
ceding year. toward safe, liquid investments led to a
Consumer prices excluding those ofubstantial widening of risk spreads on
food and energy—the core CPIl—debtinstruments and to volatile changes
continued to rise in 1998, but not veryin the prices of many assets. Financial
rapidly. As measured by the CPI, thesenarket volatility and many risk spreads
prices increased nearly2percent from returned to more normal levels later in
the final quarter of 1997 to the finalthe year and early this year, as lower
quarter of 1998, a shade more thamnterest rates and robust economic data
in 1997. The chain-type price indexseemed to reassure market participants
for personal consumption expenditureshat the economy would remain sound,
excluding food and energy—the coreeven in the face of additional adverse
PCE price index—decelerated a bit furshocks from abroad. However, lenders
ther, rising at roughly half the pace ofremained more cautious than they had
the core CPI. Methodological differ- been in the first part of last year, espe-
ences between the two measures awally in the case of riskier credits.
numerous; some of the technical prob-
lems that haye plagued the_ CPI are lesﬁnerest Rates
pronounced in the PCE price measure,
but the latter also depends partly orOver the first half of 1998, short-term
imputations of prices for which observa-Treasury rates moved in a narrow range,
tions are not available. Both measuresanchored by unchanged monetary pol-
however, seemed to suggest that thiey, while yields on intermediate- and
underlying trend of consumer pricelong-term Treasury securities varied in
inflation remained low. A similar mes- response to the market’s shifting assess-
sage came from surveys of consumersnent of the likely impact of foreign
which showed expectations of futureeconomic difficulties on the U.S. econ-
price increases easing a bit further iromy. In late 1997 and into 1998, spread-
1998—although, as in other recening financial crises in Asia were associ-
years, the expected increases remaineded with declines in U.S. interest rates,
somewhat higher than actual priceas investors anticipated that weakness
increases. abroad would constrain U.S. economic
growth and cushion the impact of tight
U.S. labor markets on inflation. How-
ever, interest rates moved back up later
U.S. interest rates fluctuated in fairlyin the first quarter of 1998, as the U.S.
narrow ranges over the first half of 1998economy continued to expand at a
and most equity price indexes postedhealthy pace, fueled by hefty gains in

U.S. Financial Markets
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domestic demand. After a couple ofthe late summer showed up clearly in
months of small changes, Treasury ratesiutual fund flows. High-yield bond
fell in May and June, when concernsfunds, which had posted net inflows of
about foreign economies, particularly inmore than $1 billion each month from
Asia, once again led some observers tMay to July, saw a $3.4 billion outflow
expect weaker growth in the Unitedin August and inflows of less than
States and may also have boosted tH400 million in September and October
demand for safe Treasury securities reldbefore rebounding sharply in November.
tive to other instruments. By contrast, inflows to government bond
Treasury rates changed little, on netfunds jumped from less than $1 billion
in the early summer, but they slippedin July to more than $2 billion a month
lower in August, reflecting increasedin August and September. Equity mutual
concern about the Japanese econoniynds posted net outflows totaling nearly
and financial problems in Russia. Theb12 billion in August, the first monthly
default by Russia on some governmendutflow since 1990, and inflows over the
debt obligations and the devaluatiorrest of the year were well below those
of the ruble in mid-August not only earlier in the year.
resulted in sizable losses for some In part, the foreign difficulties were
investors but also undermined confitransmitted to U.S. markets by losses
dence in other emerging market econoincurred by leveraged investors—
mies. The currencies of many of theséncluding banks, brokerage houses, and
economies came under substantial presiedge funds—as the prospects for dis-
sure, and the market value of the intertress sales of riskier assets by such
national debt obligations of someinvestors weighed on market sentiment,
countries declined sharply. U.S. invesdepressing prices. Many of these entities
tors shared in the resulting losses, andid reduce the scale of their operations
U.S. economic growth and the profitsand trim their risk exposures, respond-
of U.S. companies were perceived tang to pressures from more cautious
be vulnerable. In these circumstancesiounterparties. As a result, liquidity in
many investors, both here and abroadnany markets declined sharply, with
appeared to reassess the riskiness bfd—asked spreads widening and large
various counterparties and investmentgansactions becoming more difficult
and to become less willing to bear riskto complete. Even in the market for
The resulting shift of demand towardTreasury securities, investors showed an
safety and liquidity led to declinesincreased preference for the liquidity
of 40 to 75 basis points in Treasuryoffered by the most recent issues at each
coupon yields between mid-August andnaturity, and the yields on these more
mid-September. In contrast, yields oractively traded “on-the-run” securities
higher-quality private securities fell fell noticeably relative to those available
much less, and those on issues of loweorn “off-the-run” issues, the ones that
rated firms increased sharply. As é&had been outstanding longer.
result, spreads of private rates over Conditions in U.S. financial markets
Treasury rates rose substantially, reactdeteriorated further following revela-
ing levels not seen for many years, andions in mid-September of the magni-
issuance of corporate securities droppetlide of the positions and the extent of
sharply. the losses of a major hedge fund, Long-
The desire of investors to limit risk- Term Capital Management. LTCM indi-
taking as markets became troubled ircated that it sought high rates of return
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primarily by identifying small discrep- Because of the potential for firms
ancies in the prices of different instru-such as LTCM to have a large influence
ments relative to historical norms andon U.S. financial markets, Treasury Sec-
then taking highly leveraged positionsretary Robert Rubin asked the Presi-
in those instruments in the expectatiodent’s Working Group on Financial
that market prices would revert to suchMarkets to study the economic and regu-
norms over time. In pursuing its strat-latory implications of the operations of
egy, LTCM took very large positions, firms like LTCM and their relationships
some of which were in relatively small with their creditors. In addition, the
and illiquid markets. extraordinary degree of leverage with
LTCM was quite successful betweerwhich LTCM was able to operate has
1995 and 1997, but the shocks hittinded the federal agencies responsible for
world financial markets last August gen-the prudential oversight of the fund’'s
erated substantial losses for the firmcreditors and counterparties to under-
Losses mounted in September, anthke reviews of the practices those firms
before new investors could be found, themployed in managing their risks. These
firm encountered difficulties meetingreviews have suggested significant
liquidity demands arising from its collat- weaknesses in the risk-management
eral agreements with its creditors angractices of many firms in their dealings
counterparties. With world financial with LTCM and—albeit to a lesser
markets already suffering from height-degree—in their dealings with other
ened risk aversion and illiquidity, offi- highly leveraged entities. Few counter-
cials of the Federal Reserve Bank oparties seem to have had a complete
New York judged that the precipitousunderstanding of LTCM's risk profile,
unwinding of LTCM'’'s portfolio that and their credit decisions were heavily
would follow the firm’s default would influenced by the firm’s reputation and
significantly add to market problems,strong past performance. Moreover,
would distort market prices, and couldLTCM’s counterparties did not impose
impose large losses, not just on LTCM’ssufficiently tight limits on their expo-
creditors and counterparties, but also osures to LTCM, in part because they
other market participants not directlyrelied on collateral agreements requiring
involved with LTCM. frequent marking to market to limit
In an effort to avoid these difficulties, the risk of their exposures. While these
the Federal Reserve Bank of New Yorkagreements generally provided for col-
contacted the major creditors and counkateral with a value sufficient to cover
terparties of LTCM to see if an alterna-current credit exposures, they did not
tive to forcing LTCM into bankruptcy deal adequately with the potential for
could be found. At the same time,future increases in exposures from
Reserve Bank officials informed somechanges in market values. This short-
of their colleagues at the Federakoming was especially important in
Reserve Board, the Treasury, and othetealings with a firm like LTCM, which
financial regulators of their activities.had such large positions in illiquid
Subsequent discussions among LTCM’'snarkets that its liquidation would
creditors and counterparties led to adikely have moved prices sharply against
agreement by the private-sector partiegs creditors. In such cases, creditors
to provide an additional $8 billion of need to take further steps to limit their
capital to LTCM in return for a 90 per- potential future exposures, which might
cent equity stake in the firm. include requiring additional collateral
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or simply scaling back their activity with In the high-yield bond market, investors
such firms. appeared to be more hesitant, especially
The private-sector agreement tdor all but the best-known issuers, and
recapitalize LTCM allowed its positions the volume of junk bond issuance picked
to be reduced in an orderly manner oveup less. In the commercial paper market,
time, rather than in an abrupt fire saleyields on higher-quality paper declined;
Nonetheless, the actual and anticipategields on lower-quality paper remained
unwinding of LTCM’s portfolio, as well elevated, however, and some lower-tier
as actual and anticipated sales by othdirms reportedly drew on their bank lines
similarly placed leveraged investorsfor funding, giving a further boost to
likely contributed materially to the tre- bank business lending, which had begun
mendous volatility of financial marketsto pick up during the summer.
in early October. Market expectations of Market conditions improved a bit
asset price volatility going forward, asfurther immediately after the Federal
reflected in options prices, rose sharplyReserve’s November rate cut, but some
as bid-asked spreads and the premiumeasures of market stress rose again in
for on-the-run securities widened. Long4ate November and in December. In part,
term Treasury yields briefly dipped tothis deterioration reflected widespread
their lowest levels in more than thirty warnings of lower-than-expected corpo-
years, in part because of large demandhte profits, a weakening economic out-
shifts resulting from concerns aboutiook for Europe, and renewed concerns
the safety and liquidity of private andabout the situation in Brazil. In addition,
emerging market securities. Spreads ofith risk a greater-than-usual concern,
rates on corporate bonds over those ofome market participants were likely
comparable Treasury securities roséess willing to hold lower-rated securi-
considerably, and issuance of corporatées over year-end, when they would
bonds, especially by lower-rated firmshave to be reported in annual financial
remained very low. statements. As a result, liquidity in some
By mid-October, however, marketmarkets appeared to be curtailed, and
conditions had stopped deterioratingprice  movements were exaggerated.
and they began to improve somewhalhese effects were particularly notice-
in the days and weeks following the cutable in the commercial paper market:
in the federal funds rate on October 15The spread between rates on top-tier
between Federal Open Market Commitand lower-tier thirty-day paper jumped
tee meetings. Internationally coordi-almost 40 basis points on December 2,
nated efforts to help Brazil cope with itswhen that maturity crossed year-end,
financial difficulties, culminating in the and then reversed the rise late in the
announcement of an IMF-led supportmonth.
package in mid-November, contributed By shortly after year-end, some mea-
to the easing of market strains. In thesures of market stress had eased con-
Treasury market, bid—asked spreads nasiderably from their levels in the fall,
rowed a bit and the premium for on-the-although markets remained somewhat
run issues declined. With the earlieilliquid relative to historical norms,
flight to quality and liquidity unwinding, and risk spreads on corporate bonds
Treasury rates backed up considerablgtayed quite elevated. Nonetheless, with
Corporate bond spreads reversed a pafteasury yields very low, corporate
of their earlier rise, and investment-bond rates were apparently perceived
grade bond issuance rebounded sharplgs advantageous, and—following a lull
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around year-end—many corporate borAfter Russia devalued the ruble and
rowers brought new issues to marketdefaulted on some debts in mid-August,
The devaluation and subsequent floafarices fell further, reflecting the general
ing of the Brazilianreal in mid-January turbulence in global financial markets.
had a relatively small effect on U.S.By the end of the month, most equity
financial markets. More recently,indexes had fallen back to roughly their
intermediate- and long-term Treasuryjevels at the start of the year. Commer-
rates have increased, as incoming datgal bank and investment bank stocks
have continued to show the economyell particularly sharply, as investors
expanding briskly, and investors havebecame concerned about the effect on
come to believe that no further easinghese institutions’ profits of emerging
of Federal Reserve policy is likely. market difficulties and of substantial
declines in the values of some assets.
Equity prices rose for a time in Septem-
ber but then fell back by early October
Most equity indexes rose strongly,before rebounding as market disloca-
on balance, in 1998, with the Nasdagions eased and interest rates on many
Composite Index up nearly 40 percentprivate obligations fell. By December,
the S&P 500 Composite Index risingmost major indexes were back near
more than 25 percent, and the Dowtheir July highs, although the Russell
Jones Industrial Average and the NYSE2000 remained below its earlier peak.
Composite Index advancing more than In late December, and into the new
15 percent. Small capitalization stocksyear, stock prices continued to advance,
underperformed those of larger firmswith several indexes reaching new
with the Russell 2000 Index off 3 per-highs in January. The devaluation of the
cent over the year. The variation in stockBrazilianreal caused some firms’ shares
prices over the course of the year waso drop as investors reevaluated pros-
extremely wide. Prices increased subpective earnings from Latin American
stantially over the first few months of operations, but all the major stock
1998, as concerns eased that Asian ecoidexes posted gains in January; the
nomic problems could lead to a slow-Nasdag advanced nearly 15 percent over
down in the United States and to a conthe month, driven by large advances in
sequent decline in profits. The majorthe stock prices of high-technology
indexes declined, on balance, over théirms, especially those related to the
following couple of months before Internet. More recently, however, stock
rising sharply, in some cases to newprices fell back, as interest rates rose
records, in late June and early July, omnd some investors apparently con-
increasing confidence about the outlookluded that prices had risen too far,
for earnings. The main exception wagyiven the outlook for earnings.
the Russell 2000; small capitalization The increase in equity prices last year
stocks fell more substantially in theand early this year, coupled with the
spring, and their rise in July was rela-slowing of earnings growth, left many
tively muted. valuation measures beyond their his-
Rising concerns about the outlooktorical ranges. After ticking higher in
for Japan and other Asian economies, ahe late summer and early autumn, the
well as the deepening financial prob-atio of consensus estimates of earnings
lems in Russia, caused stock prices tover the coming twelve months to prices
retrace their July gains by early Augustin the S&P 500 later fell back, dropping

Equity Prices
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to a new low in January. In part, thefederal debt expanded about 9 percent
decline in this measure over the paslast year, more than 2 percentage points
year likely reflected lower real long- faster than in 1997. By contrast, federal
term bond yields. For example, as meadebt declined ¥ percent, following a
sured by the difference between theise of¥4 percent the previous year.
ten-year nominal Treasury yield and Credit market instruments on the
inflation expectations reported in thebooks of depository institutions rose at a
Philadelphia Federal Reserve Bank'somewhat slower pace than did the debt
survey of professional forecasters, reahggregate, posting &b percent rise in
yields fell appreciably between late1998, about half a percentage point less
1997 and early 1999. (The yield onthan in 1997. Growth in depository
ten-year inflation-indexed Treasurycredit picked up in the second half of the
securities actually rose somewhat lasyear, as the turbulence in financial mar-
year. However, the increase may havéets apparently led many firms to substi-
reflected the securities’ lack of liquidity tute bank loans for funds raised in the
and the substantial rise in the premiummarkets. Banks also added considerably
investors were willing to pay for liquid- to their holdings of securities in the third
ity.) Since mid-1998, the real interestand fourth quarters, in part reflecting
rate has declined somewhat more thathe attractive spreads available on non-
the forward earnings yield on stocks,Treasury debt instruments.
and the spread between the two conse- Financial firms also appeared to turn
quently increased a bit, perhaps reflectto banks for funding when the financial
ing the greater sense of risk in financiamarkets were volatile, and U.S. banks
markets. Nonetheless, the spread hasibstantially expanded their lending to
remained quite small relative to histori-financial firms through repurchase
cal norms: Investors may be anticipatingagreements and loans to purchase and
rapid long-term earnings growth—carry securities. As a result, growth of
consistent with the expectations of secutotal bank credit, adjusted to remove the
rities analysts—and they may still beeffects of mark-to-market accounting
satisfied with a lower risk premium for rules, accelerated to ¥® percent on a
holding stocks than they have demandefburth-quarter to fourth-quarter basis,
historically. the largest annual increase in more than
a decade.

Debt and the Monetary Aggregates
The Monetary Aggregates

Debt and Depository Intermediation The broad monetary aggregates ex-

From the fourth quarter of 1997 to thepanded very rapidly last year. From the
fourth quarter of 1998, the total debt offourth quarter of 1997 to the fourth
the U.S. household, government, anduarter of 1998, M2 increased’8per-
nonfinancial business sectors increasezknt, placing it well above the upper
about &4 percent, in the top half of its bound of its 1 percent to 5 percent range.
3 percent to 7 percent range and considdowever, as the FOMC noted last
erably faster than nominal GDP. Buoyed-ebruary, this range was intended as a
by strong spending on durable goodshenchmark for money growth under
housing, and business investment, asonditions of stable prices, real eco-
well as by merger and acquisition activ-nomic growth near trend, and historical
ity that substituted debt for equity, non-velocity relationships. Part of the excess
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of M2 above its range was the result However, the bulk of the decline
of faster growth in nominal spendingcannot be explained on the basis of
than would likely be consistent with sus-the historical relationship between the
tained price stability. In addition, thevelocity of M2 and this measure of
velocity of M2 (defined as the ratio of its opportunity cost. Three factors not
nominal GDP to M2) fell 3 percent. captured in that relationship likely con-
Some of the decline resulted from theributed to the drop in velocity. First,
decrease in short-term market interedtouseholds seem to have allocated an
rates last year—as usual, rates on deposicreased share of savings flows to
its fell more slowly than market rates,monetary assets rather than equities fol-
reducing the opportunity cost of holdinglowing several years of outsized gains
M2 (defined as the difference betweernn stock market wealth. Second, some
the rate on Treasury bills and the averevidence suggests that in the 1990s the
age return on M2 assets). demand for M2 assets has become more
sensitive to longer-term interest rates
and to the slope of the yield curve, and

Growth of Money and Debt so the decline in long-term Treasury

Percent yields last year, and the consequent
pomestic  Tlattening of the yield curve, may have
Period Mi | wm2 | wms |, nonm- increased the relative attractiveness of

financial . "
debt M2 assets. Finally, a critical source of

the especially rapid M2 expansion in the
fourth quarter likely was an increased

4.2 5.6 6.4 9.1 . . .
6 52 41 75 demand for safe, liquid assets as inves-
42 42 19 67 tors responded to the heightened volatil-
80 31 12 45 ity in financial markets. With some of
e 1% 5 43 these safe-haven flows likely being
25 .6 1.7 4.9 i
1995........... -1.6 3.9 6.1 5.4 reversed' grOWt.h In the broad monetary
aggregates, while still brisk, has slowed
tog7 vl 13 58 ss 5o  appreciably early this year.
1998........... 18 85 110 6.3 M3 expanded even faster than M2
Quarterly in 1998, posting an 11 percent rise on a

(annual ratep fourth-quarter to fourth-quarter basis.

1998:821 ''''''''''''''' ei% 77% }83 g;i Last year's growth was the fastest since
3. -2.0 6.9 8.6 6.0
84 _______ S 1981 and left the aggregate well above

the top end of its 2 percent to 6 per-
NoTE. M1 consists of currency, travelers checks, de-CENt growth range. As with M2, how-
mand deposits, and other checkable deposits. M2 consisgyver, the FOMC established the M3

of M1 plus savings deposits (including money market

deposit accounts), small-denomination time deposits, anﬁangg _as a benchmark fO.I’ growth U”qer
balances in retail money market funds. M3 consists of MxONditions of stable prices, sustain-
plus large-denomination time deposits, balances in instituab|e output growth, and the historical

tional money market funds, RP liabilities (overnight and . . .
term), and Eurodollars (overnight and term). Debt conbehaVIor of velocny. The rap|d grovvth

sists of the outstanding credit market debt of the USOf M3 in part simply reflected the rise

government, state and local governments, households an e _ _
nonprofit organizations, nonfinancial businesses, anI M2. In addltlon’ the non-M2 com

farms. ponents of M3 increased ¥B percent
1. From average for fourth quarter of preceding year tqgyer the year, foIIowing an even |arger

average for fourth quarter of year indicated. : . .
2. From average for preceding quarter to average fofadvance in 1997. The substantial rise

quarter indicated. in these components last year was
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partly the result of the funding of the grams for other checkable deposits,
robust growth in bank credit with man-which had driven double-digit declines
aged liabilities, many of which are inin such deposits over the previous three
M3. However, M3 growth was boostedyears, were less important in 1998, and,
to an even greater extent by flows intowvith nominal spending strong and inter-
institution-only money funds, which est rates lower, other checkable deposits
have been expanding rapidly in recentvere about unchanged on the year.
years as they have increased their share As a result of the introduction of retail
of the corporate cash management bussweep accounts, the average level of
ness. Because investments in thesequired reserve balances (balances that
funds substitute for business holdingsnust be held at Reserve Banks to meet
of short-term assets that are not imeserve requirements) has trended lower
M3, their rise has generated an increasever the past few years. The decline
in M3 growth. In addition, institution- has been associated with an increase
only funds pay rates that tend to lagn banks’ required clearing balances,
movements in market rates, and so theiwhich are balances that banks agree in
relative attractiveness was temporarilyadvance to hold at their Federal Reserve
enhanced—and their growth rateBank in order to facilitate the clearing
boosted—by declines in short-term marof their payments. Unlike required
ket interest rates late last year. reserve balances, banks earn credits
M1 increased ¥+ percent over the on their required clearing balances that
four quarters of 1998, its first annualcan be applied to the use of Federal
increase since 1994. Currency expandeldeserve priced services. Despite the
at an &4 percent pace, its largest riseincrease in required clearing balances,
since 1994. The increase apparentlyequired operating balances, which are
reflected continued strong foreign shipthe sum of required reserve balances
ments, though at a slower pace than iand required clearing balances, have
1997, and a sharp acceleration in domesteclined over the past few years and in
tic demand. Deposits in M1 declinedlate 1998 reached their lowest level in
further in 1998, reflecting the continuedseveral decades.
introduction of retail “sweep” pro-  The decline in required operating bal-
grams. Growth of M1 deposits has beemnces has generated concerns about
depressed for a number of years by these possible increase in the volatility of
programs, which shift—or “sweep”— the federal funds rate. Because a bank’s
balances from household transactionsequired level of operating balances
accounts, which are subject to reservenust be met only on average over a
requirements, into savings accountsiwo-week maintenance period, banks are
which are not. Because the funds aré&ee to allocate their reserve holdings
shifted back to transactions accountacross the days of a maintenance period
when needed, depositors’ access to theiin order to minimize their reserve costs.
funds is not affected by these programsHowever, banks must also manage their
However, banks benefit from the reducteserves in order to avoid overdrafts,
tion in holdings of required reserves,which the Federal Reserve discourages
which do not pay interest. Over 1998 through administrative measures and
sweep programs for demand depositinancial penalties. Thus, as required
accounts became more popular, contribeperating balances decline toward the
uting to a 4% percent decline in such minimum level needed to clear banks’
balances. By contrast, new sweep praransactions, banks are less and less able
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to respond to fluctuations in the federaterparty credit limits, or shifted more
funds rate by lending funds when theof their placements from term to over-
rate is high and borrowing when the ratenight maturities. The heightened atten-
is low. As a result, when required oper-tion to credit quality also made banks
ating balances are low, the federal fundtess willing to borrow at the discount
rate is likely to rise further than it other- window, because they were concerned
wise would when demands for reserveshat other market participants might
are unexpectedly strong or suppliegletect their borrowing and interpret it as
weak; conversely, the federal funds rate sign of financial weakness. As a result,
is likely to fall more in the event many banks that were net takers of
of weaker-than-expected demand ofunds in short-term markets attempted
stronger-than-expected supply. One wato lock in their funding earlier in the
to ease this difficulty would be to pay morning. On net, these forces boosted
interest on required reserve balanceshe demand for reserves and put upward
which would reduce banks’ incentivespressure on the federal funds rate early
to expend resources on sweeps and other the day. To buffer the effect of these
efforts to minimize these balances. changes on volatility in the federal
Despite the low level of required funds market, the Federal Reserve
operating balances, the federal fundicreased the supply of reserves and,
rate did not become noticeably moreat times, responded to the level of the
volatile over the spring and summer offederal funds rate early in the day
1998. In part, this result reflected morewhen deciding on the need for market
frequent overnight open market operaeperations. Because demand had shifted
tions by the Federal Reserve to betteto earlier in the day, however, the fed-
match the daily demand for and supplyeral funds rate often fell appreciably
of reserves. Also, banks likely improvedbelow its target level by the end of the
the management of their accounts aday.
the Federal Reserve Banks. Moreover, At its November meeting, the FOMC
large banks apparently increased themmended the Authorization for Domes-
willingness to borrow at the discounttic Open Market Operations to extend
window. The Federal Reserve’s decithe permitted maturity of System repur-
sion to return to lagged reserve accounthase agreements from fifteen to sixty
ing at the end of July also likely contrib- days. Over the remainder of 1998, the
uted to reduced volatility in the federalDomestic Trading Desk made use of
funds market by enhancing somewhathis new authority on three occasions,
the ability of both banks and the Federahrranging System repurchase agree-
Reserve to forecast reserve demand. ments with maturities of thirty to forty-
In the latter part of 1998 and into five days to meet anticipated seasonal
1999, however, the federal funds rateeserve demands over year-end. While
was more volatile. The increase maythe Desk had in the past purchased
have owed partly to further reductionsinflation-indexed securities when roll-
in required operating balances resultingng over holdings of maturing nominal
from new sweep programs, but othesecurities, it undertook its first outright
factors were probably more importantopen market purchase devoted solely to
at least for a time. Market participantsinflation-indexed Treasury securities in
were scrutinizing borrowing banks morel1998, thereby according those securities
closely, and in some cases lenders pargdde same status in open market opera-
or more tightly administered their coun-tions as other Treasury securities.
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International Developments narrower range and ended the period
little changed against the dollar. In Sep-
In 1998, developments in interna-tember, Malaysia imposed capital and
tional financial markets continued to beexchange controls, fixing the ringgit’'s
dominated by the unfolding crises inexchange rate against the dollar. The
emerging markets that had beguHong Kong dollar came under pressure
in Thailand in 1997. Financial marketat times during the year, but its peg to
turbulence spread to other emerginghe U.S. dollar remained intact, although
markets around the globe, spilling overat the cost of interest rates that were at
from Korea, Indonesia, Malaysia,times considerably elevated. Short-term
Singapore, the Philippines, and Hongnterest rates in Asian economies other
Kong in late 1997 and in the first partthan Indonesia declined in 1998, and as
of 1998 to Russia in the summer, andome stability returned to Indonesian
to Latin America, particularly Brazil, markets near the end of the year, short-
shortly thereafter. The Asian crisis conterm rates in that nation began to retreat
tributed to a deepening recession irirom their highs.
Japan last year, and as the year pro- As the year progressed, the financial
gressed, growth in several other majostorm moved from Asia to Russia.
foreign industrial economies slowed adAt first the Russian central bank was
well. able to defend the ruble’s peg to the
At the beginning of 1998, many Asiandollar with interest rate increases and
currencies were declining or were undesporadic intervention. By midyear, how-
pressure. The Indonesian rupiah droppeelver, the government’s failure to reach
sharply in January, amid widespreada new assistance agreement with the
rioting and talk of a coup, and fell againinternational Monetary Fund, reported
in May and June, as the deepeninghortfalls in tax revenues, and the dis-
recession prompted more social unresuption of rail travel by striking coal
and ultimately the ouster of Presidenminers protesting late wage payments
Suharto. Some of the rupiah’s lossebrought to the fore the deep structural
were reversed in the second half of thend political problems faced by Russia.
year, following the relatively orderly In addition, declining oil prices were
transition of power to President Habibielowering government revenues and
Tighter Indonesian monetary policy,worsening the current account. As a
which pushed short-term interest ratesesult of these difficulties, the ruble
as high as 70 percent by July, contribeame under renewed pressure, forcing
uted to the rupiah’s recovery. On bal-Russian interest rates sharply higher,
ance, between December 1997 andnd Russian equity prices fell abruptly.
December 1998, the rupiah depreciated disbursement of $4.8 billion from the
more than 35 percent against the dollarIMF in July was quickly spent to keep
In contrast, the Thai baht and Korearthe currency near its level of 6.2 rubles
won, which had declined sharply inper dollar, but the lack of progress on
1997, gained more than 20 percentiscal reform put the next IMF tranche
against the dollar over the course ofn doubt.
1998. Policy reforms and stable political On August 17, Russia announced a
environments helped boost these currerdevaluation of the ruble and a mora-
cies. Between these extremes, the cuterium on servicing official short-term
rencies of the Philippines, Malaysia,debt. Subsequently, the ruble depreci-
Singapore, and Taiwan fluctuated in ated more than 70 percent against the



62 86th Annual Report, 1999

dollar, the government imposed conditember and October. The details of the
tions on most of its foreign and domes-$41.5 billion loan package were
tic debt that implied substantial lossesannounced in November, but after the
for creditors, and many Russian finanpackage was approved by the IMF in
cial institutions became insolvent. Theearly December, Brazil's Congress
events in Russia precipitated a globatejected a part of the government’s fis-
increase in financial market turbulencecal austerity plan, sparking renewed
including a pullback of credit to highly financial turmoil. In mid-December,
leveraged investors and a widenindgs9.3 billion of the loan package was
of credit spreads in emerging marketisbursed, but as the year ended, the
economies and in many industrialcontinuing pressure from investors
countries, which did not abate until afterseeking to take funds out of Brazil put
central banks in a number of industrialthe long-run viability of the crawling
countries eased policy in the fall. exchange rate peg in doubt. Theal
Latin American financial markets came under pressure again in early Janu-
were only moderately disrupted by theary after the state of Minas Gerais
Asian and Russian problems duringhreatened not to pay its debt to the
the first half of 1998. The reaction tofederal government. On January 13, the
the Russian default, however, was swifteal was devalued 8 percent, and two
and strong, and the prices of Latindays later it was allowed to float. Since
American assets fell precipitously. Thethe end of 1998, theeal has depreciated
spreads between yields on Latin Amerinearly 38 percent against the dollar, and
can Brady bonds and comparable U.Sapital flight from Brazil has likely per-
Treasuries widened considerably (withsisted. The collapse of theal exerted
increases ranging from 900 basis pointsome downward pressure on the curren-
in Argentina to 1500 basis points incies of other Latin American countries.
Brazil) and peaked in early SeptembeiThus far, however, contagion has been
before retracing part of the rise. Latinmore limited than it was after the
American equity prices plunged, endingRussian devaluation; unlike Russia,
the year down 25 percent or more. SevBrazil has continued to meet debt ser-
eral currencies came under pressur@jce obligations, and investors appar-
despite sharp increases in short-terrantly had an opportunity to adjust posi-
interest rates. The Mexican peso, whichions in advance of the devaluation
was also weakened by the effects oand have drawn a distinction between
falling oil prices, depreciated 18 percenBrazil's problems and those of other
against the dollar over the year. Theeconomies.
Colombian peso and the Ecuadorian The fallout from the financial crises
sucre were devalued, but Argentina’shat hit several Asian emerging mar-
currency board arrangement survived. ket economies in late 1997 triggered a
Brazil's central bank defended thefurther decline in output in the region in
real’s crawling peg until mid-January early 1998. In the countries most heavily
1999 but is estimated to have used moraffected—Thailand, Korea, Malaysia,
than half of the $75 billion in foreign and Indonesia—output dropped at
exchange reserves it had amassed as @duble-digit annual rates in the first
last April. Anticipation of the IMF-led half of the year, as credit disruptions,
financial assistance package for Braziwidespread failures in the financial
helped spur a partial recovery in Latinand corporate sectors, and a resulting
American asset markets in late Sephigh degree of economic uncertainty
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depressed activity severely. Output irfrom the Asian financial turbulence was
Hong Kong also dropped in early 1998Jimited. The Russian financial crisis in
as interest rates rose sharply amid pregwgust, in contrast, had a strong impact
sure on its currency peg. Later in theon real activity in Latin America, par-
year, with financial conditions in mostticularly Brazil and Argentina, where
of the Asian crisis countries stabilizinginterest rates moved sharply higher in
somewhat, output started to bottom outresponse to exchange rate pressures.
The Asian crisis had a relatively mod-Output in both countries is estimated to
erate effect on China, although it mayhave declined in the second half of the
have encouraged authorities in thayear at annual rates of about 5 percent.
country to move ahead more quicklyActivity in Mexico and Venezuela was
with various financial sector reforms.also depressed by lower oil export
Financial tensions mounted early thisevenues. Inflation rates in Latin Ameri-
year as foreign investors have reactedan countries were little changed in
with concern to the failure of the 1998 and ranged from 1 percent in
Guangdong International Trust andArgentina and 3 percent in Brazil to
Investment Corporation. Chinese growtt81 percent in Venezuela.
remained fairly strong throughout The dollar's value, measured on a
1998, despite a dramatic slowdown intrade-weighted basis against the cur-
the growth of exports. rencies of a broad group of important
Inflation in the Asian developing U.S. trading partners, rose almost 7 per-
economies rose only moderately orcent during the first eight months of
average in 1998, as the inflationaryl998, but it then fell, by December
effects of currency depreciations in theeaching a level about 2 percent above
region were largely offset by the defla-its year-earlier level. (When adjusted for
tionary influence of very weak domesticchanges in U.S. and foreign consumer
activity. The current account balances oprice levels, the real value of the dollar
the Asian crisis countries swung intoin December 1998 was about 1 percent
substantial surplus last year, reflecting delow its level in December 1997.)
sharp drop in imports resulting from theBefore the Russian default, the dollar
falloff in domestic demand as well aswas supported by the robust pace of U.S.
improvement in the countries’ competi-economic activity, which at times gener-
tive positions associated with the subated expectations that monetary policy
stantial depreciations of their currenciesvould be tightened and which con-
in late 1997 and early 1998. trasted with weakening economic activ-
In Russia, economic activity declinedity abroad, especially in Japan. Occa-
last year as interest rates were pushed gionally, however, the positive influence
in an attempt to fend off pressure on thef the strong economy was countered by
ruble. After the August debt moratoriumworries about growing U.S. external
and ruble devaluation, output droppedieficits. From August through October,
sharply, ending the year down abouin the aftermath of the Russian finan-
10 percent from its year-earlier level.cial meltdown, concerns that increased
The ruble collapse triggered a surge irdifficulties in Latin America might affect
inflation to a triple-digit annual rate dur- the U.S. economy disproportionately, as
ing the latter part of the year. well as expectations of lower U.S. inter-
In Latin America, the pace of eco-est rates, weighed on the value of the
nomic activity slowed only moderately dollar, and it fell sharply. The broad
in the first half of 1998, as the spilloverindex of the dollar's exchange value
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eased a bit further during the fourththe yen in 1998, reversing most of its
quarter of the year. So far in 1999, thenet gain during 1997. It depreciated fur-
dollar has gained nearly 3 percent irther against the yen in early 1999, hit-
terms of the broad index. ting a two-year low on January 11, but it
Against the currencies of the majorthen rebounded somewhat amid reports
foreign industrial countries, the dollarof intervention purchases of dollars by
declined 2 percent in nominal terms ovethe Bank of Japan. More recently, the
1998, on balance, reversing some oBank of Japan has eased monetary pol-
its 10 percent appreciation the precedicy further, and the dollar has strength-
ing year. Among these currencies, thened against the yen. So far this year,
dollar's value fluctuated most widely the dollar has gained about 7 percent
against the Japanese yen. The dollar ros@ainst the yen.
against the yen during the first half Japanese economic activity con-
of the year as a result of concerns aboutacted in 1998, as the country remained
the effects of the Asian crisis on thein its most protracted recession of the
already-weak Japanese economy armbstwar era. Business and residential
further signs of deepening recession anthvestment plunged, and private con-
persistent banking system problems isumption stagnated, more than offset-
that country. It reached a level of almosting positive contributions from govern-
147 yen per dollar in mid-June, prompt-ment spending and net exports. Core
ing coordinated intervention by U.S. andconsumer prices declined slightly, while
Japanese authorities in foreign exchangsholesale prices fell almost¥4 per-
markets that helped to contain furthercent. In April, the Japanese government
downward pressure on the yen. The dolannounced a large fiscal stimulus pack-
lar resumed its appreciation against thage. During the final two months of the
yen, albeit at a slower pace, in July and/ear, the government announced another
early August. set of fiscal measures slated for imple-
The turning point in the dollar—yen mentation during 1999, which included
rate came after the Russian collapsggermanent personal and corporate
amid the global flight from risk that income tax cuts, various incentives for
caused liquidity to dry up in the marketsinvestment, and further increases in pub-
for many assets. During the first weeHic expenditures.
of October, the dollar dropped nearly Against the German mark, the dollar
14 percent against the yen in extremelylepreciated about 6 percent, on net, dur-
illiquid trading conditions. Although ing 1998. Late in the year the dollar
fundamental factors in Japan, such asoved up against the mark, as evidence
progress on bank reform, fiscal stimu-of a European growth slowdown raised
lus, and the widening trade surplus mayexpectations of easier monetary condi-
have helped boost the yen against théons in Europe. In the event, monetary
dollar, market commentary at the timepolicy was eased sooner than market
focused on reports that some internaparticipants had expected, with a coordi-
tional investors were buying largenated European interest rate cut coming
amounts of yen. These large purchasédn early December.
reportedly were needed to unwind posi- A major event at the turn of the year
tions in which investors had used yernwas the birth of the euro, which marked
loans to finance a variety of speculativedhe beginning of Stage Three of Euro-
investments. On balance, the dollapean Economic and Monetary Union
depreciated almost 10 percent againgEMU). On December 31, the rates
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locking the euro with the eleven legacyyear. The deceleration was sharper in
currencies were determined; basethe United Kingdom than in Canada.
on these rates, the value of the euro dt.K. inflation eased slightly to near
the moment of its creation wasits target rate, while Canadian inflation
$1.16675. Trading in the euro openedemained near the bottom of its target
on January 4, with the first tradesrange. In response to weaker economic
reflecting a significant premium for activity as well as to the expected effects
the euro over its initial value. As theof the global financial turmoil, both
first week of trading progressed, howthe Bank of Canada and the Bank of
ever, the initial euphoria wore off, andEngland have lowered official interest
so far this year the dollar has strengthrates since September.
ened more than 5 percent against The general trend toward easier
the euro, partly reflecting better-than-monetary conditions was reflected in
expected economic data in the Unitedleclines in short-term interest rates in
States, contrasted with weaker-thanalmost all the G-10 countries during
expected data in the euro area. the year. Interest rates in the euro area
In the eleven European countrieconverged to relatively low German
whose currencies are now fixed againdevels in anticipation of the launch of
the euro, output growth slowed moderthe third stage of EMU. Yields on ten-
ately over the course of 1998, as neyear government bonds in the major
exports weakened and business senfiereign industrial countries declined
ment worsened. Unemployment ratesignificantly over the course of the year,
came down slightly, but the average ofas economic activity slowed, inflation
these rates remained in the double-digitontinued to moderate, and investors
range. Consumer price inflation contin-sought safer assets. Between December
ued to slow, helped by lower oil prices.1997 and December 1998, ten-year
In December, the harmonized CPI forinterest rates fell 180 basis points in the
the eleven countries stoo#k: percent United Kingdom and 150 basis points
above its year-earlier level, meeting thén Germany. The ten-year rate fell only
European Central Bank’s primary objec-30 basis points in Japan, on balance,
tive of inflation below 2 percent. declining about 90 basis points over the
Between December 1997 and Decentirst ten months of the year but backing
ber 1998, the average value of the dollaup in November and December. Market
changed little against the British poundparticipants attributed the increase to
but rose 8 percent against the Canadiaroncerns that the demand for bonds
dollar. Weakness in primary commoditywould be insufficient to meet the surge
prices, including oil, likely depressedin debt issuance associated with the lat-
the value of the Canadian dollar. Theest fiscal stimulus package.
Bank of Canada raised official rates in Share prices on European stock
January 1998 and again in August, irexchanges posted another round of
response to currency market pressurestrong advances last year, with price
The Bank of England raised official indexes rising 8 percent in the United
rates in June 1998 to counter inflatiorKingdom, about 15 percent in Germany,
pressures. Tighter monetary conditionsiearly 29 percent in France, and 41 per-
in both countries, as well as a declinecent in Italy. In contrast, Japanese equity
in net exports associated with globabprices fell more than 9 percent in 1998,
difficulties, contributed to a slowing of and Canadian share prices decreased
output growth in the second half of the4 percent. After a considerable run-up
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earlier in the year, share prices aroundies at increasingly attractive prices,
the globe fell sharply in August andfirms have been investing heavily in
September, but they rebounded in subs&ew capital equipment; this investment
quent months as the Federal Reserveas boosted productivity and living
and central banks in many other indusstandards while holding down the rise
trial countries eased monetary policy. in costs and prices.

On November 17, the FOMC voted Two of the major threats faced by
unanimously to reauthorize Federathe economy in late 1998—economic
Reserve participation in the Northdownturns in many foreign nations
American  Framework  Agreementand turmoil in financial markets around
(NAFA), established in 1994, and in thethe world—receded over the first half
associated bilateral reciprocal currencyf this year. Economic conditions over-
swap arrangements with the Bank ofeas improved on a broad front. In Asia,
Canada and the Bank of Mexico. Onactivity picked up in the emerging-
December 7, the Secretary of the Treamarket economies that had been bat-
sury authorized renewal of the Treatered by the financial crises of 1997.
sury’s participation in the NAFA and of The Brazilian economy—Latin Ameri-
the associated Exchange Stabilizatiosa’s largest—exhibited a great deal of
Agreement with Mexico. Other bilateral resilience with support from the inter-
swap arrangements with the Federahational community, in the wake of the
Reserve—those with the Bank for Inter-devaluation and subsequent floating of
national Settlements, the Bank of Japarthereal in January. These developments,
and many European central banks—along with the considerable easing of
were allowed to lapse in light of their monetary policy in late 1998 and early
disuse over the past fifteen years an@999 in a number of regions, including
in the presence of other well-established&urope, Japan, and the United States,
arrangements for international monefostered a markedly better tone in the
tary cooperation. The swap arrangementvorld’s financial markets. On balance,
between the Treasury’s Exchange Stabld.S. equity prices rose substantially, and
lization Fund and the German Bundesin credit markets, risk spreads receded
bank was also allowed to lapse. toward more typical levels. Issuance of

private debt securities ballooned in late

1998 and early 1999, in part making up

for borrowing that was postponed when
Report on July 22, 1999 markets wer% disruptedr.) P

As these potentially contractionary
forces dissipated, the risk of higher
inflation in the United States resurfaced
as the greatest concern for monetary
The U.S. economy has continued to perpolicy. Although underlying inflation
form well in 1999. The ongoing eco- trends generally remained quiescent, oil
nomic expansion has moved into a nearprices rose sharply, other commodity
record ninth year, with real outputprices trended up, and prices of non-oil
expanding vigorously, the unemploy-imports fell less rapidly, raising overall
ment rate hovering around lows lastnflation rates. Despite improvements in
seen in 1970, and underlying trends irtechnology and business processes that
inflation remaining subdued. Respondhave yielded striking gains in efficiency,
ing to the availability of new technolo- the robust growth of aggregate demand,

Monetary Policy and the
Economic Outlook
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fueled by rising equity wealth andhad been impaired as investors cut
readily available credit, produced everback sharply their credit risk exposures
tighter labor markets in the first halfand market liquidity dried up. The
of 1999 than in the second half of 1998Federal Reserve responded to these
If this trend were to continue, labordevelopments by trimming its target
compensation would begin climbingfor the overnight federal funds rate
increasingly faster than warranted byby 75 basis points in three steps. In
productivity growth and put upward early 1999, the devaluation and subse-
pressure on prices. Moreover, the Fedquent floating of the Braziliameal in
eral Open Market Committee (FOMC)mid-January heightened concerns for a
was concerned that as economic activityhile, but market conditions overall
abroad strengthened, the firming ofmproved considerably.
commodity and other prices might also At its February and March meetings,
foster a less favorable inflation environthe FOMC left the stance of mone-
ment. To gain some greater assurandary policy unchanged. The Committee
that the good inflation performance ofexpected that the growth of output might
the economy would continue, the Comwell slow sufficiently to bring produc-
mittee decided at its June meeting tdion into close enough alignment with
reverse a portion of the easing underthe economy’s enhanced potential to
taken last fall when global financial mar-forestall the emergence of a trend of
kets were disrupted; the Committee’'sising inflation. Although domestic
target for the overnight federal fundsdemand was still increasing rapidly, it
rate, a key indicator of money marketwas anticipated to moderate over time
conditions, was raised from¥4 percent in response to the buildup of large
to 5 percent. stocks of business equipment, housing
units, and durable goods and more
Monetary Policy, Financial rcat)strainedfexpansiogl ir:c V\tlﬁaﬂh in the
Markets, and the Economy absence of appreciable further increases
over the First Half of 1999 in equity prices. Furthermore, the
FOMC, after taking account of the near-
The FOMC met in February and Marchterm effects of the rise in crude oil
against the backdrop of continued rapigrices, saw few signs that cost and price
expansion of the U.S. economy. Demancéhflation was in the process of picking
was strong, employment growth wasup. The unusual combination of very
brisk, and labor markets were tight.high labor resource utilization and sus-
Nonetheless, price inflation was stilltained low inflation suggested consider-
low, held in check by a substantial gainable uncertainty about the relationship
in productivity, ample manufacturing between output and prices. In this envi-
capacity, and low inflation expectations.ronment, the Committee concluded that
Activity was supported by a further it could wait for additional information
settling down of financial markets inabout the balance of risks to the eco-
the first quarter after a period of consid-nomic expansion.
erable turmoil in the late summer By the time of the May FOMC meet-
and fall of 1998. In that earlier period,ing, demand was still showing consider-
which followed Russia’s moratorium able forward momentum, and growth
on a substantial portion of its debtin economic activity still appeared to
payments in mid-August, the normalbe running in excess of the rate of
functioning of U.S. financial marketsincrease of the economy’s long-run
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capacity to expand output. Borrowers’ In the time leading up to the FOMC'’s
heavy demands for credit were beinglune meeting, economic activity in the
met on relatively favorable terms, andUnited States continued to move for-
wealth was further boosted by rapidlyward at a brisk pace, and prospects in a
rising equity prices. Also, the eco-number of foreign economies showed
nomic and financial outlook for many additional improvement. Labor markets
emerging-market countries was brightertightened slightly further. The federal
Trends in inflation were still subdued,funds rate, however, remained at the
although consumer prices—even apatbwer level established in November
from a big jump in energy prices—were1998, when the Committee took its last
reported to have registered a sizable risef three steps to counter severe finan-
in April. cial market strains. With those strains
At its May meeting, the FOMC largely gone, the Committee believed
believed that these developments tiltethat the time had come to reverse some
the risks toward further robust growthof that accommodation, and it raised
that would exert additional pressurethe targeted overnight federal funds rate
on already taut labor markets and ulti-25 basis points, to 5 percent. Looking
mately show through to inflation. More- ahead, the Committee expected demand
over, a turnaround in oil and otherto remain strong, but it also noted the
commodity markets meant that pricepossibility that a further pickup in pro-
of these goods would no longer be holdductivity could allow the economy to
ing down inflation, as they had over theaccommodate this demand for some
past year. Yet, the economy to date hatime without added inflationary pres-
shown a remarkable ability to accommo-sure. In light of these conflicting forces
date increases in demand without genein the economy, the FOMC returned to
ating greater underlying inflation trendsa symmetric directive. Nonetheless, with
as the continued growth of labor produciabor markets already tight, the Com-
tivity had helped to contain cost pres-mittee recognized that it needed to stay
sures. The uncertainty about the prosespecially alert to signs that inflationary
pects for prices, demand pressures, arfdrces were emerging that could prove
productivity was large, and the Commit-inimical to the economic expansion.
tee decided to defer any policy action.
However, in light of its mcrea_sed CON- =5 nomic Projections
cern about the outlook for inflation, or 1999 and 2000
the Committee adopted an asymmetriz
directive tilted toward a possible firming The members of the Board of Governors
of policy. The Committee also wantedand the Federal Reserve Bank presi-
to inform the public of this significant dents see good prospects for sustained,
revision in its view, and it announcedsolid economic expansion through next
a change in the directive immediatelyyear. For this year, the central tendency
after the meeting. The announcemenf their forecasts of growth of real gross
was the first under the Committee’s pol-domestic product is & percent to
icy of announcing changes in the tilt of3%s percent, measured as the change
the domestic directive when it wants tobetween the fourth quarters of 1998 and
communicate a major shift in its view 1999. For 2000, the forecasts of real
about the balance of risks to the econGDP are mainly in the % percent to
omy or the likely direction of its future 3 percent range. With this pace of
actions. expansion, the civilian unemployment
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rate is expected to remain close to theates should help to damp spending as
recent 44 percent level over the nextwell. And unless the extraordinary gains
six quarters. in equity prices of the past few years are
The increases in income and wealtlextended, the impetus to spending from
that have bolstered consumer demaniticreases in wealth will diminish.
over the first half of this year and the Federal Reserve policymakers believe
desire to invest in new high-technologythat this year’'s rise in the consumer
equipment that has boosted businegsrice index (CPI) will be larger than that
demand during the same period shoulch 1998, largely because of the rebound
continue to stimulate spending over thén retail energy prices that has already
quarters ahead. However, several factoisccurred. Crude oil prices have moved
are expected to exert some restraint onp sharply, reversing the decline posted
the economy’s momentum by next yearin 1998 and leading to a jump in the CPI
With purchases of durable goods bythis spring. For next year, the FOMC
both consumers and businesses havirgarticipants expect the increase in the
risen still further and running at high CPI to remain around this year’s pace,
levels, the stocks of such goods probwith a central tendency of 2 percent to
ably are rising more rapidly than is2¥%- percent. Futures market quotes sug-
likely to be desired in the longer run,gest that the prevailing expectation is
and the growth of spending should modthat the rebound in oil prices has run its
erate. The increase in market interestourse now, and ample industrial capac-

Economic Projections for 1999 and 2000

Percent

Federal Reserve governors
and Reserve Bank presidents

Indicator Administratiort

Central
tendency

Range

1999

Change, fourth quarter
to fourth quarte?

Nominal GDP ........................o... . 4-5Y2> 5-5/> 4.8

RealGDP ... ...t L. v3-4 3/2>-3Ya 3.2

Consumer price iNdeX..................... . 2> 2Ya—2Y> 2.4

Average level fourth quarter

Civilian unemploymentrate................ 4 A—LY4 4.3

2000

Change, fourth quarter

to fourth quarte?

Nominal GDP ... . 44 4-5 4.2

RealGDP.........cooiiiiiiii - 2¥3 2¥>-3 2.1

Consumer price indeX..................... . 1294 2-2/> 2.4

Average level, fourth quarter

Civilian unemploymentrate................ 4% AY a4 4.7
1. From the Mid-Session Review of the budget. 3. All urban consumers.

2. Change from average for fourth quarter of previous
year to average for fourth quarter of year indicated.
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ity and productivity gains may help limit establish, with any confidence, specific
inflationary pressures in coming monthdarget ranges for expected money
as well. With labor utilization very high, growth for a given year that will be
though, and demand still strong, significonsistent with the economic perfor-
cant risks remain even after the recenmnance that it desires. However, persis-
policy firming that economic and finan-tently fast or slow money growth can
cial conditions may turn out to be incon-accompany, or even precede, deviations
sistent with keeping costs and pricegrom desirable economic outcomes.
from escalating. Thus, the behavior of the monetary
Although interest rates currently are aaggregates, evaluated in the context of
bit higher than anticipated in the eco-other financial and nonfinancial indica-
nomic assumptions underlying the budtors, will continue to be of interest
get projections in the Administration’sto Committee members in their policy
Mid-Session Review, there is no appardeliberations.
ent tension between the Administra- The velocities of M2 and M3 declined
tion’s plans and the Federal Reservegain in the first half of this year, albeit
policymakers’ views. In fact, Federalmore slowly than in 1998. The Commit-
Reserve officials project somewhatee’s easing of monetary policy in the
faster growth in real GDP and slightlyfall of 1998 contributed to the decline,
lower unemployment rates into 2000but only to a modest extent. It is not
than the Administration does, while theclear what other factors led to the drop,
Administration’s projections for infla- although the considerable increase in
tion are within the Federal Reserve’'swealth relative to income resulting from
central tendencies. the substantial gains in equity prices
over the past few years may have played
a role. Investors could be rebalancing
M?q%)égg?]é)gggganges their portfolios, whjg:h have becorr_le
skewed toward equities, by reallocating
At its meeting in late June, the FOMCsome wealth to other assets, including
reaffirmed the ranges for 1999 growththose in M2.
of money and debt that it had estab- Even if the velocities of M2 and M3
lished in February: 1 percent to 5 perwere to return to their historically typi-
cent for M2, 2 percent to 6 percent forcal patterns over the balance of 1999
M3, and 3 percent to 7 percent for debaind in 2000, M2 and M3 likely would
of the domestic nonfinancial sectorsbe at the upper bounds of, or above,
The FOMC set the same ranges for
2000 on a provisional basis. Ranges for Growth of Monetary
As has been the case since the midand Debt Aggregates
1990s, the FOMC views the rangeercent

for money growth as benchmarks fot

iti i i Provisional
growth under conditions of price stabil- Aggregate 1998 1999 | oferena
ity and the historically typical relation- 2000
ship between money and nominal
i i i i M2 1-5 1-5 1-5
income. The disruption of the histori-fg - 58 5% e
cally typical pattern of the velocities pebt........ 3-7 3-7 3-7

of M2 and M3 (the ratio of nominal o on . R o o

H OTE. ange Irom average for four quarter o
_GDP to the aggregates) du.rmg the 1990;§eceding year to average for fourth quarter of year
implies that the Committee cannotindicated.
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their longer-term price-stability rangesstantial growth of employment and a
in both years, given the Committee’sreduction in the unemployment rate to
projections of nominal GDP growth. 4%4 percent. Growth in output has been
This relatively rapid expansion in nomi-driven by strong domestic demand,
nal income reflects faster expectedvhich in turn has been supported by
growth in productivity than when the further increases in equity prices, by the
price-stability ranges were establisheadontinuing salutary effects of govern-
in the mid-1990s and inflation that isment saving and inflows of foreign
still in excess of price stability. The investment on the cost of capital, and
more rapid increase in productivity, if it by more smoothly functioning finan-
persists for a while and is sufficientlycial markets as the turbulence that
large, might in the future suggest ammarked the latter part of 1998 subsided.
upward adjustment to the money rangeégainst the background of the easing
consistent with price stability. However, of monetary policy last fall and continu-
considerable uncertainty attends théng robust economic activity, investors
trend in productivity, and the Committeebecame more willing to advance funds
chose not to adjust the ranges at its mo$o businesses; risk spreads have receded
recent meeting. and corporate debt issuance has been
Debt of the nonfinancial sectors hadrisk.
expanded at roughly the same pace as Inflation developments were mixed
nominal income this year—its typical over the first half of the year. The con-
pattern. Given the stability of this rela-sumer price index increased more rap-
tionship, the Committee selected ddly owing to a sharp rebound in energy
growth range for the debt aggregate thatrices. Nevertheless, price inflation
encompasses its expectations for delututside of the energy area generally
growth in both years. The Committeeremained subdued despite the slight fur-
expects growth in nominal income tother tightening of labor markets, as siz-
slow in 2000, and with it, debt growth. able gains in labor productivity and
Nonetheless, growth of this aggregatample industrial capacity held down
is projected to remain within the rangeprice increases.
of 3 percent to 7 percent.

The Household Sector
Economic and Financial
Developments in 1999 Consumer Spending

The economy has continued to growReal personal consumption expenditures
rapidly so far this year. Real grosssurged &2 percent at an annual rate in
domestic product rose more than 4 perthe first quarter, and more recent data
cent at an annual rate in the first quartepoint to a sizable further advance in the
of 1999, and available data point tosecond quarter. The underlying funda-
another significant gain in the secondnentals for the household sector have
quarter? The rise in activity has beenremained extremely favorable. Real
brisk enough to produce further sub-incomes have continued to rise briskly
with strong growth of employment

2. All figures from the national income and and real wages, and consumers have
product accounts cited here are subject to chan%eneflted from substantial gains in

in the quinquennial benchmark revisions slated fo eal_th- Not surprisingly, consumer
this fall. confidence—as measured, for example,
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by the University of Michigan Survey current incomes would otherwise allow.
Research Center (SRC) and Conferencks share values moved up further in the
Board surveys—has remained quitdirst half of this year, the wealth-to-
upbeat in this environment. income ratio continued to edge higher
Growth of consumer spending in thedespite the absence of saving out of
first quarter was strong in all expendi-disposable income.
ture categories. Outlays for durable
goods rose sharply,. reflecting S'Zabl.eResidential Investment
increases in spending on electronic
equipment (especially computers) andHousing activity remained robust in the
on a wide range of other goods, includ{irst half of this year. In the single-
ing household furnishings. Purchases diamily sector, positive fundamentals and
cars and light trucks remained at a highunseasonably good weather helped
level, supported by declining relativeboost starts to a pace of 1.39 million
prices as well as by the fundamentalsinits in the first quarter—the highest
that have buoyed consumer spendintgvel of activity in twenty years. This
more generally. Outlays for nondurableextremely strong level of building activ-
goods were also robust, reflecting inty strained the availability of labor and
part a sharp increase in expenditures fsome materials; as a result, builders had
apparel. Finally, spending on servicesrouble achieving the usual seasonal
climbed steeply as well early this yearjncrease in the second quarter, and starts
paced by sizable increases in spendingdged off to a still-high pace of 1.31 mil-
on recreation and brokerage services. Ilion units. Home sales moderated in the
the second quarter, consumers appaspring: Sales of both new and existing
ently boosted their purchases of motohomes were off some in May from their
vehicles further. In all, real personalearlier peaks, and consumers’ percep-
consumption expenditures rose at moréons of homebuying conditions as mea-
than a 4 percent annual rate in April andsured by the Michigan SRC survey have
May, an increase that is below the firstdeclined from the very high marks
quarter pace but is still quite rapid byrecorded in late 1998 and early this year.
historical standards. Nonetheless, demand has remained quite
Real disposable income increased abbust, even in the face of a backup in
an annual rate of ® percent in the first mortgage interest rates: Builders’ evalu-
quarter, with the strong labor marketations of new home sales remained very
generating marked increases in wagesigh at midyear, and mortgage applica-
and salaries. Even so, income grew lestions for home purchases showed
rapidly than expenditures, and the perstrength into July.
sonal saving rate declined further; With strong demand pushing up
indeed, by May the saving rate hadagainst limited capacity, home prices
moved below negative 1 percent. Mucthave risen substantially, although evi-
of the decline in the saving rate in recentlence is mixed as to whether the rate
years can be explained by the sharp risef increase is picking up. The quality-
in household net worth relative to dis-adjusted price of new homes rose 5 per-
posable income that is associated witlsent over the four quarters ended in the
the appreciation of households’ stocKirst quarter of 1999, up from2 per-
market assets since 1995. This rise iment over the preceding four-quarter
wealth has given households the whergseriod. The repeat sales index of exist-
withal to spend at levels beyond whating home prices also rose about 5 per-
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cent between the first quarter of 1998 Consumer credit growth accelerated
and the first quarter of 1999, but thisin the first half of 1999. It expanded at
series posted even larger increases in ttebout an 8 percent annual rate compared
year-earlier period. On the cost sidewith 5%> percent for all of 1998. The
tight supplies have led to rising pricesgrowth of nonrevolving credit picked
for some building materials; prices ofup, reflecting brisk sales and attractive
plywood, lumber, gypsum wallboard,financing rates for automobiles and
and insulation have all moved upother consumer durable goods. The
sharply over the past twelve months. Irexpansion of revolving credit, which
addition, hourly compensation costsncludes credit card loans, slowed a bit
have been rising relatively rapidly in thefrom its pace in 1998.
construction sector. Households apparently have not
Starts of multifamily units surged to encountered added difficulties meeting
384,000 at an annual rate in the firsthe payments associated with their
quarter and ran at a pace a bit undegreater indebtedness, as measures of
300,000 units in the second quarter. Afiousehold financial stress improved a
in the single-family sector, demand hasit on balance in the first quarter. Per-
been supported by strong fundamentalsonal bankruptcies dropped off con-
builders have been faced with tight supsiderably, although part of the decline
plies of some materials, and prices havenay reflect the aftermath of a surge
been rising briskly: Indeed, apartmenin filings in late 1998 that occurred
property values have been increasing ah response to pending legislation that
around a 10 percent annual rate for threwould limit the ability of certain debtors
years now. to obtain forgiveness of their obliga-
tions. Delinquency rates on several
types of household loans edged lower.
Delinquency and charge-off rates on
In addition to rising wealth and rapid credit card debt moved down from
income growth, the strong expendituresheir 1997 peaks but remained at histori-
of households on housing and consumegally high rates. A number of banks
goods over the first half of 1999 werecontinued to tighten credit card lending
encouraged by the decline in interesstandards this year, as indicated by
rates in the latter part of 1998. Housebanks’ responses to Federal Reserve
holds borrowed heavily to financesurveys.
spending. Their debt expanded at a
9% percent annual rate in the first quar-
ter, up from the 8 percent pace over
1998, and prgllnjlnary datz; for the SecFixed Investment
ond quarter indicate continued robus
growth. Mortgage borrowing, fueled by Real business fixed investment appears
the vigorous housing market and favorto have posted another huge increase
able mortgage interest rates, was pawover the first half of 1999. Investment
ticularly brisk in the first quarter, with spending continued to be driven by
mortgage debt rising at an annual rate dbuoyant expectations of sales prospects
10 percent. In the second quarter, mortas well as by rapidly declining prices
gage rates moved up considerably, buif computers and other high-tech equip-
preliminary data indicate that borrowingment. In recent quarters, spending also
was still substantial. may have been boosted by the desire to

Household Finance

he Business Sector
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upgrade computer equipment in advancicreasing impressively, while spending
of the rollover to the year 2000. Realon institutional and industrial structures
investment has been rising rapidly forhas been declining—the last reflecting
several years now; indeed, the averagemple capacity in the manufacturing
increase of 10 percent annually over theector. In the first quarter of this year,
past five years represents the most rapioverall spending on structures was
sustained expansion of investment imeported in the national income and
more than thirty years. Although aproduct accounts to have moved up at a
growing portion of this investment hassolid 5% percent annual rate, reflecting
gone to cover depreciation on purchases further sharp increase in spending on
of short-lived equipment, the investmenbffice buildings and lodging facilities.
boom has led to a notable upgradinddowever, revised source data indicate a
and expansion of the capital stock andomewhat smaller first-quarter increase
in many cases has embodied new techin nonresidential construction and also
nologies. These factors likely have beemoint to a slowing in activity in April
important in the nation’s improved pro-and May from the first-quarter pace.
ductivity performance over the past few
years.

Real outlays for producers’ durable
equipment increased at an annual rate dfiventory—sales ratios in many indus-
9%> percent in the first quarter of thetries dropped considerably early this
year, after having surged nearly 17 peryear, as the pace of stockbuilding by
cent last year, and may well havenonfarm businesses, which had slowed
re-accelerated in the second quartenotably over 1998, remained well below
Outlays on communications equipmenthe surge of consumer and business
were especially robust in the first quarspending in the first quarter. Although
ter, driven by the ongoing effort by tele-production picked up some in the spring,
communications companies to upgradénal demand remained quite strong, and
their networks to provide a full range of available monthly data suggest that busi-
voice and data transmission servicesiesses accumulated inventories in April
Purchases of computers and other infoand May at a rate not much different
mation processing equipment were alsérom the modest first-quarter pace.
up notably in the first quarter, albeit In the motor vehicle sector, makers
below last year’'s phenomenal spendingeared up production in the latter part
pace, and shipments of computersf 1998 to boost inventories from their
surged again in April and May. Ship-low levels after last summer’s strikes.
ments of aircraft to domestic carriersNevertheless, as with the business sector
apparently soared in the second quarteoverall, motor vehicle inventories
and business spending on motor vehiremained on the lean side by historical
cles, including medium and heavystandards in the early part of this year
trucks as well as light vehicles, hasas a result of surprisingly strong vehicle
remained extremely strong as well. sales. As a consequence, manufacturers

Real business spending for nonresiboosted the pace of assemblies in the
dential structures has been much lessecond quarter to the highest level in
robust than for equipment, and spendingwenty years. With no noticeable signs
trends have varied greatly across sector a slowing in demand, producers have
of the market. Real spending on officescheduled third-quarter output to remain
buildings and lodging facilities has beerat the lofty heights of the second quarter.

Inventory Investment
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Corporate Profits and investment-grade corporate bond yields
Business Finance was restrained by investors’ apparently
increased willingness to hold such
The economic profits of nonfinancialdebt, as growing optimism about the
U.S. corporations rose considerably ireconomy and favorable earnings reports
the first quarter, even after allowing forgave investors more confidence about
the depressing effect in the fourth quarthe prospective financial health of pri-
ter of payments associated with thevate borrowers. Yield spreads on below-
settlement between the tobacco companvestment-grade corporate debt over
nies and the states. Despite the growtbomparable Treasury securities, which
of profits, capital expenditures by nonfi-had risen considerably in the latter part
nancial businesses continued to outstripf 1998, also retreated. But in mid-July,
internal cash flow. Moreover, borrowingthese spreads were still well above the
requirements were enlarged by the nehin levels prevailing before the period
reduction in equity outstanding, as theof financial turmoil but in line with their
substantial volume of retirements fromhistorical averages.
merger activity and share repurchase In contrast to securities market par-
programs exceeded the considerabliécipants, banks’ attitudes toward busi-
volume of gross issuance of both initialness lending apparently became some-
and seasoned public equities. As avhat more cautious over the first half of
result, businesses continued to borrow ahe year, according to Federal Reserve
a brisk pace: Aggregate debt of the nonsurveys. The average spread of bank
financial business sector expanded at landing rates over the FOMC's target
9% percent annual rate in the first quarfederal funds rate remained elevated. On
ter. As financial market conditionsnet, banks continued to tighten lending
improved after the turmoil of the fall, terms and standards this year, although
businesses returned to the corporatihe percentage that reported tightening
bond and commercial paper markets fowas much smaller than in the fall.
funding, and corporate bond issuance The overall financial condition of
reached a record high in March. Someonfinancial businesses was strong over
of the proceeds were used to pay ofthe first half of the year, although a few
bank loans, which had soared in thendicators suggested a slight deteriora-
fall, and these repayments curbed th#on. In the first quarter, the ratio of net
expansion of business loans at banksnterest payments to corporate cash flow
Partial data for the second quarter indiremained close to the modest levels of
cate that borrowing by nonfinancial1998, as low interest rates continued to
businesses slowed somewhat. hold down interest payments. Delin-
Risk spreads have receded on balan@piency rates for commercial and indus-
this year from their elevated levels intrial loans from banks ticked up, but
the latter part of 1998. From the endthey were still modest by historical
of December 1998 through mid-July,standards. Similarly, over the first half
investment-grade corporate bond yieldsf the year, business failures—measured
moved up from historically low levels, as the ratio of liabilities of failed busi-
but by less than yields on comparablenesses to total liabilities—stepped up
Treasury securities, and the spreaffom the record low in 1998. The default
between these yields narrowed to aate on below-investment-grade bonds
level somewhat above that prevailingose to its highest level in several years,
before the Russian crisis. The rise iran increase stemming in part from
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defaults by companies whose earninga modest increase in outlays. Federal
were impaired by the drop in oil andreceipts were 5 percent higher in the
other commodity prices last year. Thefirst eight months of fiscal 1999 than
total volume of business debt that wasn the year-earlier period. With profits
downgraded exceeded slightly the volieveling off from last year, receipts of
ume of debt that was upgraded. corporate taxes have stagnated so far
this fiscal year. However, individual
income tax payments are up apprecia-
bly, reflecting the solid gains in house-
hold incomes and perhaps also a rise
in capital gains realizations large
The incoming news on the federalenough to offset last year’'s reduction
budget continues to be quite favorablein capital gains tax rates. At the same
Over the first eight months of fiscaltime, federal outlays increased only
year 1999—the period from October2¥2 percent in nominal terms and barely
through May—the unified budget regis-at all in real terms during the first eight
tered a surplus of about $41 billion,months of the fiscal year, relative to
compared with $16 billion during the the comparable year-earlier period.
comparable period of fiscal 1998. IfSpending growth has been restrained
the latest projections from the Office ofin major portions of both the discre-
Management and Budget and the Cortionary (notably, defense) and nondis-
gressional Budget Office are realizedgretionary (notably, net interest, social
the unified budget for fiscal 1999 as asecurity, and Medicare) categories—
whole will show a surplus of around although this year's emergency supple-
$100 billion to $120 billion, or more mental spending bill, at about $14 bil-
than 1 percent of GDP—a striking turn-lion, was somewhat larger than similar
around from the outsized budget deficitdills in recent years.
of previous years, which approached As for the part of federal spending
5 percent of GDP in the early 1990s. that is counted in GDP, real federal out-
As a result of this turnaround, thelays for consumption and gross invest-
federal government is now contributingment, which had changed little over the
positively to the pool of national saving. past few years, declined a 2 percent
In fact, despite the recent drop in theannual rate in the first quarter of 1999.
personal saving rate, gross saving by drop in real defense outlays more than
households, businesses, and govermifset a rise in nondefense expenditures
ments has remained above 17 percent @f the first quarter. And despite the mili-
GDP in recent quarters—up from thetary action in the Balkans and the recent
14 percent range that prevailed in theemergency spending bill, defense spend-
early 1990s. This well-maintained pooling appears to have declined in the sec-
of national savings, together with theond quarter as well.
continued willingness of foreigners to The budget surpluses of the past two
finance our current account deficits, hagears have led to a notable decline in
helped hold down the cost of capital,the stock of federal debt held by private
thus contributing to our nation’s invest-investors as a share of GDP. Since its
ment boom. peak in March 1997, the total volume
This year’'s increase in the federalof Treasury debt held by private inves-
surplus has reflected continued rapidors has fallen by nearly $130 billion.
growth of receipts in combination with The Treasury has reduced its issuance

The Government Sector

Federal Government
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of interest-bearing marketable debt irfirst quarter. The low interest rate envi-
fiscal 1999. The decrease has been corenment and strong economy encour-
centrated in nominal coupon issues; iraged the financing of new projects and
1998, by contrast, the Treasury retiredhe refunding of outstanding higher-rate
both bill and coupon issues in roughlydebt. Borrowing slowed to a more mod-
equal measure. Offerings of inflation-est pace in the second quarter, as yields
indexed securities have remained aon long-dated municipal bonds moved
important part of the Treasury’'s over-up, but by less than those on comparable
all borrowing program: Since the Treasury securities. The credit quality of
beginning of fiscal 1999, the Treasurymunicipal securities improved further
has sold nearly $31 billion of suchover the first half of the year, with more
securities. issues being upgraded than downgraded.

State and Local Governments External Sector

The fiscal condition of state an_d Iocal_.l.rade and the Current Account
governments has remained quite posi-

tive as well. Revenues have beermhe current account deficit reached
boosted by increases in tax collection$274 billion at an annual rate in the first
due to strong growth of private-sectorquarter of 1999, a bit more than 3 per-
incomes and expenditures—increasesent of GDP, compared with $221 bil-
that were enough to offset an ongoindion and 2/2 percent of GDP for 1998. A
trend of tax cuts. Meanwhile, outlayswidening of the deficit on trade in goods
have continued to be restrained. In alland services, to $215 billion at an annual
at the state level, fiscal 1999 looks tarate in the first quarter from $173 billion
have been the seventh consecutive year the fourth quarter of 1998, accounted
of improving fiscal positions; of the for the deterioration in the current
forty-six states whose fiscal years endedccount balance. Data for April and May
on June 30, all appear to have run surindicate that the trade deficit increased
pluses in their general funds. further in the second quarter.

Real expenditures for consumption The quantity of imports of goods and
and gross investment by states andervices again grew vigorously in the
localities, which had been rising onlyfirst quarter. The annual rate of growth
moderately through most of 1998,of imports, at 13> percent, continued
jumped at a 74 percent annual rate inthe rapid pace seen over 1998 and
the first quarter of this year. Thisreflected the strength of U.S. domestic
increase was driven by a surge in condemand and the effects of past dollar
struction expenditures that was helpedppreciation. Imports of consumer
along by unseasonably favorablegoods, automotive products, computers,
weather, and spending data for April andand semiconductors were particularly
May suggest that much of this rise inrobust. Preliminary data for April and
construction spending was offset in theMay suggest that real import growth
second quarter. As for employmentremained strong, as nominal imports
state and local governments added job®se steadily and non-oil import prices
over the first half of the year at about theposted a moderate decline.
same pace as they did last year. The volume of exports of goods and

Debt of state and local governmentsservices declined at an annual rate of
expanded at a¥% percent rate in the 5 percentin the first quarter. The decline
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partially reversed the strong increase imoll employment increased about
the fourth quarter of last year. The weak200,000 per month on average,
ness of economic activity in a numbemwhich, although less rapid than the
of U.S. trading partners and the strengtl244,000 pace registered over 1998,
of the dollar damped demand for U.Sis faster than the growth of the working-
exports. Declines were registered in airage population. With the labor force
craft, machinery, industrial supplies, andarticipation rate remaining about flat
agricultural products. Exports to Asiaat just over 67 percent, the unemploy-
generally turned down in the first quar-ment rate edged down further from
ter from the elevated levels recordedan average of ¥% percent in 1998 to

in the fourth quarter, when they were4%s percent in the first half of this year—
boosted by record deliveries of aircrafthe lowest unemployment rate seen in
to the region. Preliminary data for April the United States in almost thirty years.
and May suggest that real exportd-urthermore, the pool of potential work-

advanced slightly. ers, including not just the unemployed
but also individuals who are out of the
Capital Account labor force but report that they want a

djob, declined late last year to the lowest
: ) share of the labor force since collection
States and U.S. direct investment abroagk i ase data began in 1970—and it has
re?altr_]ed [)oplf(st n thg f'(;St quarter,emained near that low this year. Not
refiecting brisk cross-border merger, urprisingly, businesses in many parts of
and_ acquisition activity. On b_alance, nethe country have perceived workers to
capital flows through direct investmenty . very short supply, as evidenced by

registered a modest outflow in the firs'thigh levels of help-wanted advertising
quarter compared with a huge net inflow,

; and surveys showing substantial diffi-
in the fourth quarter. Fourth-quarterCulties in filling job openings.
inflows were swollen by several large

. Employment gains in the private
mergers. Net foreign purchases of U.Sygice nroducing sector remained siz-
securities also continued to be quite siz

. able in the first six months of the year
able but again were well below the Y

extraordinary pace of the fourth quarterand more than accounted for the rise in
; X nonfarm payrolls over this period. Pay-
Most of the slowdown in the first quar- bay b y

X . rolls continued to rise briskly in the
ter is attributable o a reduced demangervices industry, with firms providing
for Treasury securities on the part ofy,qiness services (such as help supply
private investors abroad. But capitalye yices and computer services) adding

inflows from foreign official sources ; ; ; ;
also slowed in the first quarter. U.S. resiJObS especially rapidly. Job gains were

dent t sold forei i >quite sizable in retail trade as well.
€ntS On net sold Toreign SeCUrities INaivpin the service-producing sector,
the first quarter, but at a slower rate th

. ; arEmly the finance, insurance, and real
in the previous quarter. estate industry has slowed the pace of
net hiring from last year’s rate, reflect-
The Labor Market ing, in part, a slower_ rate of job gains in
the mortgage banking industry as the
refinancing wave has ebbed.

Within the goods-producing sector,
Labor demand remained very stronghe boom in construction activity pushed
during the first half of 1999. Pay- payrolls in that industry higher in

Foreign direct investment in the Unite

Employment and Labor Supply
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the first six months of this year. Butno further slowing, of wage growth:
in manufacturing, where employmentThis series was up at abioa 4 percent
began declining more than a year ago iannual rate over the first six months of
the wake of a drop in export demandthis year, about the same as the increase
payrolls continued to fall in the first half over 1998. Growth in the benefits com-
of 1999; in all, nearly half a million ponent of the ECI slowed somewhat
factory jobs have been shed since Marchs well in the year ended in March, to a
1998. Despite these job losses, manufa@ys percent increase. However, employ-
turing output continued to rise in theers’ costs for health insurance are one
first half of this year, reflecting large component of benefits that has been ris-
gains in labor productivity. ing more rapidly of late. After showing
essentially no change from 1994 through
1996, the ECI for health insurance
accelerated to a33 percent pace over
Growth in hourly compensation, whichthe twelve months ended in March.
had been on an upward trend since A second measure of hourly
1995, appears to have leveled off andgompensation—the Bureau of Labor
by some measures, has slowed in th8tatistics’ measure of compensation
past year. According to the employmenper hour in the nonfarm business sec-
cost index (ECI), hourly compensationtor, which is derived from compensa-
costs increased 3 percent over the twelvigon information from the national
months ended in March, down fromaccounts—has been rising more rapidly
3Y2 percent over the preceding twelvethan the ECI in the past few years
month period. Part of both the earlierand has also decelerated less so far this
acceleration and more recent decelergrear. Nonfarm compensation per hour
tion in the ECI apparently reflectedincreased 4 percent over the four quar-
swings in commissions, bonuses, anters ended in the first quarter of 1999,
other types of “variable” compensation, 1 percentage point more than the rise in
especially in the finance, insurance, anthe ECI over this period. One reason
real estate industry. But in addition, parthese two compensation measures may
of the recent deceleration probablydiverge is that the ECI does not capture
reflects the influence of restrained priceertain forms of compensation, such as
inflation in tempering nominal wage stock options and hiring, retention, and
increases. Although down from earlierreferral bonuses, whereas nonfarm com-
increases, the 3 percent rise in the EQbensation per hour does measure these
over the twelve months ended in Marctpayment$. Although the two compensa-
was well above the rise in prices ovettion measures differ in numerous other
this period and therefore was enough toespects as well, the series’ divergence
generate solid gains in workers’ realmay lend support to anecdotal evidence
pay. that these alternative forms of compen-
The deceleration in the ECI throughsation have been increasing especially
March has been most pronounced in theapidly in recent years. However,
wages and salaries component, whose
twelve-month change slowe#s per- ——
centage point from a year earlier. More 3. However, nonfarm compensation per hour
captures the gains from the actuexercise of

recently, data on average hourly eamétock options, whereas for analyzing compensa-

ings of prOdUCt.ion or nonS.UperVisorytion trends, one might prefer to measure the value
workers may point to a leveling off, but of the options at the time they ageanted

Labor Costs and Productivity
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because nonfarm compensation per houm business investment and the accompa-
can be revised substantially, one mustying introduction of newer technolo-
be cautious in putting much weight ongies that have occurred over the past
the most recent quarterly figures fromseveral years.
this series. Even these impressive gains in labor
Rapid productivity growth has madeproductivity may not have kept up fully
it possible to sustain these increases iwith increases in firms’ real compensa-
workers’ compensation without placingtion costs of late. Over the past two
great pressure on businesses’ costgears, real compensation, measured by
Labor productivity in the nonfarm busi- the ECI relative to the price of nonfarm
ness sector posted another sizable gabusiness output, has increased the same
in the first quarter of 1999, and thehefty 2> percent per year as labor pro-
increase over the four quarters endeductivity; however, measured instead
in the first quarter of 1999 was/2per- using nonfarm compensation per hour,
cent. Indeed, productivity has increasedeal compensation has increased some-
at a 2 percent pace since 1995—welvhat more than productivity over this
above the trend of roughly 1 percent peperiod, implying a rising share of com-
year that had prevailed over the prepensation in total national income. A
ceding two decadesThis recent pro- persistent period of real compensation
ductivity performance is all the moreincreases in excess of productivity
impressive given that businesses argrowth would reduce firms’ capacity
reported to have had to divert considerto absorb further wage gains without
able resources toward avoiding comsputting upward pressure on prices.
puter problems associated with the cen-
tury date change, and given as well that
businesses may have had to hire lesgrices
skilled workers than were available ear-
lier in the expansion when the pool ofPrice inflation moved up in early
potential workers was not so shallow.1999 from a level in 1998 that was
Part of the strength in productivity depressed by a transitory drop in energy
growth over the past few years mayand other commodity prices. After
have been a cyclical response to thécreasing only about percent over
rapid growth of output over this period. 1998, the consumer price index rose at
But productivity may also be reapinga 2/4 percent annual rate over the first
a more persistent payoff from the boonsix months of this year, driven by a
sharp turnaround in prices of gasoline
and heating oil. However, the so-called
4. About ¥4 percentage point of the improve- “core” CPI, which excludes food and
ment in productivity growth since 1995 can beenergy items, rose at an annual rate of
attributed to changes in price measurement. Th5n|y 1.6 percent over this period—a

measure of real output underlying the productivity .
figures since 1995 is deflated using CPI compo_—somewhat smaller increase than that re_g-
nents that have been constructed using #stered over 1998 once adjustment is
geometric-means formula; these components tenchade for the effects of changes in CPI

to rise less rapidly than the CPl components thaﬁnethodology: According to a new re-
had been used in the output and productivity dat :
before 1995. These smaller CPI increases transla%earch series from the Bureau of Labor

into more rapid growth of output and productivity tatiSt_iCS (BLS), the core CPI would
in the later period. have increased 2.2 percent over 1998
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had 1999 methods been in place in thaBRC survey, the median of one year-
years ahead inflation expectations, which was
The moderation of the core CPI inabout 22 percent late last year, aver-
recent years has reflected a variety ofiged 24 percent in the first half of this
factors that have helped hold inflation inyear.
check despite what has been by all The quiescence of inflation expecta-
accounts a very tight labor market. Pricdions, at least through the early part of
increases have been damped by substatis year, in turn may have come in part
tial growth in manufacturing capacity, from the downward movement in over-
which has held plant utilization ratesall inflation last year resulting from
in most industries at moderate (and irdeclines in prices of imports and of oll
some cases subpar) levels, thereby reimnd other commodities. These price
forcing competitive pressures in productleclines have not been repeated more
markets. Furthermore, rapid productivrecently. This year's rise in energy
ity growth helped hold increases in unitprices is the clearest example, but com-
labor costs to low levels even as commodity prices more generally have been
pensation growth was picking up lastturning up of late. The Journal of Com-
year. The rise in compensation itself hasnerce industrial price index has moved
been constrained by moderate expectayp about 6 percent so far this year after
tions of inflation, which have been rela-having declined about 10 percent last
tively stable. According to the Michigan year, with especially large increases
- posted for prices of lumber, plywood,
5. The most important change this year was theind steel. These price movements are
in"OdUCttiO” of the ?ssovr‘v‘l‘fg'rfnr::;”; Jﬁggg'&l‘: tarting to be seen at later stages of
?t‘gr%]rig?ezgrrig:s ?‘IL'lr?e Laspeyres formula (:ontinue(:groce'SS'n_g as Wel_l: The pro_ducer price
to be used in constructing higher-level aggreJndeX for intermediate materials exclud-
gates.) Although these geometric-means CPIing food and energy, which gradually
Werefi?ﬁ{;’digfdt ri]gt% tthe ngggf;tgglhoggeir?eia;#-declined about 2 percent over the fifteen
2)%grimen){al ’basis goigng back several yearasPrIonths throth February 1999, retraced
allowing them to be built into the national income about half of that decrease by June.
and product accounts back to 1995. Furthermore, non-oil import prices,

Alternative Measures of Price Change
Percent, annual rate

1996:Q4 1997:Q4 1998:Q4
Price measure to to to
1997:Q4 1998:Q4 1999:Q1
Fixed-weight
Consumer price index. ........................ . 1.9 15 15
Excluding food and energy................... . 2.2 2.4 1.6
Chain-type
Gross domestic product........................ . 1.7 9 1.6
Gross domestic purchases..................... . 1.3 A4 12
Personal consumption expenditures. ........... 15 7 1.2
Excluding food and energy................... . 1.6 1.2 1.3

Note. A fixed-weight index uses quantity weights age of two fixed-weight indexes and allows the weights
from the base year to aggregate prices from each distinéd change each year. Changes are based on quarterly
item category. A chain-type index is the geometric aver-averages.
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although continuing to fall this year, spring reflected movements in the price
have moved down at a slower rate thawof crude oil. The spot price of West
that of the past couple of years when th@exas intermediate (WTI) crude oll,
dollar was rising sharply in foreign which had stood at about $20 per barrel
exchange markets. Non-oil import priceghrough most of 1997, dropped sharply
declined at a ¥ percent annual rate over 1998 and reached $11 per barrel by
over the first half of 1999, after havingthe end of the year, reflecting in part a
fallen & a 3 percent rate, on averageweakening in demand for oil from the
over 1997 and 1998. distressed Asian nations and increases
Some other broad measures of prices supply from Iraq and other countries.
also showed evidence of acceleratioBut oil prices jumped this year as the
early this year. The chain-type priceOPEC nations agreed on production
index for GDP—which covers prices ofrestraints aimed at firming prices, and
all goods and services produced in théhe WTI spot price reached $18 per
United States—rose at about &JIper- barrel in April and has moved still
cent annual rate in the first quarter, ughigher more recently. As a result, gaso-
from an increase of about 1 percent ladine prices, which dropped 15 percent
year. A portion of this accelerationover 1998, reversed almost all of that
reflected movements in the chain-typelecline over the first six months of
price index for personal consumptionthis year. Prices of heating fuel also
expenditures (PCE) that differed fromrebounded after dropping in 1998. In all,
movements in the CPI. the CPI for energy rose at a 10 percent
Although the components of the CPlannual rate over the December-to-June
are key inputs into the PCE price indexperiod.
the two price measures differ in a vari- Consumer food prices increased mod-
ety of respects: They use different aggreerately over the first six months of the
gation formulas; the weights are derived/ear, rising at a ¥4 percent annual rate.
from different sources; the PCE measur®espite the upturn in commodity prices
does not utilize all components of thegenerally, farm prices have remained
CPI; and the PCE measure is broadeguite low and have helped to hold down
in scope, including not just the out-of-food price increases. Spot prices of
pocket expenditures by households thatheat, soybeans, and sugar have moved
are captured by the CPI, but also thelown further this year from already
portion of expenditures on items such aslepressed levels at the end of 1998, and
medical care and education that are paidrices of corn and coffee have remained
by insurers or governments, consumplow as well.
tion of items such as banks’ checking The CPI for goods other than food
services that are provided withoutand energy declined at about¥a per-
explicit charge, and expenditures madeent annual rate over the first six months
by nonprofit institutions. Although PCE of 1999, after having risen¥k percent
prices typically rise a bit less rapidly over 1998. The 1998 increase reflected a
than the CPI, the PCE price measursharp rise in tobacco prices in December
was unusually restrained relative to theassociated with the settlement of litiga-
CPI in the few years through 1998,tion between the tobacco companies and
reflecting a combination of the abovethe states; excluding tobacco, the CPI
factors. for core goods was about flat last year.
Last year’s sharp drop in retail energyThe decline in the first half of this year
prices and the subsequent rebound thisas concentrated in durable goods,
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where prices softened for a wide rangerivate debt instruments in volume,
of items, including motor vehicles. Theas their yields evidently rose relative
CPI for non-energy services increasedb depository funding costs. As finan-
about 22 percent at an annual rate incial stresses unwound, securitization
the first half, down a little from the resumed, business borrowers returned to
increase over 1998. Increases in the CRlecurities markets, and net purchases
for rent of shelter have slowed thus farf securities slowed. From the fourth
in 1999, rising at a % percent annual quarter of 1998 through June, bank
rate versus aa percent rise last year. credit rose fa 3 percent annualized
However, airfares and prices of medicapace, after adjusting for the estimated
services have been rising more rapidleffects of mark-to-market accounting
so far this year. rules.

Debt and the Monetary AggregatesMonetary Aggregates

The growth of M3, the broadest mone-
tary aggregate, slowed appreciably over
The total debt of the U.S. householdthe first half of 1999. M3 expanded at a
government, and nonfinancial businesé percent annual pace from the fourth
sectors increased at alioa 6 percent quarter of 1998 through June of this
annual rate from the fourth quarter ofyear, placing this aggregate at the top
1998 through May, a little above theof the 2 percent to 6 percent price-
midpoint of its growth range of 3 per- stability growth range set by the FOMC
cent to 7 percent. Nonfederal debftits February meeting. With depository
expanded briskly at abowa 9 percent credit growing modestly, depository
annual pace, in association with contininstitutions trimmed the managed liabili-
ued strong private domestic spending oties included in M3, such as large time
consumer durable goods, housing, andeposits. Growth of institutional money
business investment. By contrast, fedmarket mutual funds also moderated
eral debt contracted a 3 percent annual from its rapid pace in 1998. Rates on
rate, as budget surpluses reined in fednoney market funds tend to lag the
eral government financing needs. movements in market rates because the
Credit extended by depository institu-average rate of return on the portfolio
tions slumped over the first half of of securities held by the fund changes
1999, after having expanded quitemore slowly than market rates. In the
briskly in 1998. A fair-sized portion of fall, rates on institutional money market
the expansion in 1998 came in the fourtliunds did not decline as fast as market
quarter and stemmed from the turmoirates after the Federal Reserve eased
in financial markets. In that turbulentmonetary policy, and the growth of these
environment, depository institutionsfunds soared. As rates on these funds
postponed securitization of mortgagesmoved back into alignment with market
and businesses shifted their fundingates this year, growth of these funds
demand from securities markets tcebbed.
depository institutions, where borrow- M2 advanced at a% percent annual
ing costs in some cases were governecgite from the fourth quarter of 1998
by pre-existing lending commitments.through June. M2 growth had been
Depository institutions also acquiredelevated in late 1998 by unsettled finan-
mortgage-backed securities and otherial conditions, which raised the demand

Debt and Depository Intermediation
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Growth of Money and Debt velocity—the ratio of nominal income
Percent to M2—was at a slower rate than in
- 1998. The decline this year reflected in
. D°n’2§_5“° part a continuing lagged response to the
Period ML | M2 | M3 lgnancial  policy easing in the fall; however, the
debt  drop in M2 velocity was again larger
Annuak than predicted on the basis of the his-
1989 ... 6 52 4l 75 torical relationship between the velocity
1990 e 4z 4 = " of M2 and the opportunity costs of hold-
1991 .......... 80 31 12 45 — i
190 e 20 8 L2 A ing M2—measured as the difference
1993 ... ... 106 1.3 10 4.9 between the rate on three-month Trea-
1994 .......... 25 .6 1.7 4.9 i
Togs 8 36 6l o4 sury bills and the average return on M2
assets. The reasons for the decline of
looy 113 &8 88 as M2 velocity this year are not clear; the
1998 ... 18 85 109 6.1 drop extends a trend in velocity evident
Quarterly since mid-1997 and may in part owe to
(annual ratef households’ efforts to allocate some
1999:Q1........ 2.8 7.2 7.3 5.9 . .
82 _______ 34 57 50 na. wealth to the assets included in M2,
v such as deposits and money market
‘ear-to-daté
1999 .......... 20 6.2 6.0 6.1 mutual fund shares, after several years

of substantial gains in equity prices that

Note. M1 consists of currency, travelers checks, H H
demand deposits, and other checkable deposits. M2 corqreatly raised the share of wealth held in

sists of M1 plus savings deposits (including money mar€0Uities.

ket deposit accounts), small-denomination time deposits, M1 increased wa 2 percent annual-

and balances in retail money market funds. M3 consist
of M2 plus large-denomination time deposits, balances ijzed pace from the fourth quarter of

institutional money market funds, RP liabilities (over- 1998 through June, in line with its

night and term), and Eurodollars (overnight and term)qdyvance in 1998. The currency compo-
Debt consists of the outstanding credit market debt of the ;

U.S. government, state and local governments, housd1e€Nt of M1 eXpanded quite rapidIY- The
holds and nonprofit organizations, nonfinancial busi-strength appeared to stem from domes-
nesses, and farms. . tic, rather than foreign, demand, perhaps
. verage for fourth quarter of preceding year to . . .
average for fourth quarter of year indicated. reflecting vigorous consumer spending,
2. From average for preceding quarter to average foa|th0ugh currency growth was more
qu;rt'e:rnl)r;:ilgigargée for fourth quarter of 1998 to averr:lgé'_()bu_St than mlght be eXpec_ted_ for the
for June (May in the case of domestic nonfinancial debt)fiS€ in spending. The deposits in M1—
n.a. Notavailable. demand deposits and other checkable
deposits—contracted further, as retail
for liquid money balances, and by thesweep programs continued to be intro-
easing of monetary policy, whichduced. These programs, which first
reduced the opportunity costs of holdingoegan in 1994, shift funds from a
the assets included in the monetarglepositor's checking account, which
aggregates. M2 growth moderated oveis subject to reserve requirements, to a
the first half of 1999, as the heightenedpecial-purpose money market deposit
demand for money waned; in June thisccount, which is not. Funds are then
aggregate was above its 1 percent tehifted back to the checking account
5 percent price-stability growth range.when the depositor's account balance
The growth in M2 over the first half of falls below a given level. The depository
the year again outpaced that of nominahstitution benefits from a retail sweep
income, although the decline in M2program because the program cuts its



Monetary Policy Reports, July 85

reserve requirement and thus the amoumbature the next business day to better
of non-interest-bearing reserve balancealign daily supply with demand. None-
that it must hold at its Federal Reserveheless, required balances at the Federal
Bank. New sweep programs depresseldeserve could drop to levels at which
the growth of M1 by about % per- the volatility of the funds rate becomes
centage points over the first half ofpronounced. One way to address the
1999, somewhat less than in previouproblem of declining required balances
years because most of the depositorwould be to permit the Federal Reserve
institutions that would benefit from suchto pay interest on the reserve balances
programs had already implementedhat depository institutions hold. Paying
them. interest on reserve balances would
As a consequence of retail sweepeduce considerably the incentives of
programs, the balances that depositorgiepository institutions to develop
institutions are required to hold at thereserve-avoidance practices that may
Federal Reserve have fallen aboutomplicate the implementation of mone-
60 percent since 1994. This developtary policy.
ment has the potential to complicate
reserve management by the Federal : :
Reserve and depository institutions an(aHJ'S' Financial Markets
thus raise the volatility of the federal Yields on Treasury securities have risen
funds rate. It would do so by making thethis year in response to the ebbing of
demand for balances at the Federahe financial market strains of late
Reserve more variable and less predictt998, surprisingly strong economic
able. Before the introduction of sweepsactivity, concerns about the potential
the demand for balances was high antbr increasing inflation, and the conse-
stable because reserve balance requirguent anticipation of tighter monetary
ments were large, and the requirementgolicy. In January, yields on Treasury
were satisfied by the average of dailysecurities moved in a narrow range, as
balances held over a maintenancéngering safe-haven demands for dollar-
period. With sweep programs reducinglenominated assets, owing in part to the
required balances to low levels, deposidevaluation and subsequent floating of
tory institutions have found that theythe Brazilianreal, about offset the effect
target balances in excess of theion yields of stronger-than-expected eco-
required balances in order to gain suffinomic data. Over subsequent months,
cient protection against unanticipatechowever, yields on Treasury securities,
debits that could leave their account®specially at intermediate and long
overdrawn at the end of the day. Thismaturities, moved up substantially. The
payment-related demand for balancedemand for the safest and most liquid
varies more from day to day than theassets, which had pulled down Treasury
requirement-related demand. Thus faields in the fall, abated as the strength
the greater variation in the demand foiin economic activity and favorable earn-
balances has not made the federal fundegs reports engendered optimism about
rate appreciably more volatile, in partthe financial condition of private bor-
reflecting the successful efforts ofrowers and encouraged investors to buy
depository institutions and the Federaprivate securities. In addition, rising
Reserve to adapt to lower balances. Faommodity prices, tight labor markets,
its part, the Federal Reserve has corand robust economic activity led market
ducted more open market operations thatarticipants to conclude that monetary
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policy would need to be tightened, pernominal counterparts, in part because
haps in a series of steps. This viewthese securities were not perceived as
accentuated by the FOMC’s announcebeing as liquid as nominal Treasury
ment after its May meeting that it hadsecurities. Thus, as the safe-haven
adopted a directive tilted toward tighten-demand for nominal Treasury securities
ing policy, also boosted yields. Betweerunwound and nominal vyields rose,
the end of 1998 and mid-July, Treasuryields on inflation-indexed securities
yields added about 80 basis points talid not move up concomitantly. More-
110 basis points, on balance, with thever, these yields were held down by
larger increases in the intermediatssome improvement in the liquidity
maturities. The rise in Treasury billof the market for inflation-indexed
rates, anchored by the modest upwardecurities, as suggested by reports of
move in the FOMC'’s target federalnarrower bid—asked spreads, which pro-
funds rate, was much less, abouvided additional impetus for investors
10 basis points to 40 basis points. to acquire these securities. Because of
The recovery in fixed-income mar-such considerations, the value of the
kets over the first half of the year wasyield spread between nominal and
evident in a number of indicators ofinflation-indexed Treasury securities as
market conditions. Market liquidity an indicator of inflation expectations is
was generally better, and volatility waslimited. Nonetheless, the widening of
lower. The relative demand for the mosthe spread this year may have reflected
liquid Treasury securities—the mostsome rise in inflation expectations.
recently auctioned security at each Equity prices have climbed this year.
maturity—was not so acute, and yielddViajor equity price indexes posted gains
on these securities were in somewhatf 10 percent to 31 percent, on balance,
closer alignment with yields on issuesbetween the end of 1998 and July 16,
that had been outstanding longer. Dealwhen most of them established record
ers were more willing to put capital athighs. The lift to prices from stronger-
risk to make markets, and bid—askedhan-anticipated economic activity and
spreads in Treasury securities narrowedorporate profits apparently has offset
somewhat, though, in June they wergehe damping effect of rising bond
still a bit wider than had been typical.yields. Prices of technology issues, espe-
Market expectations of asset price volaeially Internet stocks, have risen consid-
tility, as reflected in prices on Treasuryerably on net, despite some wide swings
bond options contracts, receded on bain sentiment. Share prices of firms
ance. The implied volatility of bond producing primary commodities, which
prices dropped off until April and then tumbled in the fall, rebounded to post
turned back up, as uncertainty about th&arge price gains, perhaps because of the
timing and extent of a possible tighten-firming of commaodity prices amid per-
ing of monetary policy increased. ceptions that Asian economies were
Yields on inflation-indexed Treasuryimproving. Consensus estimates of earn-
securities have only edged up this yeaings over the coming twelve months
and the spreads between yields on nomkave strengthened, but in June the ratio
nal Treasury securities and those owf these estimates to prices, as measured
comparable inflation-indexed securitiedy the S&P 500 index, was near the
have widened considerably. Yields orrecord low established in May. Mean-
inflation-indexed securities did notwhile, real interest rates, measured as
decline in late 1998 like those of theirthe difference between the yield on
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the nominal ten-year Treasury note an@ral Reserve’s May 1999 Senior Loan
a survey-based measure of inflatiorOfficer Opinion Survey, a substantial
expectations, moved up. Consequentlynajority of the respondent banks have
the risk premium for holding equities largely completed year 2000 prepared-
remained quite small by historicalness reviews of their material custom-
standards. ers. Most banks reported that only a
small portion of their customers have
not made satisfactory progress.
Year 2000 Preparedness Banks in the Federal Reserve’s sur-
The Federal Reserve and the bankingey reported little demand from their
system have largely completed preparelients for special contingency lines of
ing technical systems to ensure that thegredit related to the century date change,
will function at the century date changealthough many expect demand for such
and are taking steps to deal with potenlines to increase somewhat as the year
tial contingencies. The Federal Reservprogresses. Almost all domestic respon-
successfully completed testing all of itsdents reported that they are willing to
mission-critical computer systems forextend such credit lines, although in
year 2000 compliance, including itssome cases with tighter standards or
securities and funds transfer systems. Aerms.
a precaution to assure the public that
sufficient cash will be available in the .
event that demand for U.S. currenc;}ntematlmal Developments
rises in advance of the century datélobal economic prospects look consid-
change, the Federal Reserve wilerably brighter than they did only a few
increase considerably its inventory ofmonths ago. To an important degree,
currency by late 1999. In addition, thethis improvement owes to the rebound
Federal Reserve established a Centuip the Brazilian economy from the tur-
Date Change Special Liquidity Facility moil experienced in January and Febru-
to supply collateralized credit freely toary and to the fact that the fallout from
depository institutions at a modest penBrazil on other countries was much less
alty to market interest rates in thethan it might have been. The fear was
months surrounding the rollover. Thisthat the collapse of the Braziliareal
funding should help financially soundlast January would unleash a spiral of
depository institutions commit moreinflation and further devaluation and
confidently to supplying loans to otherlead to a default on government domes-
financial institutions and businesses itic debt, destabilizing financial markets
the closing months of 1999 and earlyand triggering an intensified flight of
months of 2000. capital from Brazil. In light of events
All depository institutions have beenfollowing the Russian debt moratorium
subject to special year 2000 examinaand collapse of the ruble last year, con-
tions by their banking supervisors tocern existed that a collapse of theal
ensure their readiness. Banks, in turmgould also have negative repercussions
have worked with their customers toin Latin America more broadly, and pos-
encourage year 2000 preparedness Ipibly even in global financial markets.
including a review of a customer’s year Developments in Brazil turned out
2000 preparedness in their underbetter than expected over the weeks after
writing or loan-review standards andthe floating of thereal in January.
documentation. According to the Fed-Between mid-January and early March,
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the real lost 45 percent of its value improve the government’s fiscal balance
against the dollar, reaching a low ofby about 1 percent of GDP. In May,
2.2 per dollar, but then started to recovethe rise in U.S. interest rates associated
after the Brazilian central bank raisedwith the anticipated tightening in the
the overnight interest rate from 39 perstance of U.S. monetary policy helped
cent to 45 percent and made clear thgiush Brady bond yield spreads up more
it gave a high priority to fighting infla- than 200 basis points. Although they
tion. By mid-May, thereal had strength- narrowed some in June, they widened
ened to 1.65 per dollar, even while theecently on concerns about Argentina’s
overnight rate had been cut, in stepsgeconomic situation.
from its March high. The overnight The Brazilian crisis did trigger
rate was reduced further, to 21 percentenewed financial stress throughout
by the end of June, but threal fell back Latin America, as domestic interest
only modestly and stood at aboutrates and Brady bond vyield spreads
1.80 per dollar in mid-July. Brazil's increased sharply in January from lev-
stock market also rose sharply and wasls that had already been elevated by
up by about 65 percent in the year tdhe Russian crisis. Nonetheless, these
date. increases were generally smaller than
Several favorable developments havéhose that had followed the Russian
worked to support theeal and equity crisis, and as developments in Brazil
prices over the past few months. Inflaproved more positive than expected,
tion has been lower than expected, witfiinancial conditions in the rest of the
consumer price inflation at an annuategion stabilized rapidly. Even so, the
rate of around 8 percent for the first halfcombination of elevated risk premiums
of the year. Greater-than-expected reand diminished access to international
GDP growth in the first quarter, thoughcredit markets, as well as sharp declines
attributable in part to temporary factors,jn the prices of commodity exports,
provided some evidence of a bottominghad significant consequences for GDP
out, and possible recovery, in economigrowth, which began to slow or turn
activity over the first part of this year. negative throughout the region in late
And in the fiscal arena, the governmenii998 and early 1999.
posted a primary surplus of more than Mexico appears to have experienced
4 percent of GDP in the first quarter—the least diminution in economic
well above the goal in the Internationalgrowth, likely because of its strong trade
Monetary Fund program. The positivelinks with the United States, where
turn of events has facilitated a return ofgrowth has been robust. A flattening in
the Brazilian government and private-Mexican GDP in the final quarter of
sector borrowers to international bondl998 has given way to renewed, but
markets, albeit on more restrictive termsnoderate, growth more recently, and the
than those of a year ago. Mexican peso has appreciated by about
Since the middle of May, however,5%2 percent relative to the dollar since
the road to recovery in Brazil hasthe start of the year. By contrast, eco-
become bumpier. The central governnomic activity in Argentina declined
ment posted a fiscal deficit in May thatsharply in the first quarter, in part
was bigger than had been expected. Ihecause of the devaluation and rela-
addition, court challenges have calledively weak economic activity in Brazil,
into question fiscal reforms enactedArgentina’s major trading partner.
earlier this year that were expected toMore recently the earlier recovery in
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Argentina’s financial markets appeargast year, with exchange rates stabiliz-
to have backtracked as concern hag and stock prices moving higher.
increased about the medium- to longFinancial conditions have been weakest
run viability of the currency peg to thein Indonesia, in large part a result of
dollar. Several countries in the regionpolitical uncertainty; but even so,
including Venezuela, Chile, and Colom-domestic interest rates have dropped
bia, also experienced sharp declines isharply, and the stock market has staged
output in the first quarter, stemming inan impressive rebound since April. The
part from earlier declines in oil and otherrecovery of economic activity in these
commodity prices. countries has been slower and less
In emerging Asia, signs of recoveryrobust than in Korea, possibly reflecting
in financial markets and in real activity slower progress in addressing structural
are visible in most of the countries thatweaknesses in the financial and corpo-
experienced financial crises in late 1997rate sectors. However, activity appears
However, the pace and extent of recovto have bottomed out and has recently
ery is uneven across countries. Thahown signs of starting to move up in
strongest recovery has been in Koreahese countries.
In 1998, the Korean won reversed nearly Financial markets in China and Hong
half of its sharp depreciation of lateKong experienced some turbulence at
1997. It has been little changed on balthe start of the year when Chinese
ance this year, as Korean monetanauthorities put the Guangdong Interna-
authorities have intervened to moderaté&onal Trust and Investment Corporation
its further appreciation. Korean stock(GITIC) into bankruptcy, leading to
prices have also staged an impressivating downgrades for some Chinese
recovery—moving up about 75 percenfinancial institutions, including the
so far in 1999. In the wake of its finan-major state commercial banks. The
cial crisis, output in Korea fell sharply, GITIC bankruptcy also raised concerns
with industrial production down aboutabout Hong Kong financial institutions,
15 percent by the middle of last yearwhich are heavy creditors to Chinese
Since then, however, production ha®ntities. These concerns contributed to a
bounced back. With the pace of thesubstantial increase in yield spreads
recovery accelerating this year, all ofbetween Hong Kong government debt
the post-crisis drop in production hasand U.S. Treasury securities and to a fall
been reversed. This turnaround reflects the Hong Kong stock market of about
both the improvement in Korea’s exter-15 percent. Spreads have narrowed
nal position, as the trade balance hasince, falling from about 330 basis
swung into substantial surplus, and th@oints on one-year debt in late January
government’s progress in addressingo about 80 basis points by mid-May,
the structural problems in the financialand have remained relatively stable
and corporate sectors that contributed teince then. Equity prices also rebounded
the crisis. sharply, rising nearly 50 percent
Financial markets in the Southeasbetween mid-February and early May.
Asian countries that experienced criseBespite sizable volatility in May and
in 1997 (Thailand, Singapore, MalaysiaJune, they are now roughly unchanged
Indonesia, and the Philippines) apparfrom early May levels.
ently were little affected by spillover In Japan, a few indicators suggest that
from Brazil's troubles earlier this yearrecovery from a prolonged recession
and have recovered on balance over thmay be occurring. Principally, first-
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quarter GDP growth at an annual rateddressing persistent problems in the
of 7.9 percent was recorded—the firsfinancial sector. In March the authorities
positive growth in six quarters. Thisinjected #- trillion yen of public funds
improvement reflects in part a shiftinto large financial institutions and
toward more stimulative fiscal andbegan to require increased provisioning
monetary policies. On the fiscal front,against bad loans as well as improved
the government announced a set of medinancial disclosure. Although much
sures at the end of last year that wereemains to be done, these actions appear
slated for implementation during 1999to have stabilized conditions, at least
and included permanent cuts in persondaemporarily, in the banking system, and
and corporate income taxes, varioushe premium on borrowing rates paid by
investment incentives, and increases iteading Japanese banks declined to zero
public expenditures. The large-scaléoy March.
fiscal expansion and concern about The yen strengthened in early Janu-
increases in the supply of governmenary, supported by the runup in long-
bonds caused bond yields to more thaterm Japanese interest rates, reaching
double late last year and early this yeambout 110 per dollar—its highest level
to a level of about 2 percent on thein more than two years. However, amid
ten-year bond. apparent intervention by the Japanese
In mid-February, primarily becauseauthorities, the yen retreated to a level
of concern about the prolonged weakabove 116 per dollar, and it remained
ness in economic activity and pro-near that level until the mid-February
nounced deflationary pressures but alseasing of monetary policy and the subse-
in response to the rising bond yieldsquent decline of interest rates when it
the Bank of Japan announced a redudepreciated to about 120 per dollar. In
tion in the target for the overnight mid-June, the Japanese authorities inter-
call-money rate and subsequentlyened in the foreign exchange market in
guided the rate to its present level ofan effort to limit appreciation of the yen
3 basis points by early March. Thisafter the surprisingly strong first-quarter
easing of monetary policy had a stimula-GDP release increased market enthusi-
tive effect on Japanese financial marasm for that currency. The authorities
kets, with the yield on the ten-yearnoted that a premature strengthening
government bond falling more thanof the yen was undesirable and would
75 basis points, to 1.25 percent byweigh adversely on economic recovery.
mid-May. More recently, the yield has In the other major industrial coun-
risen to about 1.8 percent, partially intries, the pace of economic growth this
response to the release of unexpectediyear has been mixed. Economic devel-
strong first-quarter GDP growth. Sup-opments in Canada have been quite
portive monetary conditions, coupledfavorable. GDP rose ¥ percent at an
with restructuring announcements fromannual rate in the first quarter after a
a number of large Japanese firms antburth-quarter gain of % percent, with
growing optimism about the economicproduction fueled by strong demand for
outlook, have fueled a rise in the NikkeiCanadian products from the United
from around 14,400 over the first twoStates. Core inflation remains low, near
months of the year to over 18,500 inthe lower end of the Bank of Canada’s
mid-July. target range of 1 percent to 3 percent,
The improved economic performancealthough overall inflation rose some in
in Japan also reflects some progress ofpril and May. Oil prices and other
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commodity prices have risen, and théAsia and eastern Europe appears to have
current account deficit has narrowedifted a bit in the past few months,
considerably. These factors have helpedlthough the signs of a pickup in growth
the Canadian dollar appreciate relativavere both tentative and uneven across
to the U.S. dollar by about 4 percent thighe euro area. In Germany, industrial
year and have facilitated a cut in shortproduction was higher in April and May
term interest rates of 50 basis points byhan in the preceding two months, and
the Bank of Canada. Along with rising export orders were markedly higher in
long-term interest rates elsewhere, longhose months than they had been at any
rates have increased in Canada by abotitme since the spring of 1998. But in
30 basis points over the course of this-rance, which had been the strongest of
year. Even so, equity prices have risetthe three largest euro-area economies
about 12 percent since the start of thén 1998, GDP growth was a meager
yeatr, although the rise in long-term rated¥s percent at an annual rate in the
has undercut some of the momentum ifirst quarter, and industrial production
the stock market. slipped in April.

In the United Kingdom, output was On average in the euro area, inflation
flat in the first quarter, coming off a has remained quite tame, even as rising
year in which GDP growth had alreadyoil prices, a declining euro, and, at least
slowed markedly. However, the effectsn Germany, an acceleration in wage
of aggressive interest rate reductionsates have raised inflationary pressures
undertaken by the Bank of England inthis year. The low average rate of infla-
late 1998 and earlier this year appeation as well as the still sluggish pace
to have emerged in the second quarteqf real activity in some of the euro-area
with gains in industrial production, retail countries led the European Central Bank
sales volume, and business confidencé lower the overnight policy rate by
Inflationary pressures have been welb0 basis points in April, on top of cuts
contained, benefiting in part from thein short-term policy rates made by the
continued strength in sterling; the Banknational central banks late last year that,
of England cut interest rates, mosbn average, were worth about 60 basis
recently in June, to reduce the likelihoodpoints.
of inflation undershooting its target of Notwithstanding the easing of the
2¥> percent. Consistent with expectapolicy stance, long-term government
tions of an upturn in growth, equity bond yields have risen substantially
prices have risen more than 15 percenfrom their January lows in the largest
and long-term bond yields have climbedeconomies of the euro area. Ten-year
nearly 80 basis points since the end ofates spiked in early March along with
last year. U.S. rates, fell back some through mid-

First-quarter growth in the EuropeanMay, and then resumed an upward
countries that have adopted a commonourse around the time the FOMC
currency (euro area) regained somedopted a tightening bias in mid-May.
momentum from its slow pace in lateSince the middle of June, a relatively
1998 but was nevertheless below potersharp increase in yields has pushed them
tial, as production continued to react tao about 100 basis points above their
the decline in export orders registered/alues at the start of the year and has
over the course of 1998 and in earlynarrowed what had been a growing
1999. Still, the drag on overall produc-interest rate differential between U.S.
tion from weak export demand fromand European bonds. In addition to the
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pressure provided by the increase in U.$$1.16675. Trading in the euro opened
rates, the runup in European yieldon January 4, and after jumping on the
likely reflects the belief that short-termfirst trading day, its value has declined
rates have troughed, as the incipientelative to the dollar almost steadily
recovery in Asia not only reduces theand is now about 13 percent below its
drag on European exports but alsanitial value. The course of the euro—
attenuates deflationary pressures odollar exchange rate likely has reflected
European import prices. Concern abouin part the growing divergence in both
the fall in the exchange value of thethe cyclical positions and, until recently,
euro may also have contributed to adong-term bond vyields of the euro-
assessment that the next move in shorarea economies and the United States.
term rates would be up. Gains in equityConcerns about fiscal discipline in
prices so far this year—averaging aboultaly—the government raised its 1999
12Y¥> percent—are also suggestive ofieficit-to-GDP target from 2.0 percent
the belief that economic activity mayto 2.4 percent—and about progress on
be picking up, although the range instructural reforms in Germany and
share price movements is fairly broadFrance have also been cited as contribut-
even considering only the largest econoing to weakness in the euro, with the
mies: French equity prices have riserEuropean Central Bank recently charac-
about 20 percent, German prices are ugerizing national governments’ fiscal
13 percent, and Italian prices are uppolicy plans as “unambitious.”
only 5 percent. On balance the dollar has appreciated
The new European currency, themore than % percent against an index
euro, came into operation at the starbf the major currencies since the end of
of the year, marking the beginning oflast year, owing mainly to its strengthen-
Stage Three of European Economic anthg relative to the euro. Nevertheless, it
Monetary Union. The rates of exchangeemains below its recent peak in August
between the euro and the currencies aif last year when the Russian debt mora-
the eleven countries adopting the eurdorium and subsequent financial market
were set on December 31; based oturmoil sent the dollar on a two-month
these rates, the value of the euro adownward slide. .
the moment of its creation was



	Monetary Policy and Economic Developments
	Monetary Policy and the Economy in 1999
	Economic and Financial Developments in 1999
	The Household Sector
	The Business Sector
	The Government Sector
	The External Sector
	Trade and the Current Account
	Capital Account

	The Labor Market
	Prices
	U.S. Financial Markets
	Interest Rates
	Equity Prices

	Debt and the Monetary Aggregates
	Debt and Depository Intermediation
	The Monetary Aggregates

	International Developments
	Foreign Exchange Operations

	Monetary Policy Reports to the Congress
	Report on February 23, 1999
	Monetary Policy and the Economic Outlook
	Monetary Policy, Financial Markets, and the Economy over 1998 and Early 1999
	Economic Projections for 1999
	Money and Debt Ranges for 1999

	Economic and Financial Developments in 1998 and Early 1999
	The Household Sector
	The Business Sector
	The Government Sector
	The External Sector
	Trade and the Current Account
	Capital Flows

	The Labor Market
	Prices
	U.S. Financial Markets
	Interest Rates
	Equity Prices

	Debt and the Monetary Aggregates
	Debt and Depository Intermediation
	The Monetary Aggregates

	International Developments


	Report on July 22, 1999
	Monetary Policy and the Economic Outlook
	Monetary Policy, Financial Markets, and the Economy over the First Half of 1999
	Economic Projections for 1999 and 2000
	Money and Debt Ranges for 1999 and 2000

	Economic and Financial Development in 1999
	The Household Sector
	Consumer Spending
	Residential Investment
	Household Finance

	The Business Sector
	Fixed Investment
	Inventory Investment
	Corporate Profits and Business Finance

	The Government Sector
	Federal Government
	State and Local Governments

	External Sector
	Trade and the Current Account
	Capital Account

	The Labor Market
	Employment and Labor Supply
	Labor Costs and Productivity

	Prices
	Debt and the Monetary Aggregates
	Debt and Depository Intermediation
	Monetary Aggregates

	U.S. Financial Markets
	Year 2000 Preparedness
	International Developments





