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CHAIRMAN GREENSPAN. Would somebody like to move the minutes for the October
5™ meeting?

VICE CHAIRMAN MCDONOUGH. So move.

CHAIRMAN GREENSPAN. Without objection. Peter Fisher.

MR. FISHER. Thank you, Mr. Chairman. I will be referring to the usual set of
charts and some additional materials that should be on the table in front of you. 1/

As usual, the top chart in the package shows the current 3-month deposit
rates implied by traded forward rate agreements. Looking at the top panel of the
first chart, you can see that in the United States forward rates continued to back
up after your last meeting and peaked with the release of the CPI on October 19™.
They have been declining since then, particularly on the release of third-quarter
GDP data and the ECI. Thus, 3-month expected rates for most of next year are
now at the same levels as they were just prior to the Committee’s meeting in
October

In Europe, forward rates have roughly the same pattern, but moved up to
twin peaks on the release of our CPI and the release of Euro area M3 data on
October 27"; they also have come off their peaks. Thus, despite a 50 basis point
rate increase on November 4™ by the ECB, expected 3-month rates in Europe for
next year are now at the same levels as in early October. It seems to me that what
has happened in Europe is that one or two rate increases that for some time had
been expected to occur in the first half of next year have been brought forward
into November of this year and nothing else has changed.

In Japan, despite interest in political circles in Bank of Japan policy
meetings, you can see from the bottom panel that forward rate expectations took
quite little notice of those meetings. However, there has been an updrift in the
current LIBOR 3-month rate, the black line in that panel. This appears to reflect
some increased tiering in yen money markets of the type we have seen in past
years but it is not yet anywhere nearly as severe. It also suggests, as I understand
from our traders, some shifting back and forth in views about who will and who
won’t be lending money over the end of the year, causing changes in expected
rates for the turn of the year in Japan.

Turning to the second page, the top panel shows 10-year yields in the United
States, the United Kingdom, and Germany. On the left side--the little numbers

'/ A copy of the material used by Mr. Fisher is appended to the transcript.
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there are basis points--are the 2- to 10-year spreads on July 1* and on the right
side are the 2- to 10-year spreads as of last Friday. What I enjoy about this chart
in particular, as it relates to what is of interest to me, is how little I understand
about what’s going on here. German and other Continental yields began to rally
just ahead of, but through the release of Euro area M3 data, which to all observers
were higher than expected. But the bond markets took off on a nice rally that
continued with the release of our GDP data and then continued through the 50
basis point ECB rate increase. Now, this has been explained different ways in
Europe. Most have focused on the idea that uncertainty about near-term ECB
intentions has been removed and a related perception that the ECB is now on
hold. Another theory is that the ECB has gained credibility by being pre-emptive
and is now ahead of the curve.

The first theory uncomfortably suggests to me that the uncertainty premia for
anticipated central bank actions have a larger positive basis point impact on long-
term rates than does an actual central bank rate increase. For the second argument
about credibility to hold water, Europe would have to be more sensitive to short-
term rates than to long-term, because otherwise the decline in long-term yields
would undermine the restraining influence of short-term rates. But throughout my
career and through current events, my colleagues in Europe have always told me
that Europe is more sensitive to long-term rates than those silly Anglo Saxon
economies that are so focused on short-term rates. So, I am not quite sure how
the credibility argument plays here either.

Looking at the United Kingdom, it’s intriguing how the 10-year gilt yield has
marched along with German and other Continental yields despite the fact that
these countries are at very different points in the economic cycle. To draw a point
on it, the 2- to 10-year spread in the UK is inverted to the tune of 85 basis points
while the German spread, as you can see, is positive from 2- to 10-years in the
amount of 115 basis points. Notwithstanding the economies being at different
points in the cycle, these yields are marching along rather in lock step. Maybe the
rally in gilts is what is pulling Continental yields lower.

Looking at U.S. yields, I’d just note that with 2- to 10-year spreads having
narrowed from 26 basis points on July 1* to 15 basis points last Friday--and I
think to 12 basis points this morning--one might understand that there are few if
any voices in our bond market who are prepared to join the “bubble-ologists” in
proclaiming that the Fed is behind the curve.

Looking down the page, the next three panels depict yield spreads of various
instruments over U.S. Treasuries. In the first of these three panels you can see
that the emerging market index spreads to U.S. Treasuries have been narrowing
consistently since last summer’s highs; and they have narrowed by an additional
150 basis points since the October release of the CPI. In the next panel you can
see that the spread of the Merrill Lynch high yield index, or junk bond index, to
Treasuries has been relatively stable but has widened recently, moving in just the
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opposite direction of the emerging market spreads. Market talk is focused on an
explicit shift of funds out of U.S. high-yield instruments into emerging market
high-yield instruments and also on increased sensitivity to rising default rates in
domestic high-yield markets. Finally, in the last panel you can see that spreads on
10-year swaps and the Fannie Mae benchmark have come off their recent highs of
last summer and returned more or less to the levels of early July. And corporate
spreads are off their highs, but are still just a tad wider than in July.

Turning to the third page and year-end funding markets, this chart shows the
three components of the current butterfly. That is, it depicts the November,
December, and January LIBOR 1-month contracts. As you can see, the decline in
the December contract from late October to mid-November has been noticeable.
That seems to reflect at least a couple of things coming together. First, in an
exaggerated way the December contract follows the same pattern as the
November and January contracts, I think reflecting the ebb and flow of
expectations for rate action by the Committee, particularly following the release
of the GDP and ECI data. However, it also seemed to get quite an impact from
our third round of auctions of options on November 3 and particularly from our
announcement on November 4" that the Desk would hold four more rather than
only two more auctions.

Turning to the next page, let me go over the details of each of the auctions
we’ve held. The vertical columns give you for each of the three strips the actual
auction amounts, the total propositions, the bid-to-cover ratio, the awards we gave
out or the stop-out rates on a Dutch auction, and the high and low bids. Having
told the dealers we would try to meet demand for these options, we felt a need to
respond to the high bid-to-cover ratios of the first two auctions. In all cases these
were at rather elevated levels: 4to 1,4.7to 1, 6.4 to 1, etc. So we raised the
amount sharply for the third auction, doubling the amounts for both the turn of the
year strip and for the January strip.

While the bid-to-cover ratio came down in the third auction, the stop-out
rates and thus the Dutch awards came in quite high. You can see that in the
awards column in the third entry in each panel: 11 basis points, 16 basis points,
and 11.5 basis points. So, after the third auction we left the amount for the turn of
the year strip constant at $50 billion but raised the amounts for the surrounding
strips. We also announced that we would hold at least four more auctions for a
total of seven, rather than just two more for a total of five.

We think this helped calm the dealers and their customers considerably,
as reflected both in the December LIBOR contract and in the much reduced stop-
out rates for the fourth auction. We’ve reduced the amounts for the fifth auction
to be held tomorrow for each of the three strips to $15, $30, and $20 billion and,
obviously, we will see how the subsequent auctions go.
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Looking forward, as I’ve mentioned previously, I would consider this
operation a complete success if none of these options is exercised. The
motivating principle still seems valid to me that the more we sell, the less likely it
is that they will be exercised. But there still is a risk that they will be exercised.
If relatively small amounts are exercised on any one day for reasons specific to an
individual firm--its own funding position or its own collection of collateral--we
should be able to drain sufficient reserves to manage the impact on the funds rate
that day through our own matched-sales operations. But if all, or even substantial
amounts, are exercised on any day it is harder to anticipate the impact on the
funds rate. Any shock sufficient to cause a large-scale exercise of these options
can also be expected to have a profound impact on the funds rate and on other
short-term market interest rates. So, it is hard to know in advance with any clarity
what it is we would be doing vis-a-vis that day’s funds rate. In any event, if such
an exogenous shock were to happen, we would likely be trying to drain reserves
not to manage that day’s funds rate, but to try to moderate the impact on
cumulative excess reserves for the period--the impact over the rest of the period.
But that is obviously something we’ll have to decide on a case-by-case basis.

Turning to the next page and our more traditional open market operations,
the top panel depicts various forecast scenarios involving a cumulative reserve
drain from currency in circulation. Reserve needs have continued to grow
recently--reflecting, it seems to us, typical seasonal growth in currency in
circulation and the strong demand from banks for increased vault cash in
anticipation of Y2K-related demands of the public. Shown in the bottom dotted
line of this panel is the New York staff’s previous “low” projection for currency
in circulation. We called that a base-case scenario in which we imagined there
would be no Y2K impact. The higher dashed line is what we called a “high”
forecast--not a worst case scenario but just a strong Y2K effect. The two solid
lines reflect how we’ve revised up both of those forecasts because the actual
levels have come in more or less right on track with our high, but not worst case,
forecast. So, we’ve revised up our low forecast for currency by almost $20 billion
for the turn of the year, based on the experience we’ve seen through mid-
November.

In the bottom panel is a chart depicting the pricing of our long-term RPs. Let
me give you a little background on that before I describe the chart. We have
conducted five long-term tri-party RPs that run through the turn of the year,
totaling about $27 billion. We have done more than 20 overnight and short-term
tri-party RPs. In each of these RPs we have separately priced U.S. Treasury
securities, agency debt, and mortgage-backed collateral and have carefully tried to
maintain a consistent relationship between our sense of current market rates for
each type of collateral and our stop-out rates, consciously choosing not to violate
the existing spreads.

What is depicted in this chart is the cumulative propositions we’ve received
on all five of these long-term--through the year-end--RPs. The vertical axis is the
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dollar value expressed in millions; therefore, the top amount is $55 billion of
collateral propositions. Across the horizontal axis is the deviation of the rates
given us from our sense of where market rates were for each type of collateral.
So, the lower left corner represents 4 basis points above where we think market
rates are and, moving across that axis, the progression goes to 44 basis points
below our sense of market rates.

In the table at the bottom is listed the collateral we accepted--about $13.7
billion of Treasuries, $2.2 billion of agency debt, and $10.5 billion of mortgage-
backed collateral. On average, our stop-out rate has been about 4 basis points
below our sense of where market rates were. Now, some observers in the markets
have been disturbed about the quantity of Treasury collateral we have taken off
the market--$13 billion--through our year-end operations. I felt pretty strongly
that we should not be disturbing the existing spread relationships unless we made
a very conscious decision to do that. So we have been trying to take collateral as
the dealers have priced it. And the fact of the matter is that the dealers have
shown us very lackluster--and they will concede greedy--pricing, particularly on
agency debt and to some extent on mortgage-backed collateral. They have been
more aggressive in pricing the Treasury collateral to us. We will continue to be
disciplined about this. At some point the time may come when in order to calm
widening spreads we might intentionally change our behavior and take
disproportionate amounts of agency and mortgage-backed collateral. My sense at
this point is that we would probably do that by simply reverting to one pricing. In
that case the three types of collateral would all be given to us in one set of
propositions, which would automatically advantage the higher yielding collateral.
But so far we’ve taken the spreads as we have found them rather than taking on
the job of setting the spreads ourselves.

Finally, on the last page you can see that in the period since your last
meeting the fed funds rate has traded slightly on the soft side except in the last
couple of days, even though daily volatility has been relatively contained. For my
taste, there appear to be too many unsatisfying explanations for this softness
rather than any single persuasive one. Many have focused on our novel long-term
operations and the general perception that we will be generous about year-end
funding, but that doesn’t quite get me far enough to explain the softness in the
first two maintenance periods.

In the last couple of days funds have been quite firm, and yesterday we had
an elevated effective rate of 5.6 percent, even though we had $10 billion of excess
reserves on the day. But yesterday was quite an extraordinary day. We had a
Treasury refunding, a minor corporate tax date, some security problems at Bank
of New York that delayed the close of the securities wire, and moves of 1/16™ or
1/8" or so in the market in anticipation of Committee action today. All those
factors contributed to a rather elevated rate yesterday. And the hangover from
yesterday is with us today as the funds rate is trading at 5% percent.
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Mr. Chairman, we had no foreign exchange intervention operations during
the period. I will need the Committee’s ratification of our domestic open market
operations and, of course, I’ll be happy to answer any questions.

CHAIRMAN GREENSPAN. Would you give us a hypothetical scenario of what
would happen if a very substantial number of these options were exercised on a single day,
triggered obviously by some bank? How would you arrange to meet that? What would you do?

MR. FISHER. They would give us notice of exercise. We would then do RPs with
them through the tri-party vehicle. Anyone who exercised an option would have to deliver
collateral to the custody banks. And we would then be putting out the funds to them through the
custody banks.

CHAIRMAN GREENSPAN. And the amounts we are likely to be dealing with are
well within your capacity, as best you can judge?

MR. FISHER. Yes. On the reserve adding side, we have looked at this to make sure
we have the capacity to do it. We are still reviewing it but we think we can handle the exercise
of the options with no problems. The question is going to be how many matched sales we can do
if we want to drain all the reserves back out again. We are working on that. There is a limit on
our bill portfolio. Our traditional means of doing this is just against bills; we are mostly geared
up to do matched sales against bills, which involve easier pricing than against coupon securities.
That is one issue we are looking into. We are also looking into whether we can do matched sales
or reverse repos through the tri-party agents, as [ mentioned at previous meetings. There are
operational issues that are throwing some sand into the gears--which we had a faint fear of
before--causing us concern as to whether that will actually work. The bigger constraint, I feel, is
whether we could do as much as $150 billion or $200 billion of matched sales to drain out the
reserves we’ve put in. But I think it is possible that we will be able to drain amounts of around
$100 or $125 billion or maybe even $150 billion. It will be a complicated operational exercise to
do it. But we think the capability is there on both sides. The quantity of the reserves to be
drained back out is the issue, not the exercise of the repos in the first instance.

CHAIRMAN GREENSPAN. I assume that in the turmoil of that sort of market
the issue of draining the reserves is not all that immediately urgent.

MR. FISHER. Absolutely. That is just what I meant by my remarks that our
focus will really be on the impact on the cumulative average of excess reserves in the period. As

to whether we will actually drain them all out that one day, I doubt it. But we will try to if what
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is involved is the sort of exogenous shock that you are imagining. That is just what I meant. We
would not be pretending that we know where the funds rate should be trading or that we are
trying to target it.

Now, to get the scaling right, it’s important to keep in mind that the total balances
traded in the funds market run about $15 to $25 billion daily; $25 billion is more likely at year-
end. Who knows what the upper range of the repo market is? But $600 billion and up is the
turnover in the repo market, so the scale there is quite extraordinary. It is possible that once we
announce significant exercise of these options, the fed funds traders will realize the rate is going
to go to zero regardless of any exogenous shock. That is, we will smother whatever pricing up
for fear may be there. That is going to be in the minds of the fed funds traders and the bank
treasurers and it is very hard to anticipate.

CHAIRMAN GREENSPAN. Other questions for Peter?

MR. POOLE. Just continuing this line of conversation: If a lot of funds go into the
market because of the exercise of the options, it drives the funds rate down, as you said. But
then I assume that reduces the probability of any further options being exercised later on. Soin a
sense it is a one-time hit.

MR. FISHER. That is a likely scenario.

MR. POOLE. To make sure that my understanding is correct, I had a question about
currency. My understanding is that currency outside the banking system is growing at a very
normal rate. We do not see any particular increase in the hand-to-hand circulation as yet. Is that
your sense?

MR. FISHER. Yes.

MR. POOLE. Currency in circulation includes the currency in bank vaults?

MR. FISHER. It is the vault cash that clearly has exhibited an extraordinary buildup.
As for the rest, we think of it as a slightly stronger than usual seasonal impact but still in the
range of the normal seasonal increase.

MR. POOLE. But not much more.

MR. KOHN. Money stock currency has been growing at 9, 10, 11 percent.

MR. POOLE. As it has been earlier?
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MR. KOHN. It is in line with the rate at which it has been growing all year and it is
comparable to the rate of growth last year. So there does not seem to be much, if anything, going
on there.

CHAIRMAN GREENSPAN. Other questions for Peter? If not, we need a motion to
approve the domestic transactions.

VICE CHAIRMAN MCDONOUGH. Move approval of the domestic operations, Mr.
Chairman.

CHAIRMAN GREENSPAN. Without objection, they are approved. Let’s move on
to Mike Prell.

MR. PRELL. Mr. Chairman, Karen Johnson is going to lead off our remarks, but let
me just mention to the Committee that we released industrial production data this morning--1
trust a few minutes ago. We failed to put a copy of the release in front of you, so let me just tell
you about it. There were some small net revisions to the data for August and September that left
September IP down 0.1 percent instead of the 0.3 percent decline that was published previously.
And the October increase in industrial production was 0.7 percent. In manufacturing we had a
0.1 percent increase in September, also an upward revision, and 0.6 percent in October. I think
these numbers are significantly above market expectations, so perhaps those of you with
electronic gadgets can see whether there has been any market reaction.

CHAIRMAN GREENSPAN. I just looked and the tape is delayed.

MR. PRELL. I’m not sure whether that’s good news or not.

VICE CHAIRMAN MCDONOUGH. The reaction is delayed?

CHAIRMAN GREENSPAN. This gadget is very slow. [Laughter] Let’s turn now
to Karen Johnson.

MS. JOHNSON. The news about the global economy that we have received
over the intermeeting period has generally been quite favorable. The signs of
strengthening activity, particularly in Asia, that we saw earlier in the year
continue to be confirmed, and positive developments in real output growth now
appear to be widespread across other regions of the globe as well, including
importantly the other industrial countries. Taking into account what production
data we have so far for the third quarter, along with indicators for the remainder
of the year such as orders figures and confidence measures, we have revised up
our estimate for total output growth in the rest of the world during the second half
of this year from about 3% percent in September to 4 percent in the current
Greenbook.
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In updating our forecast, we had to wrestle with the implications for 2000
and 2001 of these signs of more robust activity abroad. Embedded in them likely
is some boost from transitory precautionary demands reflecting Y2K concerns on
the part of households and firms abroad. Present also, at least for some countries,
is the spurt of activity that can come in the initial phase of a cyclical rebound as a
result of swings in inventories, the release of pent-up demand, and the stimulus of
favorable financial conditions. Some moderation from the initially very high
growth rates is normal under these circumstances. More fundamentally, some of
the robust indicators we are now seeing no doubt signal strength in underlying
demand. Moreover, to the extent that confidence is bolstered by the current
strong growth, demand may expand further in the future.

We have balanced these factors by revising up the near-term level of foreign
output to reflect the positive indicators of the past several weeks, but we are
projecting only very slightly higher growth than in the previous Greenbook on
average over the remainder of the forecast period. As a consequence, the level of
foreign activity is higher throughout this forecast than in September. The near-
term upward adjustments are spread throughout the industrial and developing
countries in the forecast. The small upward changes we have made to growth in
2000 and 2001 are notably in China and Mexico among the developing countries
and in Japan and Canada among the industrial countries.

With the dollar still projected to depreciate somewhat in real terms over the
forecast period, we are looking for a rebound in the growth of real exports of
goods and services from the low rates experienced in 1998 and the first half of
this year. The upward revision we have made to projected foreign activity implies
a rebound in exports that is just a touch stronger than what we expected in
September.

There is clearly a risk that these recent indicators of strength are not the result
of transitory or cyclical factors. In that case, we are probably being too cautious
in not extrapolating more of the recent good news from abroad into our forecast
for foreign activity and for U.S. export growth over the next two years. To get a
handle on the magnitude of the effect of a possible miss on our part, we included
in the Greenbook a simulation of the implication for U.S. real GDP growth of
expansion abroad that is 1 percentage point stronger at an annual rate, sustained
over the coming eight quarters, than what we have in the baseline. Such an
extremely buoyant outlook for foreign activity would raise projected U.S. real
GDP growth by about Y4 percentage point in 2000 and % percentage point in
2001. At the same time, it would raise the rate of U.S. core inflation by nearly %2
percentage point in 2001.

Of course, even the cautiously optimistic outcome in the Greenbook baseline
forecast is not assured. Considerable uncertainty remains in the foreign outlook.
Among the most important unfavorable risk elements are: renewed weakness in
Japan, perhaps as a consequence of withdrawal of fiscal stimulus; a premature end
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to the expansion in the euro area should tightening by the ECB prove excessive
and/or confidence falter; and additional upward pressure on world oil prices from
further OPEC production restraint or severe winter weather.

Alternatively, the risk of a greater downward move in the value of the dollar
than we are projecting, either by itself or in conjunction with pressures on other
U.S. asset prices, cannot be ruled out. Such an exchange rate change would
stimulate export demand more and result in additional upward pressure on import
prices.

MR. PRELL. I think it’s pretty clear that, even gauged with our re-calibrated
GDP thermometer, the economy has continued to run hot in recent months. The
bigger issue right now would seem to be whether its temperature has reached the
inflationary flash point. The recent indications have been mixed on that score, but
as you know, we aren’t very optimistic. We see underlying price trends moving in
an inflationary direction, even as demand growth slows a bit from the recent pace.

In that regard, we noted in the Greenbook that there have been some signs of
moderation in the expansion of household spending since midyear. However, the
news received in recent days has taken a bit of the edge off those signs. Friday’s
report on October retail sales showed a 0.4 percent gain at the so-called “control”
category of stores. That isn’t an especially large gain, but it’s more than the chain
store figures and anecdotal news had led us to expect. And what makes the
surprise still more disquieting is the fact that the early results of the Michigan
SRC survey point to a considerable resurgence in sentiment this month.

Of course, PCE is not the only component of domestic spending for which
ongoing moderation is less than assured. In the housing market, the rise in
interest rates this year appears finally to have taken some of the wind out of
builders’ sails. However, with consumer confidence seemingly so strong and
mortgage rates having slipped back some in recent weeks, we’ll have to keep a
close watch on the indicators of demand in this sector as well. As it is, continuing
reports that short supplies of inputs have been delaying projects suggest that
actual construction spending may hold up fairly well for a while.

On the business investment side, apart from our reading of the zig-zags in
computer shipments as supporting our notion of a near-term Y2K lock-down
effect, there are no compelling signs that the strong uptrend in spending on capital
equipment is weakening. Meanwhile, yesterday’s retail inventory figures left the
overall stock picture for the third quarter about as we anticipated it--lean, and ripe
for some greater buildup in the near term, perhaps even apart from any Y2K
hedging.

The bottom line is that it’s far from certain that we’re on track for the
substantial deceleration of domestic demand needed to offset the oncoming
external impetus Karen described and thereby avoid a further escalation of labor
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market pressures. As you know, in our forecast, we only get there with 50 basis
points of funds rate tightening over the next year and, importantly, a plateau in
share prices. The renewed exuberance of the stock market this month seems to
underscore the upside risks to demand coming from that realm.

One might argue that such upside demand risks are of little concern because
they in effect mirror an upside risk to aggregate supply in our forecast. As you
know, looking at the patterns in the revised national income accounts, we’ve
found grounds for upgrading the structural gains in labor productivity in the
period ahead. It is, of course, possible that we didn’t go far enough. It might
even be asserted that the unanticipated strength of the stock market, especially
with its focus in the tech sector, is an indication that we’re still lagging beyond the
reality of the information revolution. I’ll admit to remaining more than a little
skeptical that the market is providing an informed, rational assessment of the
prospects in this regard. But, in any event, as we attempted to illustrate with a
model simulation in the Greenbook, it would take a much greater improvement in
productivity performance than we’ve allowed for to avert a deterioration in
inflation trends.

Another way we might avoid that deterioration would be for 4 percent
unemployment to prove sustainable without putting pressure on real wage
increases. A look at some of the data we’ve received in recent weeks could easily
tempt one toward that conclusion. Certainly, the third-quarter ECI and October
average hourly earnings figures were benign. Even the rather large, 4% percent
annual rate, rise in nonfarm compensation per hour in the third quarter did not
interrupt the broader deceleration since last year. But these observations don’t
provide much comfort with respect to the outlook if one buys our explanation for
the slowing in nominal wage increases--namely, last year’s particularly low price
inflation, since reversed.

Moreover, anecdotal indications of wage behavior have been less than
propitious. While the picture is far from uniform, what I hear is that coping with
a tight supply of qualified workers has become a preoccupation for many
managers; that short-staffing is creating strains, with excessive pressure on
workers and sometimes quality problems as a consequence; and that more
employers are concluding that they will have to break down and raise wages by
more or on a broader front. Of course, these stories aren’t entirely new, and my
perception that they’ve become more common and intense may be colored by my
analytical priors. So you’ll certainly want to check them against your own
impressions.

Switching gears, however, and looking directly at prices for the signs of
mounting inflationary pressure, the data again are mixed. Awkwardly, the
October CPI isn’t coming out until tomorrow. Like private analysts, we’re
expecting that both the total and core indexes will post increases on the order of a
quarter percent--