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Domestic Nonfinancial Developments


Overview 
We now estimate that real GDP advanced at an annual rate of about 3 percent in 
the third quarter, but the expansion seems to have slowed going into the fall. 
Although housing activity remains a bright spot, consumer spending has softened 
and business investment remains sluggish, on balance. The number of jobs on 
private payrolls has been unchanged, on net, since July, while industrial 
production has edged down over the past several months. Meanwhile, core 
consumer price inflation continues to trend down. 

Labor Market Developments 
Available evidence points to little change in labor demand in recent months. 
Private nonfarm payroll employment fell in September, erasing most of August’s 
gain, and aggregate hours rose only enough in September to return them to their 
June level. In contrast, household employment rose 711,000 in September, and 
the unemployment rate edged down another 0.1 percentage point, to 5.6 percent. 
In the past, we have found the payroll data to be a more reliable indicator of the 
state of the job market, and the other available information on labor market 
activity seems more consistent with their weak tone. 

All major sectors shared in the weakness in payroll employment in September. 
Employment in manufacturing and related industries (wholesale trade and help 
supply services) fell for a third straight month after signaling last spring that it 
might be turning around. At the same time, services (outside of help supply) and 
retail trade combined to add only 10,000 jobs, far fewer than the 38,000 per 
month average over the first eight months of the year. 

Initial claims for unemployment insurance also point to soft labor demand. On a 
published basis, initial claims have averaged 397,000 per week so far in October. 
However, the seasonal adjustment of these data appears to have been distorted by 
the sharp increase in claims that followed the events of September 11, 2001. 
Using seasonal factors calculated with data through 2000 (which are therefore not 
influenced by September 11), initial claims have averaged 426,000 in recent 
weeks—considerably above the levels from early in the summer. 

Layoff announcements tracked by Challenger, which are available through 
September, continued at about the same pace that had prevailed earlier in the 
year. However, the layoff announcement series constructed by Board staff, which 
goes back only to 2001 but generally tracks the movements in the Challenger 
series, turned up in October. The NFIB’s index of hiring plans among small 
businesses, which had improved over the summer, fell markedly in September, 
and the Conference Board’s measure of current job availability as perceived by 
households weakened significantly in both September and October. Expectations 
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about employment conditions also have deteriorated substantially, according to 
both the Conference Board and Michigan surveys. 

Industrial Production 
Activity in the industrial sector has faltered in recent months after having firmed 
in the first half of the year. Total IP fell 0.3 percent in August and dipped an 
additional 0.1 percent in September; the output of manufacturers was down in 
both months. Moreover, the available weekly indicators point to another 
decrease in output in October: A drop in motor vehicle assemblies is expected to 
shave 0.2 percentage point from the change in overall IP, while available physical 
product data apart from those for motor vehicles are expected to subtract another 
0.2 percentage point.1 

The softness in the industrial sector since midyear has been widespread. In the 
high-tech area, output has continued to rise in recent months, but much less rapidly 
than it did earlier in the year. The diminution of gains in semiconductor 
production has been noticeable and has reflected decelerations in both the output 
of microprocessor units (MPUs) and the production of other types of chips. 
Moreover, Intel’s revenue outlook implies continued tepid demand for MPUs, and 
Motorola recently lowered its forecast for worldwide sales of cell phones in 
2002 from 400 million to 390 million; cell phones are large users of digital signal 
processors and flash memory chips. Consistent with the recent slowdown in the 
demand for semiconductors, orders for semiconductor manufacturing equipment 
have fallen back in recent months, retracing much of their spurt in the first half of 
the year. 

Elsewhere in the high-tech sector, output of communications equipment has 
continued to plummet. Although demand for some types of communication 
equipment has apparently been buoyed by a stabilization in the market for 
computer network equipment, demand for types of equipment used by telecom 
service providers has continued to contract sharply. Moreover, with inventories 
of communications equipment remaining very high relative to the recent pace of 
sales, and orders remaining very weak, production is unlikely to rebound soon. 
Meanwhile, the production of computers has been on a steady uptrend in recent 
months. However, the increases have been relatively subdued by historical 
standards, and the near-term sales outlook remains anemic. For example, on a 
seasonally adjusted basis, Dataquest is currently forecasting that PC unit sales 
will fall about 7 percent (quarterly rate) in the fourth quarter after having edged 
up 2 percent in the third. 

According to the latest estimates from Ward’s Communications, motor vehicle 
assemblies are running at an annual rate of 12.1 million units in October and are 

1. The physical product data outside of motor vehicles account for 14 percent of IP. 
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scheduled to average 12.5 million units for the fourth quarter as a whole, 
0.5 million units below the very robust third-quarter pace. Inventories of light 
vehicles remain on the lean side, with days’ supply at 62-1/2 at the end of 
September. However, light vehicle sales have tumbled in recent months, and the 
automakers apparently expect sales to remain soft through the fall. In addition, 
parts shortages related to the West Coast port lockout forced several domestic 
assembly plants to reduce output or to shut down during the first two weeks of 
October, which, according to Ward’s estimates, reduced assemblies roughly 
200,000 units (annual rate).2  All of the affected plants resumed normal 
production by October 14, but automakers have not yet decided whether to make 
up the lost output. Motor vehicle production this quarter is also being restrained 
by a reduction in the output of heavy trucks, which had been boosted earlier this 
year by a surge in demand in advance of the new EPA regulations on diesel truck 
engines. The new regulations went into effect October 1. 

Production of Domestic Autos and Trucks 
(Millions of units at an annual rate except as noted; FRB seasonal basis) 

Item 
2002 

Q2 Q3 

U.S. production 12.4 13.0 

2002 

July Aug. Sept.Q41 Oct.1 

12.5 13.2 12.9 12.7 12.1 
Autos  5.2  5.1  5.0  5.4  5.1  4.9  4.8 
Trucks  7.2  7.8  7.5  7.8  7.8  7.8  7.3 

Total days’ supply2  61.1  56.1  n.a.  53.9  49.3  62.5  n.a. 

Inventories3  2.61  2.61  n.a.  2.57  2.47  2.61  n.a. 

Note. Components may not sum to totals because of rounding. 
1. Production rates reflect Ward’s Communications’ latest estimates for Q4 and October. 
2. Quarterly average calculated using end-of-period stocks and average reported sales. 
3. End-of-period stocks; excludes medium and heavy trucks (classes 3-8). 
n.a.  Not available. 

Elsewhere in manufacturing, production has declined, on balance, in the past two 
months, pulled down by cutbacks in a large number of categories, including 
commercial aircraft, non-auto consumer goods, and several types of business 
equipment. Indeed, the three-month diffusion index of industrial production, 

2. Other scattered reports suggest that the West Coast lockout has adversely affected 
production in a variety of other industries, including aircraft, food, and furniture.  However, we 
do not believe these effects materially reduced overall production outside of motor vehicles in 
late September and October. 
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which had soared in the first half of the year as IP gathered steam, has since 
retraced about half of that increase and is now below 50. 

Recently released indicators of future activity in the industrial sector remain 
downbeat. The staff’s series on real adjusted durable goods orders, which is 
derived from the Census data on new orders, declined in September for a second 
month; most other measures of new orders reported by businesses, such as 
diffusion indexes from the Institute for Supply Management and FRB 
Philadelphia, point to little change in new bookings since July. After having 
hovered at the relatively low level of 11,000 in August and September, the series 
on announced manufacturing layoffs compiled by the Board staff jumped in 
October to the highest level since last January. 

New Orders for Durable Goods 
(Percent change from preceding period except as noted; seasonally adjusted) 

Component 

Share, 
2001: 

H1 
(percent) 

2002


Q2 Q3 July Aug. Sept. 

Total orders 100.0 -.4 2.8 8.5 -.6 -5.9 

Adjusted orders1 76.2 .7 1.4 9.3 -4.1 -4.5 
Computers 4.5 -5.0 10.0 13.0 0.0 9.3 
Communication equipment 4.1 -3.3 -22.7 12.3 -3.0 -56.4 
Other capital goods 24.5 2.4 .9 5.0 -.5 -3.0 
Other2 43.1 .5 2.7 11.1 -6.3 -3.1 

MEMO 

Real adjusted orders  . . . 1.0 2.0 9.8 -3.9 -4.4 
Excluding high tech  . . . .9 1.2 10.4 -4.6 -5.7 

1. Orders excluding defense capital goods, nondefense aircraft, and motor vehicle 
parts. 

2. Primary metals, most fabricated metals, most stone, clay, and glass products, 
household appliances, scientific instruments, and miscellaneous durable goods. 

. . . Not applicable. 

Consumer Spending 
We estimate that consumer spending rose at an annual rate of about 4 percent in 
the third quarter, boosted by robust purchases of motor vehicles. However, 
recent spending data have been soft across the board, and with the 
fundamentals—if anything—weakening, consumption appears to be entering the 
fourth quarter with little momentum. 
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After having exceeded 18 million units at an annual rate in July and August, sales 
of light motor vehicles dropped to 16.2 million units in September, and 
confidential reports from the manufacturers indicate some further slippage in 
October. The earlier surge in sales was attributable largely to the exceptionally 
heavy discounts offered on the 2002 models; essentially all of these models have 
now been sold.3  In September, the incentives on the 2003 models were 
considerably less rich. In October, General Motors sweetened the incentives on 
many of its 2003 models, but early indications have been that the response has 
remained tepid. Consumer assessments of car-buying conditions in the Michigan 
survey remained quite favorable in October, but the share of Conference Board 
survey respondents who plan to purchase a new vehicle has fallen noticeably 
from its recent peak in August. 

Real consumer spending on non-auto goods also seems to have lost some of its 
steam in recent months. In September, nominal sales at stores in the control 
category of retail sales, which excludes spending at motor vehicle and parts 
dealers and at building material and supply stores, fell 0.2 percent after having 
risen just 0.2 percent per month in July and August. Sales declined across most 
types of retailers in September. Moreover, outlays at chain stores remained 
sluggish in October. 

Outlays on services, too, have been on a weaker path of late, increasing only 
0.1 percent per month, on average, in July and August (the most recent data 
available). In September, a decline in stock market trading volumes suggests that 
brokerage spending fell, while weather data indicate a likely pick-up in 
electricity demand. 

Gains in real household incomes have tapered off in recent months. After a 
spectacular increase in the first quarter of this year (in part attributable to the 
reduction in tax payments related to last year’s tax legislation) and gains of about 
0.4 percent per month, on average, in the second quarter, growth of real DPI fell 
to a monthly rate of 0.1 percent, on average, in July and August. The BEA’s 
current estimate for the personal saving rate in August is 3.6 percent, in the upper 
part of the range seen in the past few years. The updrift in the saving rate over 
this period is consistent with the considerable drop in household wealth relative 
to DPI since early 2000, coupled with a delayed response of spending to the 2001 
tax act. 

3. According to J.D. Power and Associates, the average incentive per vehicle was about 
$1,300 in late October—about the same as was offered in June, but about $250 less than in 
July and August.  The decline in the average incentive since the summer largely reflects the 
shift in the composition of sales from 2002 models, which were offered with unusually high 
discounts, to 2003 models, which come with smaller discounts. 
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Consumer confidence has deteriorated recently. After several months of small 
declines, the Michigan Survey Research Center’s index of consumer sentiment fell 
nearly 6 points in October, while the Conference Board’s measure slumped more 
than 14 points.4  These indexes are currently at their lowest levels since 1993. 
While households became more pessimistic about most aspects of the economy in 
October, the slump in sentiment in large part reflected a loss of confidence about 
the business outlook in the near term. 

Housing Markets 
Recent readings on housing activity have been strong. Starts of single-family 
homes shot up to a twenty-three-year high of 1.48 million units in September. 
Permit issuance for single-family construction—adjusted to account for activity in 
areas where permits are not required—also jumped last month; although the 
increase was less than for starts, it, too, was consistent with a vigorous pace of 
building. In the multifamily sector, new homes were started at an annual rate of 
366,000 units in September. This level is somewhat above the average since 
January, but it is unlikely to be sustained, as the vacancy rate for multifamily 
rental units stands at one of its highest levels since the late 1980s. 

New home sales remained brisk in September, edging up to a record level of 
1.02 million units at an annual rate. Sales of existing homes also moved up, to an 
annual rate of 5.4 million units. An alternative seasonally adjusted series 
constructed by the staff, which accounts for trading-day variation, shows existing 
home sales of 5.54 million units in September, a rate only a touch below the 
exceptional average pace of the first half of the year. 

Mortgage rates have backed up recently but still are among the lowest in at least 
thirty years. The average rate on a thirty-year fixed-rate mortgage now stands a 
bit above 6-1/4 percent, and the average initial rate on a thirty-year adjustable 
rate mortgage is just a touch above 4-1/4 percent. Households’ assessments of 
homebuying conditions in the Michigan survey, the rating of new home sales by 
home builders, and the Mortgage Bankers’ Association index of purchase 
applications for home mortgages all remained quite favorable in October, 
suggesting that low mortgage rates are still offsetting the drag on housing demand 
from weak labor demand and falling household wealth. 

Most measures of home prices have continued to record solid gains of late, likely 
reflecting the strength of demand. The constant-quality price index for new 
homes—which adjusts for changes in geographic composition, home size, and 
other amenities—rose 3.8 percent over the four quarters ending in the third 

4. The two indexes are scaled differently, but adjusting for that fact, their declines in 
October were comparable, and their general contours over the last several months have been 
consistent with one another. 
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quarter, a bit less than the average increase in the first half of the year but still in 
the middle of the range of price increases over the past three years. In addition, 
the year-over-year rate of increase in the median price of existing homes was 
7.2 percent in the third quarter, only a shade below the rapid first-half pace. 

Business Fixed Investment 

Equipment and Software. On balance, real outlays on equipment and software 
appear to have posted a modest advance in the third quarter, with considerable 
unevenness among the major components. Real outlays for computers and 
software moved up at a fairly rapid clip, as did outlays for motor vehicles; but 
investment in communications gear and aircraft continued to sink, and spending on 
equipment outside of high tech and transportation was lackluster. The 
fundamentals of investment seem to have improved, as business output and 
corporate cash flow have continued to rise.5  However, pessimism and 
uncertainty about the strength or durability of the economic recovery and concerns 
about geopolitical developments are still restraining capital investment. 

In the high-tech sector, nominal shipments of computing equipment dropped back 
in August and September after having surged in July. Even so, they increased at 
an annual rate of more than 25 percent in the third quarter as a whole. And with 
computer prices falling roughly 20 percent per year, this nominal rise implies a 
gain in real computer expenditures in excess of 40 percent at an annual 
rate—more than twice the advance recorded in the second quarter. Real spending 
on software likely increased in the third quarter as well, given the strong increase 
in revenue reported by Microsoft and the acceleration in spending on hardware. 
In contrast, prospects for communications equipment remain bleak, with nominal 
shipments falling at an annual rate of 25 percent in the third quarter and orders 
(net of cancellations) down more than 50 percent (not at an annual rate) in 
September. We believe that at least some of this steep decline in orders may 
reflect the cancellation of orders that had been on the books for some time and 
were unlikely to translate into shipments. 

Apart from the high-tech and transportation sectors, nominal shipments fell 
2 percent in September but rose at an annual rate of 2-3/4 percent in the third 
quarter as a whole, consistent with a small increase in real spending. Bookings 
in this broad-based category, which had jumped in July and were about flat in 
August, fell 3 percent in September, a pattern consistent with little change in real 
spending in the fourth quarter. 

5. In addition, according to business contacts, the partial expensing tax provision enacted 
last March has encouraged some additional capital expenditures. 
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Recent developments in the transportation equipment sector have been mixed. 
Spending on aircraft apparently fell sharply again in the third quarter, while 
business spending for motor vehicles seems to have posted a hefty increase owing 
in part to the automakers’ attractive incentives on light vehicles. On a quarterly-
average basis, fleet sales of light vehicles were the highest in more than a year, 
and sales of medium and heavy trucks were nearly 8 percent (quarterly rate) 
above their second-quarter level.  However, with the new EPA regulations for 
heavy truck engines now in place, the three-month moving average of orders for 
medium and heavy trucks (class 5 to 8) has fallen sharply after a surge earlier this 
year, and it now stands at its lowest level in several years. 

Nonresidential construction. Data on construction put in place in July and 
August imply another big decline in spending on nonresidential construction in the 
third quarter; spending dropped considerably for office, industrial, institutional, 
and other commercial structures. Moreover, advance indicators do not suggest 
much improvement going forward. In particular, according to estimates from 
Torto Wheaton, vacancy rates of office and industrial buildings continued to rise 
in the third quarter, while the amount of space demanded in office and industrial 
buildings was little changed. Conditions in the non-office commercial sector also 
remained bleak through mid-year: property values and rents for retail space were 
unchanged in the second quarter, and those for warehouses posted another 
decline. 

Business Inventories 
The incoming data provide a further indication that the inventory liquidation that

began in early 2001 is ending. Indeed, the book value of manufacturing and trade

inventories excluding motor vehicles, which had fallen at an annual rate of

$12 billion in the second quarter, increased at a $6 billion annual rate in August

after having risen nearly $30 billion in July. Manufacturing stocks were little

changed for a second month in August. Non-auto wholesalers continued to build

stocks, paced by accumulations at distributors of electrical goods and of

professional and commercial equipment. Following a sharp increase in July,

non-auto retail inventories contracted in August for the first time since March,

reflecting liquidations at stores carrying general merchandise and clothing. Data

for September are limited to stocks at durable goods manufacturers, which

declined $6 billion at an annual rate, about the same as in August. 


Overall, businesses appear to have remained very attentive in their inventory

management. Imbalances have been worked off in all but a few industries;

aggregate inventory-sales ratios are at, or near, historic lows.


Government Sector

Federal sector. Monthly data indicate that the deterioration in the federal

government’s unified budget has slowed as a result of some stabilization on the 
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receipts side of the ledger. Legislative actions on the budget for fiscal 2003 are 
deadlocked over spending levels for nondefense discretionary programs. 

The federal government recorded a $42 billion unified surplus in September, 
compared with a $36 billion surplus last year. After accounting for payment 
timing shifts and certain other transitory factors, the surplus was essentially the 
same as it had been in September 2001. Adjusted receipts were 6 percent above 
the year-earlier level as a hefty increase in withheld taxes and a pickup in gross 
corporate payments more than offset the continued weakness in nonwithheld 
personal income tax payments. Spending remained on a strong uptrend in 
September, with many major categories—notably, defense, Medicaid, and income 
security—posting double-digit increases relative to the previous year. For fiscal 
year 2002 as a whole, the unified budget recorded a deficit of $159 billion, the 
first deficit after four years of surpluses. 

The Congress has recessed for mid-term elections after having passed the fiscal 
2003 defense and military construction appropriations bills and a continuing 
resolution that provides temporary funding for nondefense discretionary spending 
through November 22. The House and Senate leadership remain about 
$12 billion apart on the overall level of nondefense budget authority, relative to a 
base of roughly $400 billion. (The Senate is working with the higher figure.) 
The Congress will return for a lame-duck session after the election, but how and 
when the budgetary differences will be resolved is not clear. In the House, the 
appropriations committee has been unable to pass nondefense spending bills that 
are consistent with the stringent requirements of that chamber’s budget resolution; 
that resolution, approved earlier this year, capped total discretionary spending at 
about the level proposed by the Administration. In contrast, the Senate could not 
pass a budget resolution, but its appropriations committee has passed all thirteen 
regular appropriations bills. Meanwhile, the current continuing resolution funds 
many programs at levels below both the House and Senate proposals. 

The framework of discretionary spending caps and pay-as-you-go (PAYGO) 
rules that was established by the Budget Enforcement Act of 1990 expired at the 
end of September. The Senate has extended through April 15, 2003, the PAYGO 
rules that govern its consideration of legislation affecting mandatory spending and 
taxes. By taking this action, the Senate keeps in place the sixty-vote hurdles for 
considering mandatory spending and tax provisions that do not pay for themselves 
with offsetting changes or are not covered by a budget resolution, including 
pending legislation on Medicare provider relief and drug benefits and a further 
continuation of extended unemployment benefits. 

State and local governments. Real state and local spending on consumption and 
investment appears to have risen only modestly in the third quarter after having 
declined a bit in the second quarter. On average, employment increased just 
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16,000 per month between June and September, about as fast as during the first 
half of the year but well below the rapid 39,000 monthly average recorded in 
2001. In addition, real construction moved up only a little in July and August 
after having fallen in the second quarter. 

State budget positions have worsened significantly over the past couple of years, 
and Medicaid has been a contributing factor.6  Notably, state outlays on Medicaid 
(net of federal grants) rose about 12 percent per year in fiscal 2001 and 2002, 
after having risen an average of only about 5 percent per year during the 
preceding four years. Several factors have contributed to the acceleration, 
including an increase in enrollments as a result of higher unemployment and 
expanded outreach programs initiated several years ago, strong demand for new 
prescription drugs, and higher prices of medical care services. In response, 
states have taken a variety of measures to curb spending, including limits on 
services, controls on pharmaceuticals, adjustments to provider payments and 
increases in patient co-payments. After building in these cuts, states expect the 
rise in Medicaid outlays to slow to 7 percent in fiscal 2003, a target that may be 
difficult to achieve at a time when private health insurance costs are expected to 
rise at double-digit rates. 

Prices 
Core consumer price inflation continues to trend down. The CPI excluding food 
and energy rose only 2.2 percent over the twelve months ending in September, 
0.4 percentage point less than in the preceding twelve-month period. The total 
CPI was up only 1.5 percent from a year earlier, held down by declines in energy 
prices last fall.  In recent months, consumer energy prices have been moving up 
again. 

The rise in consumer prices for energy in recent months primarily reflected a 
further step-up in the cost of crude oil. Survey data point to another increase in 
consumer energy prices in October, stemming mainly from an upturn in refiners’ 
markups, which have jumped as inventories of gasoline and heating oil have 
dwindled from the top end to the bottom end of their normal range.7  In natural gas 
markets, spot prices increased in late September and early October as production 
and stockbuilding were disrupted by storms in the Gulf of Mexico. Even so, the 
level of natural gas inventories is still quite high, and futures prices for this 
winter do not appear to have been pushed up. Thus, the higher spot prices do not 
necessarily imply significantly higher consumer prices this winter. 

6. Because Medicaid is a transfer program, it is not included in state and local 
consumption spending.  However, it makes up more than 12 percent of state general fund 
spending. 

7. Inventories declined in part owing to disruptions in refining and pipeline activity caused 
by Hurricane Lili. 
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Although prices for consumer foods edged up in September, the total increase 
over the twelve months ending in September was only 1.3 percent, compared with 
an increase of 3.1 percent in the previous twelve-month period. In particular, the 
drought during this growing season in many agricultural regions contributed to a 
selloff of livestock that helped to restrain retail prices of meat and poultry for 
much of the summer, even as it lifted crop prices. 

Consumer prices excluding food and energy rose just 0.1 percent in September 
after a 0.3 percent increase in August. Prices for core commodities were flat on 
balance in September, and for the year as a whole, they fell 1.1 percent after 
having shown little change during the previous year. Core service prices, which 
also rose only 0.1 percent in September, were held down by relatively small 
increases in tenants’ rent and owners’ equivalent rent and outright declines in 
airfares and in the price of lodging away from home. However, the twelve-month 
change in core service prices was 3.6 percent, down only 0.2 percentage point 
from the previous twelve months. 

Data for the core PCE chain price index are available only through August, when 
the twelve-month change slowed to 1.7 percent, compared with 2.0 percent over 
the previous twelve months.8  The market-based component of core PCE prices 
has shown a similar deceleration, with the twelve-month change dropping from 
1.7 percent in August 2001 to 1.4 percent in August 2002. The chained CPI 
excluding food and energy has decelerated somewhat less—from 1.8 percent over 
the twelve months ending in September 2001 to 1.7 percent in September 2002. 
Like the PCE price measure, the chained CPI uses an aggregation formula that 
takes substitution into account, but it uses weights that appear to be less accurate 
than those in the PCE measure; it also appears to be more volatile. 

With the slowing in core inflation over the past year, consumer expectations of 
near-term inflation have eased a little. The most recent reading from the 
Michigan survey indicates that median year-ahead inflation expectations remained 
at 2.5 percent in October—a touch below the readings over the spring and 
summer. However, the median expectation for inflation five to ten years ahead 
rebounded to 2.8 percent in October after having dipped in September; the 
October reading was similar to levels seen from January through August. 

Since the September Greenbook, commodity prices have changed little, on 
balance. The Journal of Commerce index edged up 0.5 percent in the four weeks 
ending October 29; over the same period, the Commodity Research Bureau’s 
index of industrial material prices rose 0.6 percent. The PPI for intermediate 

8. Looking ahead to September, the core PCE price index will show a very large increase 
from the September 2001 level, which was held down by adjustments to insurance prices 
associated with the September 11 terrorist attacks. 
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materials excluding food and energy was flat in September, and has risen only 
0.6 percent over the past year. 

Very little information on labor costs has been released since the September 
Greenbook. Average hourly earnings of production or nonsupervisory workers 
on private nonfarm payrolls rose 0.3 percent in September after a similar 
increase in August. Over the twelve months ended in September, average hourly 
earnings rose 3 percent, 1 percentage point less than over the previous twelve-
month period. 



Domestic Financial
Developments                         



III-T-1 
Selected Financial Market Quotations 
(One-day quotes in percent except as noted) 

Change to Oct. 29 from 
2000 2001 2002 2002 selected dates (percentage points) 

Instrument 2000 2001 2002 
June 26 Sept. 10 Sept. 23 Oct. 29 June 26 Sept. 10 Sept. 23 

Short-term 
FOMC intended federal funds rate 6.50 3.50 1.75 1.75 -4.75 -1.75 .00 

Treasury bills 1 

3-month 5.66 3.19 1.62 1.48 -4.18 -1.71 -.14 
6-month 5.94 3.13 1.59 1.43 -4.51 -1.70 -.16 

Commercial paper (A1/P1 rates) 
1-month 6.56 3.42 1.72 1.74 -4.82 -1.68 .02 
3-month 6.56 3.24 1.70 1.68 -4.88 -1.56 -.02 

Large negotiable CDs 1 

1-month 6.64 3.46 1.77 1.76 -4.88 -1.70 -.01 
3-month 6.73 3.26 1.76 1.69 -5.04 -1.57 -.07 
6-month 6.89 3.24 1.73 1.62 -5.27 -1.62 -.11 

Eurodollar deposits 2 

1-month 6.63 3.41 1.75 1.74 -4.89 -1.67 -.01 
3-month 6.69 3.26 1.74 1.71 -4.98 -1.55 -.03 

Bank prime rate 9.50 6.50 4.75 4.75 -4.75 -1.75 .00 

Intermediate- and long-term 
U.S. Treasury3 

2-year 6.54 3.59 1.90 1.80 -4.74 -1.79 -.10 
10-year 6.35 5.14 4.00 4.27 -2.08 -.87 .27 
30-year 6.22 5.55 4.87 5.19 -1.03 -.36 .32 

U.S. Treasury 10-year indexed note 4.09 3.26 2.17 2.42 -1.67 -.84 .25 

Municipal revenue (Bond Buyer) 4 5.99 5.25 5.05 5.33 -.66 .08 .28 

Private instruments 
10-year swap 7.38 5.62 4.31 4.46 -2.92 -1.16 .15 
10-year FNMA 7.15 5.64 4.43 4.61 -2.54 -1.03 .18 
10-year AA 5 7.64 6.30 5.37 5.53 -2.11 -.77 .16 
10-year BBB 5 8.40 7.11 6.92 7.36 -1.04 .25 .44 
High yield 6 12.30 12.72 13.35 13.92 1.62 1.20 .57 

Home mortgages (FHLMC survey rate) 7 

30-year fixed 8.14 6.89 6.05 6.31 -1.83 -.58 .26 
1-year adjustable 7.22 5.64 4.28 4.30 -2.92 -1.34 .02 

Change to Oct. 29 
Record high 2001 2002 from selected dates (percent) 

Stock exchange index Record 2001 2002 
Level Date Sept. 10 Sept. 23 Oct. 29 high Sept. 10 Sept. 23 

Dow-Jones Industrial 11,723 1-14-00 9,606 7,872 8,369 -28.61 -12.87 6.31 
S&P 500 Composite 1,527 3-24-00 1,093 834 882 -42.25 -19.26 5.81 
Nasdaq (OTC) 5,049 3-10-00 1,695 1,185 1,301 -74.24 -23.29 9.76 
Russell 2000 606 3-9-00 441 359 369 -39.18 -16.36 2.77 
Wilshire 5000 14,752 3-24-00 10,104 7,908 8,308 -43.68 -17.78 5.05 

1. Secondary market. 
2. Bid rates for Eurodollar deposits collected around 9:30 a.m. Eastern time. 
3. Derived from a smoothed Treasury yield curve estimated using off-the-run securities. 
4. Most recent Thursday quote. 
5. Derived from smoothed corporate yield curves estimated using Merrill Lynch bond data. 
6. Merrill Lynch Master II high-yield bond. 
7. For week ending Friday previous to date shown. 
_______________________________________________________________________ 

NOTES: 

June 26, 2000, is the day before the FOMC meeting that ended the most recent period of policy tightening.

September 10, 2001, is the day before the terrorist attacks.

September 23, 2002, is the day before the most recent FOMC meeting.


_______________________________________________________________________ 
BA:DAM 
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Domestic Financial Developments


Overview 
Market participants now expect an easier path for Federal Reserve policy going 
forward than at the time of the last FOMC meeting, with substantial downward 
revisions occurring in recent days on negative news about the economy and press 
reports of the FOMC’s intention to ease policy before year-end. At the same 
time, stock prices have increased over the intermeeting period, as investors took 
third-quarter earnings announcements as evidence that worries about corporate 
profits had been overdone. Longer-term bond yields generally rose as equity 
prices recovered, leaving yields significantly higher on net. Bond spreads for 
lower-rated firms have widened since the last meeting, evidently on heightened 
concerns about corporate defaults. 

Borrowing by nonfinancial corporations remained anemic as demand for business 
credit apparently continued to be weak, banks further tightened lending standards, 
and corporate credit quality showed few signs of improvement. In contrast, 
mortgage debt continued its rapid ascent—spurred by record-low mortgage 
interest rates—and consumer debt climbed at a moderate pace. Debt issuance by 
state and local governments was strong, boosted by low yields and weaker tax 
revenues. Although the federal budget posted a small surplus in September, it is 
estimated to have returned to a deficit position in October, and the pace of federal 
borrowing has remained substantial. 

Policy Expectations, Stock Prices, and Corporate Interest Rates 
Market participants largely anticipated the FOMC’s decision on September 24 to 
maintain both an intended federal funds rate of 1-3/4 percent and a balance of 
risks assessment weighted toward economic weakness. Nonetheless, investors 
took the reference in the accompanying statement to “the emergence of heightened 
geopolitical risks” and the dissent of two members who preferred a reduction in 
the target as implying monetary policy might be eased sometime soon. In the days 
following, falling stock prices led market participants to mark down their 
expected path for short-term interest rates. Policy expectations reversed course 
with the subsequent rebound in equity prices but have more than doubled back in 
recent days with negative news about the economy and newspaper articles 
characterizing the FOMC as inclined to ease. Current futures quotes indicate that 
investors place significant odds of a policy easing at this meeting.  Anecdotal 
reports suggest that among investors that expect an easing, some are looking for a 
quarter-point cut while others think a half-point cut is more likely.  Rates on 
eurodollar futures that settle in 2003 are down about 20 to 35 basis points since 
the previous meeting. 

On net, major equity price indexes rose between 3 percent and 10 percent since 
the September meeting, after dropping to multiyear lows in early October on 
concerns over corporate earnings, the strike by the West Coast dock workers, 
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and mounting odds of a war with Iraq. Stock prices more than retraced these 
losses, as the third-quarter earnings reports were not as weak as investors had 
feared. The resulting rise in prices, along with downward revisions to year-
ahead earnings, pushed the forward earnings-price ratio for the S&P 500 down a 
bit, but its gap over the real Treasury yield—a measure of the equity premium— 
has remained high by the standards of recent years. 

Short-term Treasury yields have been pulled down on net over the intermeeting 
period with the revisions to policy expectations. Longer-term yields on nominal 
Treasury coupon securities generally tracked movements in the stock market, and 
yields on ten-year notes and thirty-year bonds were up about 30 basis points. 
Market participants also attribute some of the rise to a reduction in hedging 
demand from mortgage-related investors. 

Corporate bond yields also rose over the intermeeting period. Yields on higher-
quality investment-grade bonds moved about in line with the ten-year Treasury 
note, but spreads on BBB-rated and speculative-grade bonds climbed to the 
highest levels in more than a decade before easing a bit.  Wider spreads 
apparently reflected greater expected losses and a further pullback from risk-
taking.  Some of the widening in the BBB spread can be attributed specifically to 
the ballooning of spreads on Ford and GM bonds after analysts warned of 
declining auto sales and increased pension liabilities. Market participants 
reported that overall liquidity in the corporate bond market has been somewhat 
lower than usual, and auto-related bonds at times were particularly illiquid; 
trading conditions in the Treasury market, however, were said to be about normal. 
Risk spreads in the commercial paper market were about unchanged over the 
intermeeting period. 

Business Finance 
Gross bond issuance by nonfinancial firms totaled only $17 billion in September, 
a slight increase over the anemic August pace, and offerings have remained light 
in October. Most of the issuance over the past two months has been by 
investment-grade electric and gas utilities apparently seeking to reduce short-term 
debt. Shorter-term credit for nonfinancial firms from C&I loans and commercial 
paper ran off further in September and October. On net, the funds raised from the 
bond market, commercial paper market, and C&I lending were negative in 
September and appear to have remained negative, but less so, in October. 

Responses from the October Senior Loan Officer Opinion Survey indicate that the 
net percentage of domestic banks reporting a decline in C&I loan demand moved 
up slightly to around 50 percent, suggesting that demand for loans continued to 
weaken. In addition, banks reported some additional net tightening 
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of terms and standards. The net percentage of banks reporting tighter lending 
standards to large and middle-market firms edged down, but the net percentage 
tightening standards on loans to small businesses rose. 

Weak stock prices have continued to put a damper on funds raised in the equity 
markets. The little public equity issuance of late came mostly from energy 
companies apparently seeking to pay down debt. There were no IPOs by 
nonfinancial corporations in August and September—the first two-month drought 
since 1978. In October, a few start-ups ventured into the IPO market, and the 
number of firms registering to issue equity in the coming weeks has risen, but 
issuance remained light. Meanwhile, the pace of equity retirements appears to 
have weakened as the slump in cash-financed mergers has continued and share 
repurchases are estimated to have softened. As a result, net equity issuance is 
estimated to have been a little less negative in October than in the third quarter. 

Corporate earnings continued their slow turnaround. With third-quarter reports in 
for nearly 400 S&P 500 companies, the current estimate of S&P 500 earnings per 
share shows 13.5 percent growth from the third quarter of last year, which implies 
only a small increase from the level in the second quarter. Analysts have 
continued to significantly mark down their expectations of year-ahead earnings 
growth but still appear to be looking for sizable gains. 

Lagging measures of the credit quality of nonfinancial companies have shown 
little or no improvement of late. The twelve-month average default rate in 
September was just a shade below August’s record high. In addition, the 
recovery rate on all defaulted bonds in 2002, measured by the price of bonds at 
default, has averaged only 25 percent of par, down from 35 percent in 2001; the 
recent rate has been dragged down by especially low recovery rates for telecom 
bonds. With regard to bond ratings, net downgrades slowed in the third quarter 
but ballooned in October with the downgrades of Ford and GM. An aggregate 
expected default frequency (EDF) based on firm-level data from KMV soared to a 
record high at the end of September because of lower stock prices and higher 
volatility. Although this measure likely fell in October given the stock price gains 
in recent weeks, it remains at an extremely high level. 

Commercial Real Estate Finance 
Commercial mortgage debt is estimated to have increased at a brisk 8 percent 
annual rate in the third quarter as firms took advantage of low mortgage interest 
rates to refinance properties. However, according to the October Senior Loan 
Officer Opinion Survey, the demand by firms for commercial real estate loans at 
banks appears to have weakened considerably since the August survey. Focusing 
on the CMBS market, delinquency rates on CMBS have been about 
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unchanged in recent months, and CMBS spreads remained at the lower end of the 
range observed since late 1998. As had been anticipated for some time, at the end 
of September both Fitch and Moody’s downgraded CMBS backed by properties 
with inadequate terrorism insurance.  The downgrades did not appear to 
significantly limit the ability of mortgage lenders to securitize loans, as CMBS 
issuance has remained strong. 

Household Finance 
Mortgage rates reached new lows during the intermeeting period, boosting the 
already high rate of refinancings to a record $200 billion in October, as estimated 
from Home Mortgage Disclosure Act records.1  In addition, according to the 
October Senior Loan Officer Opinion Survey, the frequency and size of cash-out 
refinancings have been substantially greater than  reported in January of this year. 
Household mortgage debt is estimated to have grown at an annual rate of about 
10-1/2 percent in the third quarter, the same rapid pace as in the first half of the 
year. Consumer credit grew at an annual rate of 6 percent, on par with its 
moderate pace in the first half of the year. Automobile companies continued to 
promote zero percent financing programs, raising concerns among some analysts 
that the auto finance companies were extending credit to more marginal 
borrowers. Recent Federal Reserve data provide some support for this view: 
The loan-to-value ratio for automobile loans rose sharply between May and 
August. 

Indicators of household credit quality moved sideways in September and October. 
The rate of personal bankruptcy filings bumped up in early October to its highest 
level in 2002, but more recently the rate has declined. Delinquency rates on 
credit card pools and auto loans at finance companies were little changed during 
the summer. The household debt service burden remained high in the third 
quarter, at a level just below the peak level in early 2001. 

Household net worth fell last quarter for the third quarter in a row, as a steep 
drop in equity prices outweighed a moderate gain in house prices. The OFHEO 
repeat sales house price index is estimated to have increased at an annual rate of 
about 6-1/2 percent in the third quarter, down from an average annual rate of 
about 7-3/4 percent in the first half of the year. Outflows from equity mutual 
funds picked up in September but did not match July’s record rate of withdrawals, 
and the pace of outflows has continued in October. Bond mutual funds, however, 
had outsized inflows in September for the third consecutive month, but they 
slowed considerably in October. 

1. Records collected by the Home Mortgage Disclosure Act (HMDA) are estimated to 
cover 80 percent of mortgage originations. 
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Treasury and Agency Finance 
The federal budget position turned to a small surplus in September, allowing the 
Treasury to pay down marketable debt for the first time in five months, but current 
estimates point to a sizable deficit in October. The Treasury accumulated larger-
than-expected cash balances at quarter-end. A portion of those cash balances 
were invested temporarily in TT&L deposits at commercial banks, but the 
Treasury also continued to utilize its Term Investment Option program, in which it 
auctions short-term deposits to banks. The market may have become more 
comfortable with this new instrument, as the bidding was apparently a little more 
aggressive than at auctions earlier this year. The Treasury’s announcement that it 
plans to offer $40 billion in new securities at its mid-quarter refunding auctions 
next week was largely in line with market expectations. 

With the surge in mortgage refinancing, investors closely followed the interest 
rate exposures of Fannie Mae and Freddie Mac. Investor concern ebbed 
somewhat in early October after Fannie Mae reported it had substantially 
narrowed its duration gap, but yields on Fannie Mae bonds have continued to run 
several basis points higher than on comparable Freddie Mac bonds. On balance, 
spreads of agency yields over comparable-maturity Treasuries remained elevated. 

State and Local Government Finance 
Following the trend of recent months, gross issuance of long-term debt for new 
capital and advance refunding was strong in both September and October, boosted 
recently by a portion of the $11 billion deal from the State of California. The 
bond proceeds are being used in part to repay debt raised to pay for electricity 
purchases during the state’s electricity crisis two years ago. Municipal bond 
issuance, especially advance refunding, has been bolstered by low interest rates 
and possibly also by strong support among voters for public investment. In 
addition, erosion in tax revenues may have forced some state and local 
governments to rely more on bond financing; in particular, short-term debt 
issuance surged in October. Declining tax revenues also have contributed to a 
recent deterioration in municipal credit quality. Ratings downgrades of municipal 
debt spiked in October, but the bulk of the downgrades primarily reflect a one-
notch cut from the top short-term rating for two large underwriters, who are 
obligated to buy back these securities at investors’ discretion. Spreads of BBB
to-AAA-rated municipal bond yields have risen over the intermeeting period. 

Money and Bank Credit 
After fairly robust gains in the preceding four months, the growth of M2 
decelerated in September to a 5 percent annual rate, but it has picked up in 
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October. The slowdown in M2 during the intermeeting period has reflected the 
waning effects of previous interest rate cuts and lower growth of nominal 
spending. M2 was supported by continued strong growth in liquid deposits that 
reflected some substitution out of retail money market funds and retail time 
deposits and a substantial boost from mortgage refinancings. 

Bank credit growth decelerated in September, but to a still-brisk 10-3/4 percent 
rate, and appears to be slowing considerably further in October. Nonetheless, 
loan growth has remained robust, driven almost entirely by the continued strength 
of household borrowing. Residential real estate loans continue to surge, although 
home equity loan growth has slowed somewhat from its dramatic pace during the 
summer. 

Earnings reports at the largest bank holding companies for the third quarter have 
been mixed but strong on balance. Profit gains were generally attributed to fee 
income from mortgage and credit card lending. However, losses on loans to 
energy and telecommunications firms significantly reduced profits at several 
holding companies, and others reportedly signaled concerns about the quality of 
loans to these sectors. 
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Appendix 

October 2002 Senior Loan Officer Opinion Survey 

The October 2002 Senior Loan Officer Opinion Survey on Bank Lending Practices 
focused on changes in the supply of and demand for bank loans to businesses and 
households over the past three months.  In addition, the survey contained three sets of 
supplementary questions.  The first set was designed to clarify the relative effects of 
supply and demand forces on the observed runoff in C&I loans over the first nine months 
of 2002.  The second set focused on the extent of cash-out refinancing during the recent 
boom in mortgage refinancing activity and the behavior of average home prices over the 
past twelve months.  In light of recent declines in bank stock prices and increases in yields 
on outstanding subordinated debt at some large banks, the final set of special questions 
addressed changes in banks’ cost of funds over the past six months.  Responses were 
received from fifty-four domestic and twenty foreign banking institutions. 

The results indicate some further tightening of standards and terms for commercial and 
industrial (C&I) loans over the past three months.  A significant fraction of U.S. branches 
and agencies of foreign banks continued to tighten both standards and terms.  Domestic 
and foreign institutions reported that the demand for C&I and commercial real estate 
loans weakened further between the August and October surveys.  Domestic banks 
attribute much of the recent decline in C&I loans to reduced demand from creditworthy 
borrowers.  By contrast, foreign institutions allowed that their own tighter lending 
standards played an important role. 

On the household side, domestic banks reported largely unchanged standards on home 
mortgages and consumer loans over the past three months.  A significant fraction of these 
banks reported an increase in the demand for home mortgages to purchase homes as well 
as continued demand for cash-out refinancing.  A majority of banks surveyed expect the 
growth of housing prices in their market area to moderate over the next twelve months 
relative to the previous twelve month period.  Demand for consumer loans was about 
unchanged. 

Lending to Businesses 
The percentage of domestic banks that reported having tightened standards on C&I loans 
to large and middle-market firms over the past three months edged down to 19 percent 
from 23 percent in the August survey.  By contrast, the percentage tightening standards 
on business loans to small firms rose from 9 percent in August to about 17 percent in the 
current survey, and one bank reported that it tightened standards considerably on these 
loans. 

A similar pattern in lending policies for small and large firms is evident in the number of 
domestic banks that tightened the various terms listed in the survey.  The percentage of 
banks that raised premiums charged on riskier loans to large and middle-market firms 
declined from about 50 percent in the August survey to 40 percent in October, while the 
fraction of banks that reported doing so on loans to small firms increased from one-fifth 
to more than one-third between the two surveys.  In addition, almost 30 percent of 
respondents indicated that they imposed more stringent collateralization requirements on 
small firms over the past three months, up from 16 percent, on net, in the August survey. 
By contrast, the percentage of domestic banks that tightened collateralization 
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requirements on C&I loans to large firms declined from about 30 percent in August to 23 
percent in the current survey. 

The fraction of U.S. branches and agencies of foreign banks that tightened standards and 
terms on C&I loans over the past three months retreated somewhat from the elevated 
range of the previous several surveys.  The percentage of foreign institutions that had 
tightened standards for customers seeking C&I loans or credit lines declined from 60 
percent in August to 50 percent in the current survey.  In a similar vein, the fractions of 
foreign institutions that tightened the surveyed terms on business loans over the past three 
months generally edged down.  Between the August and October surveys, the fraction of 
foreign institutions that raised premiums on loans to riskier customers declined from 80 
percent to about 55 percent, and the percentage that reported increasing the cost of credit 
lines decreased from 65 percent to about 40 percent.  By contrast, the fraction of foreign 
institutions that increased spreads of loan rates over their cost of funds remained at about 
70 percent in the current survey. 

More than 80 percent of the domestic and foreign banking institutions that tightened 
standards or terms on C&I loans over the past three months voiced concerns about the 
economic outlook.  Domestic banks continued to cite reduced tolerance for risk and 
increases in corporate bond defaults as important reasons for tightening their lending 
policies.  About 70 percent of domestic respondents indicated that reduced tolerance for 
risk was at least a somewhat important reason for tightening their credit standards and 
terms, down only slightly from the August survey, and more than one-half of 
respondents—about the same fraction as in the August survey—identified an increase in 
corporate bond defaults as a somewhat important reason. 

At the same time, industry-specific concerns at domestic banks appear to have eased 
somewhat, as the percentage of respondents citing a worsening of industry-specific 
problems as a reason for changing their lending policies declined from 56 percent in 
August to about 39 percent in October.  By contrast, 87 percent of foreign banking 
institutions cited a worsening of industry-specific conditions as a reason for tightening 
their lending policies over the past three months.  This difference likely reflects foreign 
institutions’ considerably greater concentration of C&I loans to troubled sectors such as 
telecommunications and high-tech, as evidenced by responses to the August 2001 survey. 

On net, 53 percent of domestic banks reported weaker demand for C&I loans from large 
and middle-market firms in October, up slightly from about 45 percent in August.  The 
net fraction of banks that reported weaker demand from small firms also moved up in the 
current survey, to about 48 percent.  The net percentage of foreign branches and agencies 
reporting weaker demand for C&I loans over the past three months increased to 40 
percent in October from 35 percent in the previous survey. 

All but one domestic bank that experienced weaker demand reported that a decline in 
customers’ need for bank loans to finance capital expenditures was at least a somewhat 
important reason for the weakness in demand, and almost one-half of respondents chose 
this reason as “very important.”  As in the past several surveys, substantial fractions of 
banks also reported weaker demand for loans to finance mergers and acquisitions, 
inventories, and accounts receivable.  Of the four domestic banks that reported an 



III-A-3


increase in demand for C&I loans over the past three months, three indicated that the 
increase was due to a reduction in their customers’ internal funds.  The most frequently 
cited reasons for weaker demand at branches and agencies of foreign banks continued to 
be a decline in merger and acquisition financing and reduced customer investment in plant 
and equipment. 

In an attempt to obtain greater insight into the reasons behind the striking decline in C&I 
loans during the first nine months of this year—as reported on the Federal Reserve’s H.8 
release, “Assets and Liabilities of Commercial Banks in the United States”—banks were 
asked to rank several possible demand and supply factors.  According to domestic 
respondents, the most important reason for the runoff in C&I loans is the reduced funding 
needs of creditworthy borrowers; indeed, almost three-fourths of domestic banks 
identified this factor as being “most important.”  At the same time, domestic banks 
indicated that the deterioration in business credit quality has reduced the number of firms 
viewed as creditworthy, an effect compounded by the reported tightening of lending 
standards over the past nine months.  At branches and agencies of foreign banks, by 
contrast, reduced demand from creditworthy borrowers was not deemed nearly as 
important.  Almost all foreign institutions reported that the recent drop in C&I lending 
resulted from a reduction in the number of creditworthy borrowers, but the respondents 
were almost evenly split between those that attributed the reduction to a general 
deterioration in borrowers’ credit quality and those that attributed it to the imposition of 
more stringent lending standards.  In a follow-up question, 55 percent of domestic banks, 
on net, and 65 percent of foreign institutions indicated that the rejection rate on C&I loan 
applications was higher over the first nine months of 2002 than over the corresponding 
period in 2001. 

Commercial real estate lending.  The fractions of domestic and foreign banking 
institutions that reported tighter standards on commercial real estate loans over the past 
three months stayed at about 25 percent and 30 percent, respectively, in the October 
survey.  Demand for commercial real estate loans continued to weaken on net.  The net 
fraction of domestic banks reporting weaker demand for commercial real estate loans was 
about unchanged between August and October at about one-third.  At foreign institutions, 
the net fraction of respondents experiencing weaker demand for commercial real estate 
loans over the past three months rose from 18 percent in August to 36 percent in the 
current survey. 

Lending to Households 
Ten percent of domestic banks reported that they had tightened lending standards on 
residential mortgage loans over the past three months, the highest share in the past 
decade.  On net, more than 40 percent of respondents reported increased demand for 
residential mortgages, up from 27 percent in the previous survey, a result consistent with 
the elevated level of new home sales between the two surveys. 

A set of supplementary questions addressed changes in home appraisal policies, the extent 
of cash-out mortgage refinancing, and trends in home prices.  Almost all domestic banks 
indicated that their policies concerning the appraisal of home values for mortgage 
loans—for loans they intend to hold on their books—have remained essentially 
unchanged over the past six months; four of the five remaining respondents indicated that 
they had become somewhat more conservative when appraising home values. 
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This year has seen record levels of home mortgage refinancing.  Reportedly, many 
households also increased their loan balances at the time of refinancing, an arrangement 
sometimes referred to as cash-out refinancing.  Almost half of domestic respondents in 
the October survey indicated that between 20 percent and 40 percent of the customers 
that refinanced their mortgages over the last six months took advantage of cash-out 
refinancing; about one-fifth of banks reported that more than 40 percent of these 
customers engaged in cash-out refinancing.  These percentages are appreciably higher 
than those reported in the January 2002 survey, which contained a similar question. 

For customers who increased the outstanding balance of their mortgage when refinancing, 
about 70 percent of banks reported that the typical increase was between 5 percent and 
15 percent of the original outstanding balance.  More than 25 percent indicated that the 
typical increase, again as a percentage of the original outstanding balance, was greater 
than 15 percent.  These numbers suggest some increase in the amount of cash-out 
refinancing when compared with the January 2002 survey, in which only 20 percent of 
banks indicated that the typical increase in the outstanding balance was greater than 15 
percent.  In the current survey, domestic banks also reported that their customers’ most 
common use of funds from cash-out refinancing was to repay other debt and to pay for 
home improvements, essentially the same as in the January 2002 survey. 

Domestic banks were also queried about the behavior of average home prices in their 
markets over the past twelve months.  About 75 percent of these institutions reported that 
the average home price in their market has increased over the past twelve months; in fact, 
about 15 percent of respondents indicated that the increase was substantial.  However, 
many banks expect these increases to moderate or partially reverse over the next twelve 
months.  About 20 percent of banks anticipate a decrease in average home prices in their 
respective markets, while only 33 percent forecast a further increase, and no bank expects 
that increase to be substantial. 

In the October survey, about 15 percent of domestic banks indicated that they had 
tightened standards on credit card loans and other consumer loans over the past three 
months, about the same as in the previous survey.  Over the same period, almost 
one-quarter of respondents reported reducing the number of exceptions granted to 
customers not meeting credit-scoring thresholds on all consumer loans.  For the second 
consecutive survey, a small net fraction of domestic banks reported that demand for 
consumer loans was somewhat weaker over the past three months. 

Changes in Cost of Funds 
In light of recent declines in bank stock prices and increases in yields on subordinated 
debt at some banks, the last set of special questions focused on changes in banks’ cost of 
funds over the past six months.  About 30 percent of domestic banks reported that their 
weighted-average marginal cost of funds—relative to the marginal return on their 
assets—decreased slightly over the past six months, while 12 percent of respondents 
acknowledged a slight increase in their marginal cost of funds.  Only two banks reported 
that their marginal cost of funds has increased significantly over the past six months. 
Domestic institutions that experienced an increase in their marginal cost of funds reported 
that, in response, they raised their loan pricing terms such as fees and spreads.  Domestic 
institutions that reported a decrease in their marginal cost of funds, by contrast, were able 
to reduce fees and spreads. 
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International Developments

U.S.  International Transactions

Trade in Goods and Services
The deficit in U.S. international trade in goods and services was $38.5 billion in
August, $3.4 billion larger than in July (revised).  For July and August on
average the deficit was $441 billion at an annual rate, virtually unchanged from
the second quarter.   

Exports of goods and services reversed their July increase by falling
$12.6 billion in August, a 1.3 percent decline.  Exports of services edged up in
August, but goods exports fell 1.9 percent, with declines spread across major
categories.  Despite the August decline, the level of goods exports in July and
August on average rose about 7½ percent at an annual rate from the second-
quarter level.  By region, the increase in goods exports so far in the third quarter
has been primarily to Western Europe and Japan.  Exports to Canada continued
at about the same strong level as in the second quarter.  Exports to Latin
America and developing Asia were down in July and August relative to the
second quarter.  

Imports of goods and services reversed their July decrease by jumping
$28.1 billion in August, a 2.0 percent increase.  Services imports rose
1.1 percent and goods imports were up 2.2 percent.  The increase in goods
imports was concentrated in industrial supplies and consumer goods, and may
reflect an acceleration of shipments through West Coast ports in anticipation of a
work stoppage that began to appear more likely in August.  The level of goods
imports in July and August on average was about 3¾ percent at an annual rate
above the elevated second-quarter level.  By region, the increase in July-August
relative to the second quarter was shared across Europe, South America, and
Asia, with little change in imports from Canada and Mexico.      
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Prices of Internationally Traded Goods
Oil.  The BLS price of imported oil rose 6.0 percent in September after climbing
2.8 percent in August (revised).  The price of imported oil has risen every month
this year except June.  The spot price of West Texas intermediate (WTI) crude
oil has also risen on average since the beginning of the year and is currently
around $27 per barrel, up from its average value near $19 per barrel last
December.  In October, the spot price fell from above $29 per barrel to its
current level, reflecting higher production from OPEC and the market’s reaction
to reports that the Bush administration may be willing to accept a diplomatic
solution in Iraq.  However, low crude oil inventories in the United States and
remaining uncertainty with regard to Iraq continue to keep upward pressure on
oil prices. 

Non-oil imports.  The price of both imported non-oil goods and core goods rose
0.2 percent in September following no change in August.  For core goods, the
largest increase in September was in the price index for foods, which rose
2.7 percent following small increases in July and August.  Prices in other major
categories were little changed.  For the third quarter on average, core import
prices were up 1.7 percent at an annual rate, the same as in the second quarter.

Exports.  The price of total U.S. goods exports rose 0.2 percent in September,
and the price of core goods exports rose 0.3 percent.  For core goods, the largest
price movement in September was a 3.6 percent increase in the price of
agricultural products, largely attributable to increases in the prices of corn and
wheat.  Prices in other major categories were generally little changed.  For the
third quarter on average, core export prices were up about 4 percent at an annual
rate, slightly higher than the second quarter rate.

U.S. International Financial Transactions
Foreign official assets held in the United States were essentially unchanged in
August (line 1 of the Summary of U.S. International Transactions table) as
increases in holdings of agency bonds and, to a lesser extent, Treasury issues,
were offset by declines in repo positions.  Increases in official reserves for the
month were largest for China ($3.8 billion) and Russia ($2.7 billion).  The most
significant declines were for France ($3.8 billion) and Germany ($3.1 billion). 
Partial data from the Federal Reserve Bank of New York indicate that foreign
official reserves in custody there increased by $8 billion in September.

Net private foreign purchases of U.S. securities (line 4) slowed in August to
$26 billion; however, the pace is roughly equivalent to the monthly average of
$30 billion recorded since July of last year.  The decline in August is due to the
sharp drop in foreign net purchases of Treasuries, from July's $26 billion to less
than $1 billion in August as Treasury yields reached new lows.  Private
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purchases of both agency (line 4b) and corporate debt issues (line 4c) rebounded
somewhat in August to $8 billion and $13 billion, respectively, and were
concentrated in the European and Caribbean markets.  The rise in foreign
purchases of U.S. corporate debt in August may be attributed in part to a
substantial increase in new bond issues by U.S. corporations in the month after
an unusually low level of corporate issues in July.  Net foreign acquisitions of
U.S. equities (line 4d) fell by one-half in August to $5 billion.  

U.S. residents were modest net purchasers of foreign securities (line 5) in
August as small net purchases of foreign bonds (line 5a) were nearly offset by
U.S. net sales of foreign equities (line 5b).  Again in August, no acquisitions of
foreign stock through stock swaps (line 5c) were recorded as merger activity
continued to slow.  While there are no new data on direct investment flows, the
decline in mergers and acquisitions in recent months indicates that inflows were
likely low again in the third quarter. 

Net banking inflows of $21 billion (line 3) were recorded for August, down from
$32 billion as revised for July.  The net inflows primarily reflected inter-office
funding activity with Caribbean branches and repo transactions with
non-banking entities located in the Caribbean.
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Summary of U.S. International Transactions
(Billions of dollars, not seasonally adjusted except as noted)

2000 2001
2001 2002

Q3 Q4 Q1 Q2 July Aug

Official financial flows 39.3 2.0 13.2 5.3 8.8 45.5 4.4 .1
1. Change in foreign official assets

in the U.S. (increase, +) 39.6 6.9 16.8 5.5 8.4 47.4 4.6 .3

a.  G-10 countries 12.3 -7.9 -5.6 9.1 5.0 17.6 6.1 -8.5

b.  OPEC countries 10.7 -1.9 -4.8 4.2 -6.5 1.1 -0.1 .6
c.  All other countries 16.6 16.8 27.2 -7.8 9.9 28.6 -1.4 8.2

2. Change in U.S. official reserve
assets (decrease, +) -.3 -4.9 -3.6 -.2 .4 -1.8 -.2 -.3

Private financial flows 370.3 379.8 29.6 145.4 78.8 34.9 ... ...

Banks
3. Change in net foreign positions

of banking offices in the U.S.1 -6.7 7.3 -1.7 38.7 -3.9 -21.4 31.8 20.8

Securities2

4. Foreign net purchases of U.S.
securities (+) 381.0 404.4 51.2 128.2 67.6 99.9 41.5 26.3
a. Treasury securities -76.4 5.6 -14.5 28.3 -1.6 -5.0 26.1 .9
b. Agency bonds 96.5  86.4 19.4 28.1  2.4 32.4 3.4 8.2
c. Corporate and municipal bonds 165.7 201.7 33.1 38.3 43.3 60.6 2.4 12.5
d. Corporate stocks3 195.1 121.9 12.9 33.5 23.4 12.0 9.6 4.7

5. U.S. net acquisitions (-) of
foreign securities -126.6 -95.1 10.0 -26.2 1.9 -10.8 18.6 -.9
a. Bonds -23.3 12.3 21.0 -7.4  .6 9.5 6.5 -2.8
b. Stock purchases -22.9 -62.7 -9.3 -12.4 3.1 -20.3 12.1 1.9
c. Stock swaps3 -80.4 -44.7 1.8 -6.4 -1.8 .0 .0 .0

Other flows (quarterly data, s.a.)
6. U.S. direct investment (-) abroad -178.3 -127.8 -41.7 -27.5 -29.3 -29.4 ... ...
7. Foreign direct investment in U.S. 307.7 130.8 14.2 21.9 16.2 1.0 ... ...
8. Foreign holdings of U.S. currency 1.1 23.8 8.2 10.5 4.5 7.2 ... ...
9. Other (inflow, + )4 -7.9  36.4 - 10.5 -.1  21.7 -11.6 ... ...

U.S. current account (s.a.) -410.3 -393.4 -91.3 -95.1 -112.5 -130.0 ... ...

Capital account balance (s.a.)5 .8 .8 .2 .2 .2 .2 ... ...

Statistical discrepancy (s.a.) .0 10.7  48.3 -55.8 24.7 49.4 ... ...

NOTE:  The sum of official and private financial flows, the current account balance, the capital account balance, and the statistical
discrepancy is zero.  Details may not sum to totals because of rounding.

1.  Changes in dollar-denominated positions of all depository institutions and bank holding companies plus certain transactions
between broker-dealers and unaffiliated foreigners (particularly borrowing and lending under repurchase agreements). Includes
changes in custody liabilities other than U.S. Treasury bills.

2.  Includes adjustments BEA makes to account for incomplete coverage, but excludes adjustments for commissions and therefore
does not match exactly the data on U.S. international transactions published by the Department of Commerce.

3.  Includes (4d) or represents (5c) stocks acquired through mergers.
4.  Transactions by nonbanking concerns and other banking and official transactions not shown elsewhere plus amounts resulting

from adjustments made by the Department of Commerce and revisions in lines 1 through 5 since publication of the quarterly data in
the Survey of Current Business.

5. Consists of transactions in nonproduced nonfinancial assets and capital transfers.
n.a.  Not available.    ...  Not applicable.  
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Foreign Exchange Markets

The trade-weighted value of the dollar has weakened ½ percent, on balance,
vis-à-vis the major foreign currencies since the September FOMC meeting.  The
dollar slipped 1¼ percent against the Canadian dollar, as forecasts project that
the rate of growth of the Canadian economy will likely surpass that of the U.S.
economy over the second half of this year.  The dollar depreciated 3/4 percent
against the yen, partially in response to a much weaker-than-expected U.S.
consumer confidence data release on October 29.  On the whole, the dollar
stayed within a narrow range against the euro and yen over the intermeeting
period.  Amidst this relative tranquility, implied volatilities derived from options
on the exchange rate of the dollar versus the euro and yen declined 20 percent
over the period.  This decline suggests that market participants expect the dollar
to continue trading within a narrower-than-usual range.

European stock indexes plunged to new multi-year lows early in the
intermeeting period, but in mid-October they staged a sharp recovery along with
share prices in the United States.  The sectors that had been hardest hit this
year – technology, insurance and telecommunications – led the rally, with the
technology sector surging more than 30 percent over the period.  In contrast,
share prices in Japan plumbed new 19-year lows, with banking shares down
more than 10 percent.  Market participants seemed to be uneasy about measures
for cleaning up the banking system that the Financial Services Agency might
announce.  A contentious debate among Japanese government officials about
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these measures, well in advance of the announcement, reportedly exacerbated
the negative sentiment in the market.  Market participants deemed the FSA’s
announcement of the plan on October 30 to be vague, with the outlined reforms
relatively mild.  The FSA stated that more details on the plan would be provided
sometime in November. 

In conjunction with the rally in the equity market, euro-area ten-year benchmark
bond yields rose 22 basis points over the intermeeting period, reversing most of
the decline during the previous period and suggesting an increase in risk
appetite.  Yields on two-year European government bonds were little changed,
as economic data were mixed and pointed to further lackluster growth,
particularly in Germany.  Despite concerns that the EU has been lax in enforcing
deficit limits spelled out in the Stability and Growth Pact, credit default spreads
for the countries with the largest fiscal deficits widened only 2 to 5 basis points
over the period.  As was the case with equities, Japanese sovereign bond yields
also went in the opposite direction to those in other major industrial countries,
with the yield on the benchmark ten-year instrument falling 24 basis points. 
Japanese bond yields retraced an upward spike at the end of the previous period
after the Bank of Japan announced it would begin purchasing corporate shares. 
Soon after that announcement, the monthly auction of ten-year Japanese
government bonds was undersubscribed for the first time ever, exacerbating the
upward pressure on yields.  
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The European Central Bank and the Bank of England did not adjust their
monetary policy stances during the period, and three-month interest rates were
little changed.  The Bank of Japan announced that it would boost its target range
for balances of banking deposits held at the central bank by ¥5 trillion to
¥15-20 trillion.  The Bank also announced it would step up purchases of
Japanese government bonds to ¥1.2 trillion per month, a 20 percent increase
from the current level.

In Latin America, the focus continued to be on Brazil and on the impact of the
victory for the Worker’s Party candidate, Lula, in the presidential election. 
Financial market pressures eased somewhat ahead of the second round of
balloting after Lula's economic advisors announced that the government will
make fiscal and monetary reforms a high priority.  After Lula’s victory, some of
the financial gains ahead of the runoff election were reversed.  Despite this
setback, Brazil’s EMBI+ spread over Treasuries narrowed 400 basis points over
the intermeeting period and the Bovespa gained 6 percent.  The real remained
under pressure over the period, slipping 5 percent, which prompted the central
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bank of Brazil to raise its key interest rate 300 basis points to 21 percent.  The
Mexican peso appreciated one percent against the dollar, while Mexico’s EMBI+
spread narrowed 70 basis points.  Share prices in Argentina gained 13 percent
and Argentina’s yield spread narrowed 625 basis points.

In emerging Asia, equity prices in the Philippines and Indonesia declined 8 and 
12 percent, respectively, over the period, amid terrorist incidents in both nations. 
The dollar appreciated more than 1½ percent against the Philippine peso and the
Indonesian rupiah.  The rebound in technology share prices helped Taiwan’s
stock market gain four percent.  Korean share prices also participated in the
mid-October technology-driven recovery but slipped three percent for the period
as a whole.
  

           
 .  The Desk did not intervene during the period for the

accounts of the System or Treasury.
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Developments in Foreign Industrial Countries

In the euro area and Japan, recent data have suggested that growth may be
slipping, with industrial production slowing and surveys of business sentiment
showing few signs of optimism.  In contrast, Canada has shown signs of robust
growth, with gains in manufacturing and the housing sector, while the United
Kingdom has continued to grow at a moderate pace with support coming from
services. 

Twelve-month consumer-price inflation rates generally changed only slightly.  In
the euro area and the United Kingdom, they remained at around 2 percent. 
Japanese prices continued to fall at nearly a 1 percent pace.  In Canada, the
headline rate fell slightly to 2.3 percent. 

In Japan, recent indicators are generally consistent with a slowing in the pace of
growth.  Industrial production fell 0.3 percent in September, putting the third-
quarter average about two percent above the second-quarter average; this
quarterly increase, while still robust, is a slowdown from the pace of expansion
in the second quarter.  The broader all-industries index edged up 0.5 percent in
August; for July and August on average, the index was 0.7 percent above the
second-quarter average.  Real exports fell in the third quarter compared with the
second quarter, while imports jumped, implying a negative contribution of net
exports to GDP growth.  Machinery orders fell sharply in August, although the
series is very volatile, and the drop followed several monthly increases.  In
addition, non-residential building starts were weak in July and August. 
Residential building starts continued to fall, dropping about 3½ percent in July
and August on average from their second-quarter average.  On the other hand,
third-quarter workers’ household expenditures were about one percent above the
second-quarter average.  

Labor market conditions remain unfavorable; employment fell 0.7 percent in
September from year-earlier levels.  The unemployment rate was stuck at 5.4
percent in September, only a touch below the record-high rate registered last
December.  The job-offers-to-applicants ratio, a key leading indicator of
employment conditions, was up slightly to 0.55 in September from the previous
month.  In the Tokyo area, core consumer goods prices (which exclude fresh
food but include energy) were unchanged in October from the previous month,
and were down 0.8 percent from a year earlier.  Wholesale prices for domestic
goods were roughly flat between February and September, but remained below
year-earlier levels. 
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Japanese Economic Indicators
(Percent change from previous period, except as noted, s.a.)

Indicator

2002

Q1 Q2 Q3 Jul. Aug. Sept. Oct.

Industrial production1 .6 3.8 2.2 .1 1.4 -.3 n.a.

All-industries index .6 .3 n.a. .2 .5 n.a. n.a.

Housing starts .8 -.8 n.a. 3.1 -1.0 n.a. n.a.

Machinery orders2 -7.4 7.1 n.a. 1.9 -13.6 n.a. n.a.

Machinery shipments 3.6 6.6 1.6 -1.5 5.7 -3.9 n.a.

New car registrations 1.9 5.3 3.1 1.2 18.2 -8.6 n.a.

Unemployment rate3 5.3 5.3 5.4 5.4 5.4 5.4 n.a.

Job offers ratio4 .51 .53 .54 .54 .54 .55 n.a.

Business sentiment5 -41 -32 -30 ... ... ... ...

CPI (Core, Tokyo area)6 -.9 -1.1 -.9 -1.0 -.9 -.9 -.8

Wholesale prices6 -1.4 -1.1 -1.0 -1.2 -1.0 -.9 n.a.

1. Mining and manufacturing.
      2. Private sector, excluding ships and electric power.

3. Percent.
4. Level of indicator.
5. Tankan survey, diffusion index.
6. Percent change from year earlier, n.s.a.
n.a.  Not available.  ...  Not applicable.

The Bank of Japan's Tankan index of business conditions improved slightly in
September, with the level of the aggregate diffusion index for business sentiment
among firms of all sizes and across all industries edging up to -30 from -32 in
June.  Employers’ perceptions indicate that employment at their firms remains
excessive.  Forecasts for profits and sales were generally revised down, and the
outlook for investment spending remains weak.

On September 30, as part of a cabinet reshuffle, Prime Minister Koizumi
replaced Hakuo Yanagisawa with Heizo Takenaka as head of the Financial
Services Agency.  Takenaka also retains his position as Minister of Economic
and Fiscal Policy.  On October 30, the government announced a policy package
containing a plan to resolve problems in the Japanese banking sector and
accompanying measures to cushion the impact of banking reform on economic
activity.  The announcement was vague on details, but the banking reform plan
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appears to be relatively weak.  The plan calls on major banks to halve bad loans
within 2½ years, without defining "bad loans" and without specifying how the
loans would be disposed of.  Anti-deflation measures included tax cuts of around
1 trillion yen (0.2 percent of GDP), measures to enhance job security, additional
support for small and medium-sized companies, and the creation of an
organization that will assist in rehabilitating viable firms.   

Also on October 30, the Bank of Japan (BOJ) voted to ease monetary policy,
raising its target range for the outstanding balance of bank accounts held at the
BOJ to ¥15 trillion to ¥20 trillion from ¥10 trillion to ¥15 trillion.  As part of the
effort to ease policy, the BOJ will increase the monthly amount of outright
purchases of long-term JGBs from the current ¥1 trillion to ¥1.2 trillion.  The
BOJ cited uncertainties stemming from "global economic developments" and the
"likely acceleration in the pace of dealing with the non-performing loan
problem," as well as volatility in stock prices, in explaining its decision.  

Recent data suggest that growth in the euro area remained sluggish in the third
quarter, raising concerns that growth may be slipping rather than picking up.  For
July and August on average, industrial production was only 0.1 percent above the
second-quarter average.  Most measures of euro-area business sentiment have
declined since May.  Purchasing managers’ indexes for both manufacturing and
services have declined in each of the past three months, with a particularly sharp
decline in September that took both measures to about 49, just below the level of
50 that is the threshold for indicating positive growth.

The twelve-month rate of euro-area consumer price inflation remained just above
the ECB’s target ceiling of two percent in September.  Excluding food, energy,
and alcohol and tobacco, the twelve-month inflation rate remained at 2.4 percent
in September, just below the six-year peak of 2.5 percent reached in May.  In
contrast, producer prices have remained below year-earlier levels.

Slow economic growth has put pressure on euro-area fiscal balances.  As a result,
the European Commission postponed the date for achieving balanced budgets to
2006 from 2004.  However, the Commission maintains its position that
governments should achieve improvements in their structural (i.e. full
employment) budget positions in 2003.  Nevertheless, Francis Mer, the French
minister of Finance, has indicated that France will not eliminate its budget deficit
until 2007 and will not cut its structural deficit in 2003.  

On October 16, Hans Eichel, the German finance minister, announced that the
German budget deficit this year will exceed the 3 percent of GDP limit required
by the Stability and Growth Pact.  The “excessive” budget deficit could trigger a
fine of up to 0.5 percent of GDP, but the European Commission is unlikely to 
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Euro-Area Economic Indicators
(Percent change from previous period except as noted, s.a.)

Indicator
2002

Q1 Q2 Q3 Jun. Jul. Aug. Sept.

Industrial production1 .8 .3 n.a. .9 -.8 .6 n.a.

Retail sales volume .2 -.3 n.a. -.3 .6 n.a.  n.a.

Unemployment rate2 8.1 8.2 n.a. 8.3 8.3 8.3 n.a.

Consumer confidence3 -10.0 -8.3 -10.0 -8.0 -10.0 -11.0 -9.0

Industrial confidence4 -13.7 -10.7 -11.7 -11.0 -11.0 -12.0 -12.0

Mfg. orders, Germany 1.2 2.1 n.a. -3.3 -.4 1.2 n.a.

CPI5 2.6 2.1 2.0 1.8 1.9 2.1 2.1

Producer prices5 -.9 -.8 n.a. -1.0 -.4 -.2 n.a.

M35 7.2 7.1 7.4 7.1 7.1 7.0 7.4

1. Excludes construction.
2. Percent. Euro-area standardized to ILO definition.  Includes Eurostat estimates in some

cases.
3. Diffusion index based on European Commission surveys in individual countries.
4. Diffusion index based on European Commission surveys in individual countries.
5. Eurostat harmonized definition.  Percent change from year earlier.     
n.a.  Not available.

impose sanctions as the government has already begun to take actions to offset
the budget slippage in the medium-term.  A fine is particularly unlikely given the
European Commission’s decision not to fine Portugal for exceeding the 3 percent
limit in 2001.

The European Commission has recommended ten accession countries for
admission into the European Union. The ten countries are Cyprus, the Czech
Republic, Estonia, Hungary, Latvia, Lithuania, Malta, Poland, the Slovak
Republic, and Slovenia.  Bulgaria and Romania will continue negotiations for
accession, while Turkey is not yet viewed as meeting the political conditions
required to begin negotiations.  The objective is for the new members to begin
joining the European Union in time for the election of the European Parliament
scheduled for June 2004.  On October 19, Ireland removed a major obstacle for
EU expansion with 63 percent of voters in a national referendum casting ballots
in favor of the Nice Treaty.  The Nice Treaty changes the institutional structure of
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the EU in order to make enlargement possible.  Irish voters had rejected the Nice
Treaty during a previous referendum in 2001.

In the United Kingdom, preliminary third-quarter real GDP rose 2.8 percent
(s.a.a.r.) after moderate second-quarter growth.  Third-quarter growth in the
service sector is estimated to have strengthened more than three percent from
about 2½ percent in the second quarter.  Industrial production is estimated to
have grown during the quarter as well, although September data have yet to be
released.

U.K. Economic Indicators
(Percent change from previous period except as noted, s.a.)

Indicator

2002

Q1 Q2 Q3 Jul. Aug. Sept. Oct.

Real GDP* .5 2.5 2.8 ... ... ... ...

Industrial production -1.2 .3 n.a. 3.2 -.3 n.a. n.a.

Retail sales volume 1.0 1.7 .6 .4 .7 .4 n.a.

Unemployment rate1

      Claims-based 3.1 3.2 3.1 3.1 3.1 3.1 n.a.

      Labor force survey2 5.1 5.2 n.a. 5.2 n.a. n.a. n.a.

Business confidence3 -3.3 8.0 10.7 9.0 16.0 7.0 8.0

Retail prices4 2.4 1.9 2.0 2.0 1.9 2.1 n.a.

Producer input prices5 -5.6 -5.9 -2.2 -3.8 -1.8 -.9 n.a.

Average earnings5 2.9 3.9 n.a. 4.1 3.6 n.a. n.a.

      * Preliminary, s.a.a.r.
      1. Percent.

2. Three-month average centered on month shown.
3. Percentage of firms expecting output to increase in the next four months less percentage

expecting output to decrease.
4. Excluding mortgage interest payments.  Percent change from year earlier.
5. Percent change from year earlier.

     ...  Not applicable.  n.a.  Not available.

The limited indicators that are available for the fourth quarter suggest continued
moderate growth, albeit at a slower pace, with relatively weak manufacturing and
a relatively robust services sector.  Business confidence ticked up in October,
while the Confederation of British Industry survey of manufacturing order books
slid further and is now at the same level as a year ago.  In recent months, the
manufacturing PMI has been falling, with September’s index indicating tepid
growth.  September’s services PMI increased, however, continuing to indicate
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expansion. Consumer confidence has improved somewhat in August and
September after remaining relatively flat during the first half of the year. 

Despite some anecdotal evidence that the housing market is cooling, the two
leading surveys of housing prices registered twelve-month increases of around 
23 percent in September.  Borrowing to finance the purchase of homes climbed
1.2 percent in the same month, and increased a robust 12.4 percent in the twelve
months ending in September.  Mortgage approvals have edged up, but are still
lower than April's high.  Other consumer credit ticked down, but remained
strong.

Labor market conditions have remained tight.  The official claims-based
unemployment rate held steady at 3.1 percent in September, near a record low. 
Even so, the twelve-month rate of retail price inflation (excluding mortgage
interest payments) continued to be below the Bank of England’s 2½ percent
target in September at 2.1 percent.  The twelve-month growth rate of average
earnings fell to 3.6 percent in August.

In Canada, indicators suggest further strong real GDP growth in the third
quarter.  August manufacturing shipments grew 7.1 percent after a 12.7 percent
increase in July.  Industries related to Canada’s booming housing market
exhibited particular strength in the third quarter.  Average investment in
residential structures for the first half of 2002 rose 7.7 percent from the fourth
quarter of 2001, while housing starts have remained at or near twelve-year highs
since January.  Low mortgage rates and high employment growth have continued
to support activity, with August permits jumping 3.7 percent from July’s level. 
Commercial and industrial construction also rebounded in the third quarter,
following large declines during the first half of the year. 

Consumer confidence held steady in the third quarter while business confidence
fell sharply in the same period.  However, September's PMI moved to 58.5, up
from around 50 in both July and August.  

The unemployment rate rose to 7.7 percent in September from 7.5 percent in
August, as the labor force increased at a greater rate than employment.  Strong
labor force growth has kept the unemployment rate from falling even as
employment has shown impressive gains, increasing 2.8 percent over the first
nine months of the year.  In September, the twelve-month rate of CPI inflation
fell to 2.3 percent from 2.6 percent in August.  The twelve-month increase in the
all-items index was muted by a fall in energy prices, while cigarette prices and
automobile insurance premiums exerted upward pressure.  Core inflation,
excluding food and energy prices, remained at three percent.  
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Canadian Economic Indicators
(Percent change from previous period except as noted, s.a.)

Indicator

2002

Q1 Q2 Q3 Jun. Jul. Aug. Sept.

GDP by industry 1.2 1.0 n.a. .2 .4 n.a. n.a.

Industrial production 2.4 1.4 n.a. -.0 1.4 n.a. n.a.

New mfg. orders 4.7 3.9 n.a. .1 -1.3 3.0 n.a.

Retail sales 2.6 .9 n.a. 1.9 -.2 .2 n.a.

Employment .7 .9 .9 .4 .1 .4 .3

Unemployment rate1 7.8 7.6 7.6 7.5 7.6 7.5 7.7

Consumer prices2 1.5 1.3 2.3 1.3 2.1 2.6 2.3

Consumer attitudes3 124.8 125.1 124.5 ... ... ... ...

Business confidence3 141.5 145.2 129.7 ... ... ... ...

1. Percent.
2. Percent change from year earlier, n.s.a.
3. Level of index, 1991 = 100.
n.a.  Not available.  ...  Not applicable.
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External Balances
(Billions of U.S. dollars, s.a.a.r.)

Country
and balance

2002

Q1 Q2 Q3 Jul. Aug. Sept.

Japan

Trade 72.4 86.1 73.9 68.4 93.1 60.4
Current account 117.5 118.7 n.a. 128.7 116.9 n.a.

Euro area
Trade1 66.2 91.0 n.a. 165.5 112.9 n.a.
Current account1 40.9 20.4 n.a. 31.0 113.9 n.a.

Germany
Trade 112.6 107.8 n.a. 124.0 145.5 n.a.
Current account 36.9 43.7 n.a. 1.9 52.9 n.a.

France
Trade 1.0 1.7 n.a. 3.9 2.8 n.a.
Current account 3.6 4.5 n.a. 3.2 6.1 n.a.

Italy
Trade 5.6 10.2 n.a. 2.4 5.6 n.a.
Current account1 -9.3 -16.0 n.a. 30.4 15.9 n.a.

United Kingdom
Trade -45.0 -38.2 n.a. -44.9 -51.8 n.a.
Current Account -21.7 -23.4 n.a. ... ... ...

Canada
Trade 34.9 34.3 n.a. 39.1 31.2 n.a.
Current Account 13.3 12.6 n.a. ... ... ...

1. Not seasonally adjusted.
n.a.  Not available.  ...  Not applicable.
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Economic Situation in Other Countries

Conditions in South America remain fragile.  The Argentine economy may be
bottoming out, but no significant signs of recovery have emerged, and the
situation in Venezuela has worsened.  The ongoing difficulties confronting
Brazil largely reflect uncertainties surrounding the political transition to the new
Lula administration.  Mexico has been largely unaffected by the political and
financial problems afflicting the major South American countries, but even there
growth slowed in the third quarter.  The pace of recovery also appears to have
slowed in much of emerging Asia, although China still reports robust GDP
growth.

In Brazil, data releases since the last Greenbook have suggested weakening
domestic demand.  Industrial production edged up in August, largely reflecting
strong growth in the mining sector.  Unemployment climbed during the third
quarter, and consumer confidence weakened in early October.  Twelve-month
inflation increased in September to 8 percent, driven by the pass-through of the
sizable depreciation of the real in recent months.  Inflation is well above the
upper limit of the 2002 inflation target range of 5.5 percent.  The trade and
current account balances improved markedly in the third quarter, driven largely
by weak imports.  Reflecting a heightened degree of uncertainty over the
economy’s prospects after the new government takes office, the central bank’s
survey of professional forecasters shows an increasing dispersion in forecasts of
inflation and output for 2003.

On October 6, Lula of the Workers’ Party (PT) garnered over 40 percent of the
vote in the first round election, and on October 27 Lula won the run-off against
Jose Serra by a wide margin.  During October, the concern that a Lula
government would embark on expansionary policies and possibly default on the
domestic and foreign public debt made it difficult for the government to roll
over maturing domestic debt, and the real depreciated sharply as well.  In
response, the central bank sold international reserves, raised reserve
requirements, tightened other restrictions on banks, and boosted its overnight
interest rate, the Selic, 300 basis points to 21 percent.  The real stabilized only
after senior PT party officials stated that Lula’s new economic team would soon
unveil proposals on fiscal reforms and a new central bank independence law.  By
end-October, the Brazilian EMBI+ spread over U.S. Treasuries stood at 1,800
basis points, down 600 basis points from its peak at the end of September, and
unchanged on balance since the run-off election.  
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Brazilian Economic Indicators
(Percent change from previous period, s.a., except as noted)

Indicator 2000 2001
2002

Q2 Q3 July Aug. Sept.

Real GDP1 3.8 -.6 2.4 n.a. ... ... ...

Industrial production 6.6 1.5 1.5 n.a. .1 .3 n.a.

Unemployment rate2 7.1 6.2 7.9 8.1 8.1 7.9 8.4

Consumer prices3 6.0 7.7 7.8 7.6 7.5 7.5 7.9

Trade balance4 -.7 2.6 4.2 18.9 12.9 15.0 29.0

Current account5 -24.6 -23.2 -20.4 3.9 -6.6 3.8 14.6

1. Annual rate.  Annual figures are Q4/Q4.
2. Percent.  “Open” unemployment rate.
3. Percent change from year-earlier period, except annual figures, which are Dec./Dec.  Price

index is IPC-A.
4. Billions of U.S. dollars, annual rate.
5. Billions of U.S. dollars, n.s.a., annual rate.
n.a.  Not available.    ...  Not applicable.

In Argentina, data releases since the last Greenbook have given tentative signs
that the economy has bottomed out.  Industrial production rose in September but
remained 20 percent below its 1998 peak.  Deposits in the banking system have
risen slightly since mid-August as a result of capital and banking controls and
very high interest rates.  Nevertheless, the level of deposits is quite low. 
Consumer confidence remains near a record low.  The weak economy and the
suppression of utility rates continued to restrain inflation, despite the sizeable
depreciation of the peso since last January; the CPI rose only 1.3 percent (s.a.) in
September, bringing the twelve-month increase to about 39 percent.  Economic
weakness continued to boost the trade surplus.

The Argentine government and the IMF continued to negotiate a new program,
but important areas of disagreement remain.  The government is attempting to
secure a Fund program before mid-November, which is the end of a 30-day
grace period on a missed $800 million payment to the World Bank.  Political
maneuvering in advance of the March presidential election has distracted
attention from the country’s pressing economic problems.  A legal and political
battle between President Duhalde and former president Menem is in progress
over the rules that will determine who wins the Peronist party primary in
mid-December; Duhalde is seeking to quash Menem’s re-election bid.
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Argentine Economic Indicators
(Percent change from previous period, s.a., except as noted)

Indicator 2000 2001
2002

Q2 Q3 July Aug. Sept.

Real GDP1 -1.9 -10.5 3.8 n.a. ... ... ...

Industrial production -1.8 -5.0 -.6 -.6 -1.5 -.2 .8

Unemployment rate2 15.1 17.4 21.5 ... ... ... ...

Consumer prices3 -.7 -1.5 23.3 36.0 32.9 36.5 38.5

Trade balance4 2.6 7.5 15.6 n.a. 16.8 16.1 n.a.

Current account5 -8.9 -4.6 10.8 n.a. ... ... ...

1. Annual rate.  Annual figures are Q4/Q4.
2. Percent, n.s.a.  Data are released for May and October only.  Figures for Q2 reflect data

for May.
3. Percent change from year-earlier period, except annual figures, which are Dec./Dec.
4. Billions of U.S. dollars, annual rate.
5. Billions of U.S. dollars, n.s.a., annual rate.
n.a.  Not available.    ...  Not applicable.

In Mexico, economic indicators since the last Greenbook generally suggest that
although the economy continued to grow, the pace of recovery slowed
significantly in the third quarter.  In July and August, the average level of overall
economic activity (a monthly proxy for real GDP) was up from the second
quarter, but only slightly.  The unemployment rate rose in the third quarter, and
business confidence has been falling in recent months, although its level remains
relatively high.  Exports continued to grow in the third quarter, narrowing the
trade deficit a bit.

Monetary policy was tightened in late September, after the peso started to
depreciate at a more accelerated pace and because twelve-month inflation
through August had been about a percentage point higher than the government’s
year-end target of 4½ percent.  The tightening of monetary policy helped stem
the depreciation of the peso; on net the peso has depreciated about 10 percent
against the dollar this year. 
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Mexican Economic Indicators
(Percent change from previous period, s.a., except as noted)

Indicator 2000 2001
2002

Q2 Q3 July Aug. Sept.

Real GDP1 4.9 -1.5 4.7 n.a. ... ... ...

Overall economic activity 6.5 -.2 1.3 n.a. .1 -.2 n.a.

Industrial production 5.9 -3.4 1.4 n.a. .0 .2 n.a.

Unemployment rate2 2.2 2.5 2.7 2.9 2.9 2.8 3.0

Consumer prices3 9.0 4.4 4.8 5.2 5.5 5.3 4.9

Trade balance4 -8.0 -10.0 -8.2 -7.3 -7.6 -6.6 -7.7

Imports4 174.5 168.4 170.0 171.0 171.9 169.6 171.4

Exports4 166.5 158.4 161.8 162.9 164.3 163.0 163.7

Current account5 -18.1 -17.9 -12.1  n.a. .... ... ...

1. Annual rate.  Annual figures are Q4/Q4.
2. Percent; counts as unemployed those working one hour a week or less.
3. Percent change from year-earlier period, except annual figures, which are Dec./Dec.
4. Billions of U.S. dollars, annual rate.
5. Billions of U.S. dollars, n.s.a., annual rate.
n.a.  Not available.    ...  Not applicable.

Political tensions continue to plague the Venezuelan economy.  Over the first
three weeks of October, opponents of the government, including business
interests and unions, staged a large protest and a general strike, calling for
President Chavez to resign or hold elections.  The unemployment rate edged up
to 16.4 percent in July, and there have been no signs that economic conditions
have improved since then.  Twelve-month inflation rose to 28 percent in
September, apparently reflecting increased pass-through from Venezuela’s
sizable depreciation.  In response to downward pressure on the currency, the
central bank has raised interest rates twice since mid-September, bringing the
benchmark rate to 40 percent.
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Venezuelan Economic Indicators
(Percent change from previous period, s.a., except as noted)

Indicator 2000 2001
2002

Q2 Q3 July Aug. Sept.

Real GDP1 5.7 .9 -22.1 n.a. ... ... ...

Unemployment rate2 13.4 13.3 15.8 n.a. 16.4 n.a. n.a.

Consumer prices3 13.4 12.3 18.9 24.8 22.0 24.2 28.2

Non-oil trade balance4 -10.3 -12.2 n.a. n.a. n.a. n.a. n.a.

Trade balance4 17.5 9.4 n.a. n.a. n.a. n.a. n.a.

Current account5 13.4 4.1 6.7 n.a. ... ... ...

1. Annual rate.  Annual figures are Q4/Q4.
2. Percent, n.s.a. 
3. Percent change from year-earlier period, except annual figures, which are Dec./Dec.
4. Billions of U.S. dollars, annual rate.
5. Billions of U.S. dollars, n.s.a., annual rate.
n.a.  Not available.    ...  Not applicable.

Data releases for Korea since the last Greenbook suggest that growth continued
in the third quarter, albeit not at the very rapid pace seen earlier this year. 
Industrial production in the third quarter showed robust growth, boosted by gains
in the auto sector.  Export growth over the same period remained strong, but
stronger imports led to a narrowing in the current account surplus.  Both
production and exports in the third quarter were boosted by solid performance in
the high-tech sector, notwithstanding a general softening in these sectors
throughout the region.  Inflation remained moderate, as the CPI rose three
percent over the twelve months ending in September, but a rapid run-up in
property prices has raised concerns.  Despite the increase in property prices,
consumer and business confidence indicators continued their downward
movements seen since April, apparently reflecting fears of a weakening global
environment.  Motivated by declines in stock market and confidence indicators,
the Bank of Korea left its policy rate unchanged at 4¼ percent at its early
October meeting.
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Korean Economic Indicators
(Percent change from previous period, s.a., except as noted)

Indicator 2000 2001
2002

Q2 Q3 July Aug. Sept.

Real GDP1 5.1 4.4 5.6 n.a. ... ... ...

Industrial production 16.9 1.7 2.0 1.7 1.9 3.3 .1

Unemployment rate2 4.1 3.7 3.1 3.0 3.0 3.1 2.8

Consumer prices3 2.8 3.2 2.7 2.5 2.1 2.4 3.0

Trade balance4 16.9 13.4 14.5 9.7 7.7 16.7 4.8

Current account5 12.2 8.6 7.3 2.4 -.2 1.8 5.5

1. Annual rate.  Annual figures are Q4/Q4.
2. Percent.
3. Percent change from year earlier, except annual changes, which are Dec./Dec.
4. Billions of U.S. dollars, annual rate.
5. Billions of U.S. dollars, n.s.a., annual rate.
n.a.  Not available.    ...  Not applicable.

Since the last Greenbook, the overall pace of growth in the ASEAN countries
appears to have moderated somewhat.  Industrial production in Singapore,
Malaysia, and the Philippines fell in recent months, with production of high-tech
goods leading the decline.  In contrast, production continued to rise in Thailand,
buoyed by internal demand for consumer goods.  The region’s trade surpluses
have generally diminished in recent months.  Much of this has been due to
declines in exports of high-tech goods to the United States.

Inflation in the region has generally been subdued.  Indonesian inflation, by far
the highest among the ASEAN countries, has fallen nearly to single digits,
reflecting the effects of the appreciation of the rupiah.  Prices continued to fall in
Singapore since the last Greenbook on a twelve-month basis, but on a 
month-to-month basis prices were roughly flat.
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ASEAN Economic Indicators:  Growth
(Percent change from previous period, s.a., except as noted)

Indicator and country 2000 2001
2002

Q2 Q3 July Aug. Sept.

Real GDP1

Indonesia 7.3 1.2 10.0 n.a. ... ... ...
Malaysia 6.2 -.6 7.0 n.a. ... ... ...
Philippines 3.7 3.9 9.7 n.a. ... ... ...
Singapore 11.4 -6.4 13.6 n.a. ... ... ...
Thailand 3.4 2.0 6.1 n.a. ... ... ...

Industrial production2 
Indonesia3 11.6 .7 -2.0 n.a. -1.2 n.a. n.a.
Malaysia 19.1 -4.1 2.4 n.a. 4.7 -1.2 n.a. 
Philippines 2.4 -5.7 5.3 n.a. .6 -3.9 n.a.
Singapore 15.3 -11.6 9.7 -4.9 1.0 -4.9 -7.2
Thailand 3.3 1.3 3.4 n.a. 2.7 2.2 n.a.

1. Annual rate.  Annual figures are Q4/Q4.
2. Annual figures are annual averages.
3. Staff estimate.
n.a.  Not available.    ...  Not applicable.

ASEAN Economic Indicators:  Trade Balance
(Billions of U.S. dollars, s.a.a.r.)

Country 2000 2001
2002

Q2 Q3 July Aug. Sept.

Indonesia 28.6 25.4 28.3 n.a. 26.2 21.4 n.a.

Malaysia 16.1 14.2 12.1 n.a. 14.9 10.6 n.a.

Philippines 6.7 2.6 .8 n.a. 3.7 -3.4 n.a.

Singapore 3.3 5.8 5.8 12.0 13.2 11.9 10.8

Thailand 5.5 2.5 3.3 n.a. -3.5 2.6 n.a.

n.a.  Not available.



IV-29

ASEAN Economic Indicators:  CPI Inflation
(Percent change from year earlier, except as noted)

Country 20001 20011
2002

Q2 Q3 July Aug. Sept.

Indonesia 9.3 12.5 12.6 10.4 10.0 10.6 10.5

Malaysia 1.3 1.2 1.9 2.1 2.1 2.1 2.1

Philippines 6.7 4.1 3.4 2.8 2.6 2.9 2.9

Singapore 2.1 -.6 -.4 -.4 -.4 -.5 -.4

Thailand 1.4 .8 .2 .3 .1 .3 .4

1. December/December.

The Chinese economy has continued to grow at a rapid pace, with real GDP
increasing 7.5 percent (s.a.a.r.) in the third quarter.  The strong performance of
the economy this year appears to have resulted mainly from surging domestic
investment (including government investment), a rise in foreign direct
investment, and robust export growth.  In the third quarter, nominal fixed
investment rose 24 percent and exports rose 29 percent relative to the same
period a year earlier.  Consumption, as measured by retail sales data, also
appears to be holding up well.  China continues to experience deflation, with
consumer prices down about 3/4 percent from year-ago levels.

Chinese Economic Indicators
(Percent change from previous period, s.a., except as noted)

Indicator 2000 2001
2002

Q2 Q3 July Aug. Sept.

Real GDP1 8.0 7.5 9.3 7.5 ... ... ...

Industrial production2 11.4 8.9 12.5 13.1 12.8 12.7 13.8

Consumer prices2 1.5 -.3 -1.1 -.8 -.9 -.7 -.7

Trade balance3 24.1 23.1 29.9 10.2 12.6 3.9 14.0

1. Annual rate.  Quarterly data estimated by staff from reported four-quarter growth rates. 
Annual figures are Q4/Q4.

2. Percent change from year earlier.  Annual figures are year over year.
3. Billions of U.S. dollars, annual rate.  Imports are c.i.f.
...  Not applicable.
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In Hong Kong, economic conditions generally remained unfavorable. 
Unemployment remained high, consumer confidence diminished, and property
and consumer prices fell further.  In recent months, Hong Kong’s trade deficit
has widened, owing mainly to increased imports.  The Hong Kong economy
remains highly dependent on the external sector, but its role as an entrepot is
increasingly threatened by China’s continuing integration into the world
economy, and the consequent development of alternative ports on the mainland,
for example, in Shanghai.

Hong Kong Economic Indicators
(Percent change from previous period, s.a., except as noted)

Indicator 2000 2001
2002

Q2 Q3 July Aug. Sept.

Real GDP1 7.0 -1.4 1.6 n.a. ... ... ...

Unemployment rate2 5.1 4.9 7.7 7.4 7.8 7.6 7.4

Consumer prices3 -2.1 -3.5 -3.2 -3.5 -3.5 -3.3 -3.7

Trade balance4 -11.0 -11.4 -7.8 -9.8 -10.3 -12.7 -6.3

1. Annual rate.  Annual figures are Q4/Q4.
2. Percent.  Monthly numbers are averages of the current and previous two months.
3. Percent change from year-earlier period, except annual figures, which are Dec./Dec.
4. Billions of U.S. dollars, annual rate.  Imports are c.i.f.
n.a.  Not available.    ...  Not applicable.

Real economic growth in Taiwan moderated during the first half of the year, on
balance, and indicators for activity in the third quarter have been mixed. 
Industrial production edged down in August and September, owing primarily to
a drop in the output of the information and electronics industry.  In contrast,
through September, consumer confidence held steady at a relatively strong level,
even as the unemployment rate remained elevated.  Exports and imports
flattened out in July and August, but climbed higher in September.  Consumer
prices moved lower in September.
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Taiwan Economic Indicators
(Percent change from previous period, s.a., except as noted)

Indicator 2000 2001
2002

Q2 Q3 July Aug. Sept.

Real GDP1 3.9 -1.6 .3 n.a. ... ... ...

Unemployment rate2 3.0 4.6 5.2 5.1 5.0 5.0 5.1

Industrial production 7.4 -7.3 6.0  -1.3 2.7 -1.0 -.1

Consumer prices3 1.7 -1.7 .0 -.2 .4 -.3 -.7

Trade balance4 8.3 15.6 16.3 12.9 11.3 18.1 9.2

Current account5 8.9 18.9 24.3 n.a. ... ... ...

1. Annual rate.  Annual figures are Q4/Q4.
2. Percent.
3. Percent change from year-earlier period, except annual figures, which are Dec./Dec.
4. Billions of U.S. dollars, annual rate.  Imports are c.i.f.
5. Billions of U.S. dollars, n.s.a., annual rate.
n.a.  Not available.    ...  Not applicable.




