Prefatory Note

The attached document represents the most complete and accurate version
available based on original copies culled from the files of the FOMC Secretariat at the
Board of Governors of the Federal Reserve System. This electronic document was
created through a comprehensive digitization process which included identifying the best-
preserved paper copies, scanning those copies,* and then making the scanned versions
text-searchable.? Though a stringent quality assurance process was employed, some
imperfections may remain.

Please note that this document may contain occasional gaps in the text. These
gaps are the result of a redaction process that removed information obtained on a
confidential basis. All redacted passages are exempt from disclosure under applicable
provisions of the Freedom of Information Act.

! In some cases, original copies needed to be photocopied before being scanned into electronic format. All
scanned images were deskewed (to remove the effects of printer- and scanner-introduced tilting) and lightly
cleaned (to remove dark spots caused by staple holes, hole punches, and other blemishes caused after initial
printing).

2 A two-step process was used. An advanced optimal character recognition computer program (OCR) first
created electronic text from the document image. Where the OCR results were inconclusive, staff checked
and corrected the text as necessary. Please note that the numbers and text in charts and tables were not
reliably recognized by the OCR process and were not checked or corrected by staff.
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Domestic Nonfinancial Developments

Overview

The incoming data have had a somewhat firmer tone in recent weeks than those
available at the time of the last FOMC meeting, but economic activity still
appears to be declining this quarter. The latest readings on initial claims and
insured unemployment are consistent with a further drop in employment in
November on the heels of a sharp contraction in October. The available data
and reports from industry sources suggest another decline in factory production
outside of motor vehicles in November. Sales of new motor vehicles have been
phenomenal, but have been largely accommodated by a drawdown in dealer
stocks. Other household and business spending appears to have recovered
somewhat from the sharp falloff in September but, on balance, remains below
the levels that prevailed last summer. Inflation has moved lower as the result of
falling energy prices, and year-ahead inflation expectations have plunged in
recent months.

Labor Market Developments

The labor market weakened dramatically in October; the unemployment rate
jumped 1/2 percentage point, and private payroll employment dropped 439,000,
the largest one-month decline since 1975. The workweek also decreased, and
aggregate hours of production or nonsupervisory workers fell 0.7 percent.

Almost every major industry shed jobs in October. Manufacturers cut another
142,000 workers in October, bringing the loss over the preceding twelve months
to more than 1.1 million jobs. However, in contrast to the pattern that held
through August, industries outside of manufacturing accounted for the bulk of
October’s employment decline. Almost half of all the cuts in non-factory jobs
occurred in travel- and tourism-related industries, in which demand fell abruptly
in the aftermath of the September 11 terrorist attack.’

More recently, the incoming data on claims for unemployment insurance are
consistent with a further noticeable decline in employment in November—
albeit not as sharp as occurred in October. The four-week moving average of
initial claims stood at 454,000 for the week ended November 24; while that
level was 50,000 below its peak of a month ago, it remained higher than the
average from mid-June to mid-September, when private payrolls declined an

1. In its October release on mass layoffs, the BLS reported mass layoffs (those involving
fifty or more unemployment insurance claims against a firm in one month) due to “non-natural
disasters,” a new reason code added to the survey to identify workers separated from a company
as a direct or indirect result of an incident such as the September 11 attack. In the five-week
period following September 11, the BLS estimates that 88,508 workers were affected by mass
layoffs related to the events of September 11. More than 70 percent of the layoffs occurred in
New York, California, Nevada, Illinois, Hawaii, or Texas, and 80 percent of the affected workers
were employed in the air transport or hotel industries.
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CHANGES IN EMPLOYMENT

(Thousands of employees; based on seasonally adjusted data)

2000 2001 2001
Rl H2 Q2 Q3 Aug. Sept. Oct.
--Average monthly change--
Nonfarm payroll employment! 267 66 =74 -83 ~54 -213 -415
Previous 267 66 -74 -88 -84 -199
Private 178 121 -113 -141 -127 -211 -439
Mining 1 1 3 1 2 -1 -2
Manufacturing 5 -29 -120 -105 -155 -90 -142
Construction 16 21 -22 -1 -6 1 -30
Transportation and utilities 13 16 -3 =19 ~26 -20 ~-55
Retail trade 31 21 35 ~13 ~23 -61 ~-81
Wholesale trade 9 8 ~15 -11 -7 -22 -23
Finance, insurance, real estate -7 7 4 -1 5 5 5
Services 110 76 4 7 83 -23  -111
Help supply services 15 -19 -44 ~-17 ~-14 -2 -107
Total government 90 -54 39 58 73 -2 24
Total employment (household survey) 114 108 -283 83 -986 788 -619
Nonagricultural 116 115 -227 8 -1058 685 -599
Memo:
Aggregate hours of private production
workers (percent change)?:? 2.1 0.2 -1.5 -3.0 -0.5 =-0.1 -0.7
Average workweek (hours)? 34.5 34.3 34.2 34.1 34.0 34.1 34.0
Manufacturing (hours) 41.8 41.3 40.8 40.7 40.7 40.6 40.4
Note. Average change from final month of preceding period to final montk of period indicated.
1. Survey of establishments.
2. Semi-annual data are percent change from Q4 to Q2 and from Q2 to Q4 at an annual rata.
Quarterly data are percent changes from preceding quarter at an annual rate. Monthly data
are percent change from preceding month.
Private Payroll Employment Growth Aggregate Hours of Production or
(Strike-adjusted data) Nonsupervisory Workers
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SELECTED UNEMPLOYMENT AND LABOR FORCE PARTICIPATION RATES
(Percent; based on seasonally adjusted data, as published)

2Q01 2002
1999 2000 Ql Q2 Q3 Aug. Sept. Oct.
Civilian unemployment rate
(16 years and older) 4.2 4.0 4.2 4.5 4.8 4.9 4.9 5.4
Teenagers 13.9 13.1 13.7 14.0 15.2 16.1 14.7 15.5
20-24 years old 7.5 7.1 7.4 8.1 B.4 9.0 8.5 9.5
Men, 25 years and older 3.0 2.8 3a 3.4 3.6 3.7 3.7 4.2
women, 25 years and older 3.3 3.2 3.3 3.4 3.7 3.7 3.9 4.3
Labor force participation rate §7.1 67.2 67.2 66.9 66.8 66.6 67.0 66.9
Teenagers 52.0 52.2 51.3 49.7 49.1 47.4 49.8 50.0
20-24 years old 77.6 77.9 78.2 76.6 77.0 76.8 77.6 77.0
Men, 25 years and older 76.1 76.0 75.9 75.9 75.9 75.8 75.9 76.0
Women, 25 years and older 59.5 59.7 53.9 59.6 59.7 59.6 59.7 9.6
Memo :
Potential worker ratel 7.2 6.9 7.1 7.4 7.8 8.0 7.8 8.4
1. The potential worker rate equals the number of civilian unemployed plus those vho are not in the
labor force and want a job as a percentage of the civilian labor force plus those wbo are mot in the
labor force and want a job.
Labor Force Participation Rate and Unemployment Rate
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Labor Market Indicators

Initial Claims
Thousands

[ 4-week moving average

Nov. 24

I O N Y T O Y |
1992 1995 1998

| |
2001

Net Hiring Strength

Manpower, Inc.

‘ National Fed. of
ﬁ J\ f Indep. Businesses

{
i

i1
1992

N O A S T Y
1995 1998

Conference Board:
Current Employment Conditions

Percent

Jobs hard to get

fv\

I~

[N

Nmﬂ

% d_,«’
Jobs plentiful

N N T N N T T TN WO Y
1992 1995 1998 2001

600

500

400

300

200

20

15

10

20

10

55

45

35

25

Insured Unemployment

Percent Thousands
— — 3600
Insured unemployment
(right scale)
Nov. 17 | 3000
- 2400
/ Oct.
/ / \—\V\/\’v\“ ~on’ = 1800
Exhaustion rate
—~ (left scale)
| A N N N AN AN N A N B 1200
1992 1995 1998 2001

Nat. Fed. Of Independent Businesses:
Reporting Positions Hard to Fill

| E N R Y TN NN NN AN N A |

Index

1992 1995 1998

Expected Conditions

Conference Board

L1111 & 11 |

11

120

Nov.

1992 1995 1998

2001



-5

average of 140,000 per month. Moreover, the four-week moving average of
insured unemployment in mid-November was up substantially from a month
earlier, suggesting that individuals already on the Ul rolls are finding new jobs
difficult to obtain. As further evidence of reduced job-finding prospects for the
unemployed, the exhaustion rate—the fraction of insured unemployed who have
exhausted their Ul benefits—moved up in October after having been about flat
in recent years.?

Other indicators of labor market conditions have either weakened further
recently or continued to remain at relatively depressed levels. Manpower’s
index of net hiring intentions for the first quarter declined again and is
approaching the trough reached in 1991.> The National Federation of
Independent Businesses’ (NFIB) hiring index moved up in November, retracing
the previous month’s decline, but was still below its average level this summer;
the NFIB also reported that the number of firms with hard-to-fill positions
dropped to the lowest level since 1993. In the November Conference Board
survey, households had a more negative assessment of current job availability
than at any time since early 1996, while expectations about future employment
prospects, as reported in the Michigan SRC and Conference Board surveys,
remained near the average levels recorded during the 1990-91 recession, despite
having improved somewhat in November.

The Bureau of Labor Statistics will release its advance estimate of productivity
for the third quarter on December 6. Based on the NIPA data released on
November 30 and the data on hours published to date, we estimate that output
per hour in the nonfarm business sector increased at an annual rate of roughly
1-1/2 percent in the third quarter of 2001. Over the four quarters ended last
quarter, we estimate that productivity rose 1.6 percent; although that rise is
down considerably from the 3.6 percent pace recorded for the year-earlier
period, it is still quite robust given the large deceleration in output over the past
year.

2. More specifically, the exhaustion rate is the ratio of the twelve-month moving average of
the number of insured unemployed who have exhausted their Ul benefits to the twelve-month
moving average of the number of unemployed first receiving benefits six months earlier.
Regular unemployment insurance benefits are exhausted after 26 weeks in almost all states.

3. Although the Manpower survey asks employers about their intentions to change the size
of their workforce for the upcoming three months, the index is more highly correlated with the
current situation than employment one quarter ahead.
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Selected Components of Industrial Production
(Percent change from preceding comparable period)

20011 20012
Proportion,
Component 2000 Q1 Q2 Q3 Aug. Sept. Oct.
Total 100.0 -6.1 -5.9 4.8 -4 -9 1.2
Manufacturing 86.7 -7.1 -6.2 -5.0 -6 -10 13
Ex. motor veh. and parts 80.2 -5.8 -8.7 -5.9 -4 -8 -1.0
Ex. high-tech industries 714 4.8 -6.6 4.0 -4 -8 -1.0
Mining 6.8 35 35 -35 0 1 -1.8
Utilities 6.5 -34 -10.7 -39 13 -1.0 a
Selected industries
High technology 8.9 -13.6 -259 -22.6 -7 -12 -9
Computers 20 -3.9 -16.3 -134 -5 -2.5 -5
Communication equipment 20 -16.8 -26.3 -28.8 -1.8 29 2.4
Semiconductors 49 -16.2 -29.8 -23.8 -4 2 -4
Motor vehicles and parts 6.4 -23.1 33.6 6.4 -2.6 -3.6 4.8
Aircraft and parts 24 1.1 -35 -15.7 -1.8 -1.9 25
Market groups excluding
energy and selected industries
Consumer goods 21.8 -8 -10 -1.8 -7 -5 -4
Durables 35 -105 4.8 -6.3 -2 -9 -1.9
Nondurables 183 1.1 -4 -1.1 -8 -5 -1
Business equipment 7.9 -3.1 -14.1 -132 -4 -2.0 -14
Construction supplies 6.4 -32 -1.1 22 A 1 22
Business supplies 7.0 -83 -154 4.1 -9 -5 -9
Materials 24.1 =13 -8.3 -2.0 2 -9 -1.4
Durables 16.3 -10 5.8 -33 -2 -1.5 -1.7
Nondurables 7.8 -9.1 -13.3 .9 1.1 2 -7
1. Annual rate.
2. Monthly rate.
3. Includes related electronic components.
Capacity Utilization
(Percent of capacity)
1967- | 1988- 1990- 2001 2001
2000 89 91
Sector average | high low Ql Q2 Q3 Sept. | Oct.
Total industry 821 854 78.1 789 714 762 755 746
Manufacturing 81.1 85.7 76.6 712 156 744 737 128
High-tech industries 80.5 81.9 724 740 664 61.2 603 595
Exclnding high-tech industries 81.1 86.1 76.8 715 167 1761 754 744
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Labor QOutput per Hour
(Percent change from preceding period at compound annual rate;
based on seasonally adjusted data)

2001
Sector 1999 | 2000
Ql Q2 | Q3
Nonfarm businesses
All persons® 28 23 1 2.2 1.5
All employees* 2.3 1.9 9 1.4 1.5
Nonfinancial corporations’ 29 42 6 34 37

1. Changes are from the fourth quarter of the preceding year to the fourth quarter of
the year shown.

2. Staff estimate.

3. Includes non-employees (published definition).

4. Assumes that the growth rate of hours of all persons equals the growth rate of
hours of all employees.

5. The nonfinancial corporate sector consists of all corporations doing business in
the United States with the exception of banks, stock and commodity brokers, and
finance and insurance companies; the sector accounts for about two-thirds of business
employment.

Industrial Production

Industrial production fell 1.2 percent in October following a 0.9 percent decline
in September. In October, production declines occurred in most market groups
and industries. Motor vehicle assemblies fell 1/2 million units (annual rate) for
the third consecutive month, after having been at relatively elevated rates during
the spring and early summer. Production of high-technology goods dropped
again, and manufacturing output elsewhere continued to be restrained by weak
demand for business equipment, by efforts to pare inventories, and by
competition from abroad.*

The factory operating rate fell again in October to 72.8 percent—Ilower than the
76.6 percent rate reached in the 1990-91 recession but still above the 69 percent
of December 1982. The current downturn for the high-tech industry has been
particularly severe: After having peaked in May 2000 at 88.8 percent, capacity
utilization at high-tech plants sunk to 59.5 percent in October, even with a
considerable slowdown in the expansion of capacity at those plants.

4. On November 27, the 2001 Annual Revision to Industrial Production and Capacity
Utilization was released. Industrial output and capacity are now reported to have increased at a
slower rate in 1999 and 2000. However, the overall picture portrayed by the updated data is
unchanged. The rate of industrial capacity utilization is little revised at 76.2 percent in the third
quarter of 2001, and the decline in industrial production since it peaked in the middie of last year
is 7.0 percent, ¥: percentage point more than previously estimated.
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Indicators of Manufacturing Activity

Selected Weekly Production Series

Steel Products

Wood Products

Thousands of tons Millions of short tons Billions of board feet Billions of square feet
— Raw steel (left scale) 220 430 | —— Lumber (teft scale) 500
— = Steel mill products (right scale - = P d {right scale]

mill p (rig ) 210 ywood (rig ) 480
420
200 460
410
190 440
180 400
420
170 390
400
160 380
Dec.1
1400 1 a2 L 1 150 1 N N 380
June July  Aug. Sept. Oct.  Nov. June  July Aug.  Sept. Oat Nov.
2001 2001
Note, 3-week moving average.
Fuel Rotary Oil and Gas Rigs in Operation

Thousands of banels Thousands of barrels Number of rigs
— Jetfuel (right scale) 1800 5400

8200 f = ~ Gasoline (left scale)

1800 5200
5000
1700
4800
1600
4500
1500
4400
1400 200
Dec. 3
L P M 1 PR | " P 1 i
7400 June  July Aug. Sept.  Oct. Nov. 1300 June  July Aug Sept.  Oct. Nov. 4000
2001
Note. 2-week moving average.
Other Indicators
NAPM New Orders Diffusion Index Anounced Manufacturing Layoffs
Thousands
20 r 120
15
100
10
80
5
60
Nov.{ O
5 40
10 20
A & i et A A A A A 2 A 1. A 15 0
1990 1995 2000 Nov. Jan.  Mar. July  Septl. Now.

Note. Ditfusion index: half the quantity of the percentage of
respondents reporting greater levels of new orders, less the
percemtage of respondents reporting lower levels of new orders.

May
2001

Note. Data are through December 2, 2001.
Source. Compiled by staff from news reports.
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Production of Domestic Autos and Trucks
(Millions of units at an annual rate except as noted; FRB seasonal basis)

2001 2002 2001 2002
Item
Q3 Q4! Q1! Oct. | Nov.! [ Dec.! | Jan.!
U.S. production 116 11.3 11.5 10.7 11.6 11.5 12.2
Autos 4.7 4.8 5.0 4.4 4.8 5.1 5.1
Trucks 6.9 6.5 6.5 6.3 6.9 6.4 7.1
Days’ supply’
Autos 49.] n.a. na 303 35.5 n.a. n.a.
Light trucks® 74.0 na. na 470 529 na.  na
Inventories® 269 na. n.a. 226 214 na. n.a.

Note. Components may not sum to totals because of rounding.

1. Production rates reflect Ward’s Communications’ latest estimates for November and
schedules for December and the first quarter.

2. Quarterly average calculated using end-of-period stocks and average reported sales.

3. Excludes medium and heavy (classes 3-8) trucks.

4. End-of-period stocks; excludes medium and heavy (class 3-8) trucks.

n.a. Not available.

Despite having improved, most of the recent data on production, new orders,
and other indicators still point to continued weakness in the industrial sector.
One noticeable plus in November is the production of motor vehicles:
Assemblies rose to about 11-1/2 million units (annual rate) in November, nearly
1 million units higher than in October. Nonetheless, dealer stocks are estimated
to have declined more than 50,000 units (not at an annual rate) from the level at
the end of the third quarter to the end of November and were at the lowest level
since August 1991. Although anecdotal reports indicate that dealer inventories
of 2001 model-year vehicles were liquidated quickly, no reports of shortages of
2002 vehicles have surfaced. Current schedules, as published by Ward’s,
suggest little change in the pace of assemblies in December and in the first
quarter of next year from November’s rate. However, because of the magnitude
and timing of the drop in sales that likely will accompany the reduction in sales
incentives, the balance of risks to scheduled motor vehicle production early next
year is more heavily weighted on the downside.



1-10

Outside of motor vehicles, the available weekly production series are expected
to make a negative contribution to the November change in total IP. > The iron
and steel industry is still reeling from Jow demand and intense import
competition. Production of lumber continued to decline last month, although
the output of plywood has stepped up some. Electricity generation was down in
November, and production of jet fuel has remained well below its level before
September 11, freeing up capacity that was used to build up stocks of gasoline.
The number of oil and gas rigs in operation declined further in November,
continuing the slide that has been evident since late spring after prices began to
soften appreciably.

Some positive signs may have begun to emerge in the high-tech area. In the
semiconductor industry, the rate of decline in production has lessened: Between
August and October, the output of semiconductors and related devices fell at an
average monthly rate of 0.2 percent, considerably less than the declines of 2 to

3 percent per month in the spring and early summer. According to staff
estimates, inventories of semiconductors have been liquidated at a fast clip since
May, and a survey of large buyers of semiconductors suggests that the gap
between actual days’ supply and target days’ supply has narrowed from earlier
this year. In the computer industry, the market for servers, which contracted
sharply early this year, may be hitting bottom. Sun Microsystems (the second
largest producer of servers) reported that sales have started to increase, and IBM
(the largest producer of servers) indicated that business is not getting worse. In
contrast, the outlook for the communications equipment industry still looks
grim. Orders rose sharply in October, but to a level that was still below that of
August. Moreover, inventories remain high, and equipment utilization rates at
many telecom-service providers reportedly are quite low.

Other indicators of the manufacturing sector remain weak. For instance,
although real adjusted orders turned up 6.2 percent in October, they had plunged
more than 9 percent in September. In November, the National Association of
Purchasing Management index of new orders bounced back, but still suggested
that the sector was contracting. Announced manufacturing layoffs, which
surged in the aftermath of September 11, were still relatively large at 50,000 in
November.

5. Weekly production data are available for a variety of industries, including motor vehicles,
lumber, plywood, raw steel, steel products, appliances, petroleum products, meat products, coal,
drilling activity, and electricity generation. These weekly series make up about 15 percent of
total industrial production.
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New Orders for Durable Goods
(Percent change from preceding period; seasonally adjusted)

Component Share, 2
2001:HL | Q3 | Aug. | Sept. | Oct.
Total orders 100.0 -2.3 -5.1 -6 92 12.8
Adjusted orders' 73.0 42 -5.7 -4 938 5.9
Computers 50 -140 -194 -8.8 -1.1 18.4
Communications equipment 40 263 -169 -3 -40.6 61.6
Semiconductors and related
devices 40 -194 -3.5 207 169 -17.2
Other capital goods 20.0 2.8 -5.3 3 -6.4 -3
Other’ 40.0 5 34 -13 -118 8.0
Memo:
Real adjusted orders e -3.4 4.7 .0 -9.3 6.2
Excluding high tech ce -1.3  -138 -5 -9.8 4.7

1. Orders excluding defense capital goods, nondefense aircraft, and motor vehicle parts.
2. Includes primary metals, most fabricated metals, most stone, clay, and glass products,
household appliances, scientific instruments, and miscellaneous durable goods.
. Not applicable.

Consumer Spending

The staff estimates that real PCE jumped 3 percent in October, as consumers
responded to the zero-rate financing packages offered by the motor vehicle
industry, and spending in other categories partially recovered from the step-
down in September.5 Smoothing through the factors that boosted consumption
growth temporarily in October, consumer spending appears to be moving up at a
modest pace early in the fourth quarter.

Sales of light vehicles surged in October to an annual rate of more than

21 million units in response to aggressive sales incentives offered by
automakers. In November, sales of light vehicles dropped back a bit from the
blistering October pace, but remained at a robust 17.8 million units (annual rate)
—still well above the third-quarter average of 16.1 million units. Although the
initial round of incentives expired in mid-November, pared-back versions of

6. The BEA reported that real PCE increased 2.2 percent in October. In constructing that
estimate, the BEA allocated a lower proportion of the sales of light motor vehicles to consumers
than we believe—based on confidential information on deliveries to fleet companies—actually
occurred. Using the staff estimate of the split in sales between households and businesses boosts
our monthly estimate of real PCE to 3 percent; our forecast of business spending was adjusted
accordingly, leaving no significant effect of the shift in assumed shares on our estimate of real
GDP in the fourth quarter.
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SATLES OF AUTOMOBILES AND LIGHT TRUCKS
{Millions of units at an annual rate, FRB seasonals)

2001 2001
1998 2000 02 Q3 Sept. Oct. Nov.
Totall 16.8 17.2 16.6 16.1 15.8 21.1 17.8
Autos 8.7 8.8 8.4 7.9 7.7 10.2 8.6
Light trucks 8.1 8.4 8.2 8.2 8.1 10.9 9.2
North American2 14.3 14.4 13.6 13.1 12.9 17.6 14.5
Autos 7.0 6.8 6.3 5.9 5.7 7.8 6.3
Light trucks 7.3 7.5 7.3 7.3 7.1 9.8 8.2
Foreign-produced 2.5 2.9 3.0 3.0 2.9 3.6 3.3
Autos 1.7 2.0 2.1 2.0 1.9 2.4 2.3
Light trucks .8 .8 1.0 1.0 .9 1.2 1.0
Memo:
Total retail sales 13.7 13.9 13.4 13.1 13.1 18.6 15.0
{confidential)3

Note. Components may not sum to totals because of rounding. Data on sales of trucks
and imported autos for the most recent month are preliminary and subject to revision.

1. The automakers’ changes in reporting periods have no effect on the figures shown.

2. Excludes some vehicles produced in Canada that are classified as imports by the industry.
3. Sales include consumer purchases and leases of light vehicles.

Marketing Incentives for Light Vehicles

Chained (1996) dollars per vehicle

1995 1996 1997 1998 1989 2000 2001

Note. Nominal industry data from GM and deflated by
total PCE deflator.

*Staff estimate.
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REAL PRERSONAL CONSUMPTION EXPENDITURES
(Percent change from the preceding period unless otherwise noted)

2001 2001
Q2 Q3 Aug. Sept . Oct.
- Annual rate - --- Monthly rate ---
Total real PCE! 2.5 1.1 .2 -1.1 3.0
Durable goodsi 7.0 .7 -.1 -2.9 20.4
Motor vehiclesl 5.6 -.6 -.3 -2.8 43.5
Nondurable goods .3 .5 .3 -2.0 1.2
Services 2.8 1.5 .1 -.3 4
Electricity and natural gas -13.8 .3 1.3 -5.4 1.0
Transportation -.4 -3.5 .5 -4.4 1.6
Medical 4.6 3.7 .3 .4 .2
Recreation 1.0 -2.4 .3 -2.2 1.0
Housing 1.7 1.6 .2 -.2 .4
Memo:
Real disposable personal income 2.4 12.5 1.9 -.6 -2.4
NIPA pergonmal saving rate? 1.1 3.8 4.2 4.6 .2
1. October data are staff estimates.
2. Data are in levelp. Annual and Quarterly values are averages
over the period indicated.
Real PCE Control Real PCE Services
Billions of chained (1996) doliars Billions of chained (1996) doliars
2520 3700
® Quarlerly average o Quarterly average
3650
2480 Oct
3600
2440
3550
2400
3500
! e o ! | R ! s s s 3450
2000 2001 2360 2000 2001
Note. Real PCE for goods excluding autos and trucks.
Real Consumer Spending and income Weekly Chain Store Sales
Percent 7 1877=100 405
Real PCE 6 400
395
5
390
4 Dec.1 285
380
3
4
‘ RealDPI ) 3 Rl P i
e 1
v 370
. i 1 P I PN PRSP S RPN SRR SUPSRPEN SUPER NP '365
1897 1998 1999 2000 2001 2000 2001

Note. Real PCE in October is a staff estimate. Source. Bank of Tokyo-Mitsubishi.



II-14

160

140

120

100

80

60

40

140

120

100

80

60

40

20

Household Indicators

Personal Saving Rate Ratio of Household Net Worth to DPI
Percent 10 Ratio
8
6
Qs |,
Q3
2
1990 1992 1984 1596 1998 2000  ° 1990 1992 1994 1996 1998 2000
Note. 2001:Q3 is a staff estimate.
Consumer Confidence
1985 = 100 1966 = 100
Michigan SRC index
(right scale)
+ Nov.
\’\ II'
Conference Board Index
(left scale)
| . P I : PN : L P S | | P SR |
1989 1990 1991 1892 1993 1994 1995 1996 1997 1998 18999 2000 2001
Labor Market Expectations
Diffusion index Diffusion index
Michigan Survey
(right scale)
»
1
t
)
\
vVl ‘Nov]
vy
Conference Board
(left scaie)
,,,,,, ) ; .

R P S TS S S SV SRS S
1989 1980 1991 1992 1983 1984 1995 1996 1997 1898 1898 2000 2001

Note. The diffusion indexes are scaled so that increases indicate improvements in expected labor market conditions.

6.0

5.5

5.0

45

110

100

90

80

70

60

190

70

50



II-15

these packages were extended and are likely to remain in place through early
next year.’

Consumer spending on goods other than motor vehicles rebounded 1-3/4 percent
in October to a level that, while still short of the August reading, was about

1/4 percent above the third-quarter average. The recovery in this category was
led by a rise in spending on durable goods, which more than reversed the steep
drop in September. In contrast, outlays for nondurable goods posted only a
modest gain and remained below the August level. A pickup in outlays for
consumer services in October was also noticeable. In part, the over-the-month
increase was boosted by an some revival in spending on travel-related services,
such as hotels and airlines, which had plunged in September. However, the
uptumn in spending in these areas was modest, leaving the October levels below
their third-quarter averages. Spending on energy services also picked up
slightly after a steep drop in September. More fundamentally, the uptrend in
outlays for services not directly affected by the events of September 11—such
as medical care and education—was fairly well maintained through October.

Available indicators for November point to a more lackluster pace of spending
than in October. According to the Bank of Tokyo-Mitsubishi, chain store sales
came in at or below retailers’ admittedly modest plans last month. Generally
mild temperatures (relative to seasonal norms) around the country probably led
to a sizable drop in spending on energy services. Data from the Department of
Energy indicate that real gasoline purchases moved up a little in November.

The volume of stock-market transactions edged down last month, suggesting
slightly lower outlays on investment counseling and brokerage fees. Finally,
information from the airline industry is consistent with some additional recovery
in this area.

On the income side, without the significant boost that had been provided
through September from this summer’s tax rebates and with the labor market
having softened further, real disposable personal income dropped

2.4 percent in October. Indeed, the result would have been worse if not for
some relief provided by the sharp decline in consumer energy prices that month.
The recent pickup in equity values, if sustained, would raise the ratio of
household net worth to disposable income to near the level registered early this
year, albeit still down considerably from its peak in the spring of 2000.

After having dropped in September, indicators of consumer sentiment have been
somewhat mixed. The Michigan Survey Research Center’s (SRC) index of
consumer sentiment edged higher for a second consecutive month in November

7. For example, GM announced that zero-interest financing will be available until January 2,
but it is restricted to certain models. In addition, discounted financing for longer-term loans is
now less favorable. Ford and DaimlerChrysler also have incentive programs scheduled to expire
in early to mid-January.
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Private Housing Activity
{Millions of units; seasonally adjusted annual rate)

2001
2000 Q1 Q2 ox] Aug.’ Sept. Oct.P
All units
Starts 1.57 1.63 1.62 1.60 1.56 1.57 1.55
Permits 1.59 1.67 1.60 1.56 1.57 1.53 1.47
Single-family units
Starts 1.23 1.28 1.29 1.27 127 1.26 124
Permits 1.20 1.24 1.22 1.20 1.21 1.16 1.14
Adjusted permits1 1.25 1.28 1.27 1.24 1.26 1.20 1.17
New home sales .88 .95 .89 .88 87 .88 .88
Existing home sales 511 5.27 5.30 5.21 5.54 4.90 5.17
Multitamily units
Starts 34 .35 .33 32 29 .32 31
Permits 39 43 .38 .36 .36 .36 .33
Mobile homes
Shipments .25 .18 .19 20 20 .21 n.a.
1. Adjusted permits equals permit issuance plus total starts outside of permit-issuing areas.
p Preliminary. r Revised. n.a. Not available.
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while the Conference Board’s (CB) index of consumer confidence fell again.
Monthly movements aside, the surveys seem to be well aligned when considered
over a longer time span. For example, in November, both the CB and SRC
measures were noticeably lower than in early summer, the time of their most
recent peaks; both measures have also registered similar-sized declines over the
past year or so, having fallen to below-average levels in November from their
near-historical peaks in the fall of 2000.

Housing Markets

Although the level of homebuilding continued to moderate in October, it
remained relatively high, supported by historically low mortgage rates® Starts
of single-family homes declined 1-1/4 percent in October to an annual rate of
1.24 million units; although down from the pace of construction earlier this
year, the latest reading was close to the average level in 2000 and off only
modestly from the averages that prevailed in 1998 and 1999. One note of
caution, however, is that adjusted permits for single-family construction
decreased another 2-1/4 percent in October, after a 4-1/4 percent drop in
September; given the pace of starts, the backlog of unused single-family permits
held by builders came down further. Taken together, the latest readings on
permits and backlogs suggest that the starts estimate for October somewhat
overstates the strength of activity in the industry.®

Sales of new homes were essentially unchanged in October at an annual rate of
880,000 units and have held relatively steady since May. Sales of existing
homes rebounded 5-1/2 percent to 5.2 million units in October; the rise reversed
half of the sharp decline in September and likely reflected some closings that
had been postponed after September 11.

Recent indicators of housing demand in November have given somewhat
inconsistent readings. For example, in November, the four-week moving
average for the Mortgage Bankers Association index of purchase applications
for home mortgages recovered a considerable part of its decline between June
and late October. Similarly, by November, the Michigan survey’s measure of
households’ attitudes toward home buying had largely retraced its third-quarter

8. In October, the average rate on fixed-rate mortgages (FRMs) declined to 6.60 percent,
which is the Jowest level to date for the Freddie Mac series, which begins in early 1971. The
average rate on adjustable-rate mortgages declined in October to 5.26 percent, the Jowest in
7-1/2 years. The FRM rate edged up to 6.68 percent in November and edged above 7 percent
last week.

9. The monthly permits estimate is based on a sample that is nine times as large as the
sample that underlies the starts estimate, and tests by Census show that the single-family permits
series is subject to substantially lower statistical error than the series for single-family starts.
Reflecting these differences, single-family starts typically adjust toward a better alignment
with permits rather than the reverse. Empirically, the lagged deviation between starts and
permits has significant predictive power for the change in starts but not for the change in
permits.



1I-18

Indicators of Single-Family Housing

Starts and Adjusted Permits
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decline, and traffic of potential buyers in both new and existing homes has
recovered considerably from the weak readings in September and October. In
contrast, builders’ ratings of new home sales—which have for some time been
more pessimistic than actual sales— remained near a five-year low in
November, and builders indicated a reduction in planned starts for the rest of
this year and the first half of next year."

In the multifamily sector, starts declined 1-1/2 percent in October to an annual
rate of 310,000 units, which is toward the lower end of the range over the past
two years. Even so, conditions in the market for multifamily rental units remain
relatively favorable for construction. Over the year ending in the third quarter,
the vacancy rate for multifamily rental units has held steady at a fairly low level,
and with a twelve-month increase of 4.6 percent in October, the CPI for
residential rent has been rising much more rapidly than overall consumer prices.

Business Fixed Investment

Equipment and software. Real outlays for equipment and software fell at an
annual rate of 9.3 percent in the third quarter and appear headed for 2 somewhat
larger decline this quarter. However, the latest data suggest that some of the
steep decline in orders and shipments in September likely reflected a pause in
activity after September 11, rather than additional underlying weakness.

New orders for nondefense capital goods excluding aircraft increased

6.5 percent in October after having declined 10 percent in September. Bookings
for office and computing equipment were up more than 18 percent, and
bookings for communications equipment were up nearly 62 percent. Total
orders for high-tech equipment moved above their August levels but remained
lower than in July. Outside of the high-tech sector, orders ticked down in the
aggregate. However, in a number of categories, such as industrial machinery
and metalworking machinery, orders advanced after steep falloffs in September.

Meanwhile, shipments of nondefense capital goods excluding aircraft moved up
1.4 percent in October on the heels of a 5 percent drop in the previous month.
Most sectors recorded increases in October. Notably, shipments of office and
computing equipment rose for the second straight month, after having declined
sharply for most of the year. Overall, the level of shipments for nondefense
capital goods (excluding aircraft) has been running above new orders since

10. In early November, the National Association of Home Builders asked 380 builders
whether, in the aftermath of the September 11 attacks, they had made any change in their plans
for housing starts for the fourth quarter of this year or for the first half of 2002. About one-
fourth of them indicated having reduced the number of housing starts planned for the fourth
quarter of this year and the first half of next year. In both periods, the median amount of the
intended curtailment of starts was 20 percent. These results are roughly consistent with the
results of similar survey questions that were asked in early October.
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BUSINESS CAPITAL SPENDING INDICATORS
(Percent change from preceding comparable period;
based on seasonally adjusted data,

in current dollars)

2001 2001
Q2 Q3 Aug. Sept. Oct.
Ecquipment and software
Shipments of nondefense capital goods -5.6 -6.7 -2.6 -4.1 .9
Excluding aircraft -5.8 -7.1 -2.3 -5.0 1.4
Computers and related equipment -13.1 -15.4 -13.2 5.9 .3
Communications equipment -12.8 -11.9 -2.5 -6.9 -2.3
All other categories -2.8 -4.6 -.1 -6.5 2.1
Shipments of complete aircraft 3.8 6.5 -9.1 -17.6 n.a.
Medium & heavy truck sales (units) -5.1 -6.2 .5 -6.9 18.4
Orders for nondefense capital goods -7.1 -10.6 -.9 -13.1 7.4
Excluding aircraft -7.7 -8.7 -1.1 -10.0 6.5
Computers and related equipment -14.0 -19.4 -8.8 -7.1 18.4
Communications equipment -26.3 -16.9 -.3 -40.6 61.6
All other categories -2.8 -5.3 .3 -6.4 -.3
Nonresidential structures
Construction put in place, buildings -4.0 -5.4 -4.3 -2.8 1.8
Office ~7.0 -9.7 ~7.1 -1.3 4.4
Other commercial -2.8 -5.4 -1.7 -5.2 4.2
Institutional ~.1 -1.2 -.3 .1 5.4
Industrial -4.3 -2.7 -8.2 -4.0 -9.2
Lodging and miscellaneous -4.8 -5.2 -4.9 -2.8 -.6
Rotary drilling rigs in usel 9.3 -5.0 -4.6 -5.6 -7.9

1. Percent change of number of rigs in use, seasonally adjusted.
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Recent Data on Orders and Shipments
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Nonresidential Construction
(Seasonally adjusted, annual rate)
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January, and as a result, the backlog of unfilled orders has moved below its
level of a year ago.

Demand for commercial aircraft is expected to remain depressed. Airbus plans
to revise down its production schedules in 2002 to 300 deliveries of planes,
down from 320 planes in 2001. However, many analysts believe Airbus will be
forced to cut production below 290 planes, and some estimates run as low as
250 planes. Boeing has not announced any further reductions for 2002
subsequent to the steep reductions that the company announced in October.

Business demand for motor vehicles has continued to weaken this quarter. With
travel down sharply in recent months, some rental companies have announced
their intention to reduce their stocks of vehicles. Although confidential data
from automakers indicate that fleet sales rebounded in November from their
sharp drop in October, average sales over the past two months were well below
the 3 million-unit sales rate in the third quarter. Sales of medium and heavy
trucks also popped up in October after having fallen sharply in September.
Nevertheless, sales of these vehicles have declined for the past seven quarters,
and part of the October jump probably reflects activity that was postponed in
September.

Nonresidential construction. Real outlays for the construction of
nonresidential buildings increased 1.7 percent in October but were down more
than 6 percent from the third-quarter average, following a 5.8 percent drop in
the third quarter (not at annual rate)."

For office buildings and other commercial structures, the declines in
expenditures seen in the third quarter were partly reversed in October. Outlays
for both types of structures rose 4.2 percent in real terms. According to updated
estimates from CB Richard Ellis, a leading real estate brokerage, consulting,
and information company, the vacancy rate for office buildings in downtown
areas and in suburban locations jumped again in the third quarter, reaching

10.4 percent and 13 percent respectively. The latest vacancy rates, while up
sharply from levels a year ago, are in a moderate range by historical standards.

11. The staff estimates that real investment in nonresidential structures declined at an annual
rate of 6.9 percent in the third quarter; this figure incorporates revisions to construction
expenditures in August and September that were not reflected in the preliminary GDP estimate
for investment in nonresidential structures, which was reported to have declined 9.3 percent at an
annual rate. Third-quarter expenditures would have been weaker but for the long-term lease in
July of the World Trade Center from the Port Authority of New York to two private companies.
This transaction was treated by the BEA as a purchase of property by private nonresidential
business. Excluding this special factor, private construction spending would have shown a
decline at nearly a 21 percent rate last quarter. The boost to nonresidential investment spending
from the asset sale was offset by a reduction in spending by state and local governments and
therefore had no effect on GDP.
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Nonresidential Structures

Real Nonresidential Investment

Source. WTi spot price and DOE/Baker Hughes.
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For industna) structures, real construction expenditures dropped 9.5 percent in
October. According to CB Richard Ellis, the vacancy rate for industrial
buildings increased to 9.5 percent in the third quarter, the highest on record (the
series dates back to 1984).

Investment expenditures for drilling and mining declined at an annual rate of
5.2 percent in the third quarter (latest data) compared with a jump in the second
quarter of nearly 34 percent. As noted earlier, the number of oil and gas drilling
rigs in operation has edged down in recent months as prices have declined
significantly.

Inventories

According to the preliminary GDP report, the real stock of nonfarm inventories
declined at an annual rate of $57 billion in the third quarter, which was nearly
as large as the runoff in the first two quarters combined. Excluding motor
vehicle inventories, which increased slightly last quarter, constant-dollar
inventories fell at an annual rate of $60 billion. Manufacturing shipments and
wholesale and retail sales (excluding motor vehicles) in real terms declined in
the third quarter as well; accordingly, the aggregate inventory-sales ratio only
edged down from its second-quarter level.

The book value of manufacturers’ inventories dropped at an annual rate of
$48.4 billion in September. Although inventories declined in nearly every
durable and nondurable industry grouping in September, many stock-to-sales
ratios nonetheless rose sharply further. Even in the few industries in which
inventory-shipments ratios did move down, stocks remained quite high relative
to shipments. More recent information indicates that inventories held by
durable goods manufacturers, which constitute about two-thirds of the total
manufacturing inventory stock, fell at an annual rate of $15 billion in October.
Inventory-shipments ratios moved down a bit from the high levels recorded in
September in most durable goods categories.

The book value of wholesale inventories excluding motor vehicles decreased at
an annual rate of $12 billion in September. Stocks declined in most durable
goods categories, although not by as much as sales. In most nondurable goods
sectors, inventories fell or were little changed. However, because of robust
stock-building by drug wholesalers, nondurable goods in aggregate recorded an
increase in inventories, and the inventory-sales ratio increased for the second
consecutive month.

The book value of retail inventories excluding motor vehicles declined at an
annual rate of $6 billion in September. Because non-auto retail sales fell
1.3 percent in September, the inventory-sales ratio jumped despite the
liquidation in stocks.
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CHANGES IN MANUFACTURING AND TRADE INVENTORIES

{Billions of dollars; annual rate except as noted;

based on seasonally adjusted Census book value)

2001 2001
Category
Q1 Q2 Q3 Aug. Sept. Oct.
Manufacturing and trade ~-24.0 -43.3 -56.7 -31.0 -66.8 n.a.
Less wholesale and retail
motor vehicles -10.0 -40.4 -61.5 -30.0 -66.4 n.a.
Manufacturing -11.9 -34.4 -44.3 -41.3 -48.4 n.a.
Durables -9.6 -25.2 -35.5 -30.6 -41.4 -15.2
Merchant wholesalers -5.0 .2 -15.8 -8.5 -4.8 n.a.
Less motor vehicles -2.4 3.3 -16.0 -3.2 -11.9 n.a.
Retail trade -7.2 -9.0 3.4 18.9 -13.7 n.a.
Automotive dealers -11.5 .3 4.5 4.3 -7.6 n.a.
Less automotive dealers 4.3 -9.3 -1.2 14.6 -6.1 n.a.
SELECTED INVENTORY-SALES RATIOS IN MANUFACTURING AND TRADE
(Months’ supply, based on seasocnally adjusted Census book value)
2001 2001
Category
Q1 Q2 Q3 Aug. Sept. Oct.
Manufacturing and trade 1.42 1.42 1.42 1.42 1.45 n.a.
Less wholesale and retail
motor vehicles 1.38 1.38 1.38 1.38 1.41 n.a.
Manufacturing 1.38 1.38 1.38 1.38 1.43 n.a.
Durables 1.59 1.59 1.60 1.59 1.67 1.61
Nondurables 1.13 1.12 1.12 1.12 1.14 n.a.
Merchant wholesalers 1.30 1.32 1.31 1.30 1.32 n.a.
Less motor vehicles 1.28 1.31 1.29 1.29 1.30 n.a.
Durable goods 1.62 1.61 1.59 1.58 1.61 n.a.
Nondurable goods .97 1.03 1.03 1.02 1.03 n.a.
Retail trade 1.59 1.56 1.57 1.56 1.59 n.a.
Less automotive dealers 1.50 1.47 1.48 1.47 1.49 n.a.
Autcmotive dealers 1.85 1.80 1.83 1.81 1.89 n.a.
General merchandise 1.94 1.92 1.91 1.92 1.92 n.a.
Apparel 2.41 2.41 2.44 2.40 2.55 n.a.
Food .85 .86 .85 .85 .84 n.a.
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Inventory-Sales Ratios
(Seasonally adjusted book value)
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Federal Government Outlays and Receipts
(Unified basis; billions of dollars)

October 12 months ending in Oct.

Percent 1 Percent

Function or source 2000 2001 change | 2000 2001  change

Outlays 146.4 166.5 13.7 1,7872 1,883.3 54
Deposit insurance -0.1 -0.1 -34 -15
Spectrum auctions 0.0 0.0 -0.2 -1.0

Sale of major assets 0.0 0.0 0.0 0.0

Other 146.5 166.7 13.8 1,790.7 1,885.8 53

Receipts 135.1 157.2 16.3 2,039.1  2,0123 -1.3

Surplus -11.3 94 2519 129.0 -48.8

Outlays excluding deposit insurance, spectrum auction, and sale
of major assets are adjusted for payment timing shifts!

Outlays 153.4 166.7 8.6 1,790.5 1,882.9 52
National defense 24.1 264 9.5 291.5 309.7 6.2
Net interest 184 16.2 -12.2 2229 203.8 -8.6
Social security 34.5 36.3 50 4113 434.7 57
Medicare 17.2 17.2 -0.3 198.9 214.5 7.8
Medicaid 114 134 180 119.8 1314 9.7
Other health 34 4.1 20.5 370 432 16.8
Income security 19.0 21.7 14.3 246.3 268.4 9.0
Agriculture 5.0 53 5.2 36.7 286 -22.1
Other 204 26.2 284 226.0 248.5 10.0

Receipts 135.1 1572 16.3 2,039.1 2,012.3 -1.3
Individual income and

payroll taxes 120.8 1242 2.8 1,6354 1,654.5 12
Withheld + FICA 112.9 116.2 2.9 1,374.9 1,417.2 3.1
Nonwithheld + SECA 9.0 10.1 11.7 3944 420.5 6.6
Refunds (-) 1.1 20 83.3 1339 183.2 36.8

Corporate 1.7 19.7 1,0554 206.8 169.1 -18.2
Gross 7.1 30.1 323.6 235.6 209.8 -11.0
Refunds (-) 54 104 92.2 28.8 40.6 412
Other 12.6 13.2 46 196.9 188.6 4.2
Surplus -18.3 -9.5 248.7 129.3 -48.0

Note. Components may not surm to totals because of rounding.

1. A shift in payment timing occurs when the first of the month falls on a weekend or holiday, or
when the first three days of a month are nonworking days. Outlays for defense, social security,
Medicare, income security, and "other" have been adjusted to account for these shifts.

... Not applicable.



Government Sector

Federal. The federal government recorded a $9 billion unified deficit during
October 2001. Although this deficit is slightly smaller than the year-earlier
figure ($11 billion), the reduction 1s more than explained by special factors that
boosted receipts to a level 16 percent above last October. In particular, the
Economic Growth and Tax Relief Reconciliation Act of 2001 allowed
corporations to shift about $23 billion in estimated payments from September
15 to October 1, and an extra business day this October added roughly

$5 billion to receipts. Excluding these special factors, receipts this October
were slightly below a year earlier, and the unified deficit would have been

$37 billion.

Adjusted for routine timing shifts, outlays were nearly 9 percent higher in
October than they were twelve months earlier. While defense spending was up
about 10 percent, an increase of this magnitude was expected before September
11, suggesting that the terrorism-related operations did not have a material
effect on October outlays. Outlays for Medicaid and income security also rose
briskly.

Stimulus Packages Proposed in the Congress for Fiscal 2002

(Billions of dollars)
Senate
Package element House
Democrats | Republicans| Moderates
Total 102 67 100 75
Partial expensing 39 14 26 26
New rebate checks 14 14 0 14
Ul/COBRA 2 21 15 18
Eliminate corporate AMT 25 0 9 0
Accelerate TRRA' 13 0 13 12
Payroll tax holiday 0 0 37 0
Other 9 18 0 5

1. Economic Growth and Tax Relief Reconciliation Act of 2001.

The Congress has been grappling with several fiscal initiatives. President Bush
signed a bill that federalizes approximately 28,000 airport security personnel at
an annual budget cost of roughly $2 billion.”? This outlay will be financed by a
ticket surcharge of up to $10 per roundtrip.

12. The bill stipulates that the federal takeover be phased in over the next year. Two years
after the plan is fully phased in, airports may opt out of the federal system and re-hire private
contractors.
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State and Local Construction and Employment
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After the House passed a Republican fiscal stimulus package in October, a
proposal developed by Democrats stalled in the Senate. Congressional leaders
have agreed to a framework for negotiations designed to bnidge the gaps
between these two plans. A package developed by Senate moderates may form
the basis for a compromise. This bipartisan plan includes investment
incentives, new rebate checks, unemployment-related benefits, and accelerated
implementation of the recently enacted tax cuts.

Completion of the regular fiscal 2002 appropriations process is still being held
up by disputes over additional emergency spending. The House has attached
$20 billion to its fiscal 2002 defense spending bill. However, Senate Democrats
want to increase emergency-related spending by somewhat more—about

$35 billion—and the Administration has threatened to veto those larger
increases. As negotiations continue, the Congress has passed a continuing
resolution that provides funding for programs without completed appropriations
bills through December 15.

State and local governments. Although pressures on budgets are intensifying,
state and Jocal consumption and investment purchases continued at a robust
pace in the early part of the fourth quarter.”® Real construction put-in-place
jumped 2-3/4 percent (monthly rate) in October, to a level more than 13 percent
above the level at the end of 2000. Meanwhile, hiring was well maintained in
October; the addition of 27,000 jobs in October came on the heels of a rapid
57,000 average monthly rise in the third quarter.

Looking ahead, state governments continue to report that revenues have been
coming in below expectations, and many are working out strategies that will
allow them to finish the current fiscal year with their budgets in balance. Until
recently, the proposed remedies focused on reducing planned expenditures,
dipping into budget-stabilization (so-called rainy-day) funds, and funding some
additional capital projects with debt rather than current receipts. More recently,
however, several state governments have indicated a willingness to consider tax
hikes or the postponement of tax reductions.

An October survey of city governments by the National League of Cities
reported that many jurisdictions, faced with widening imbalances in their
budgets, expect to draw down reserves and constrain the rise in expenditures.
Many are concerned about the added costs of heightened public safety and
security measures that have coincided with a slowdown in revenue collections.
Nonetheless, only a few cities suggested that they would consider higher taxes
or fees.

13. Note that in the fourth quarter, the change in state and local purchases, as measured in
the NIPA, will be boosted as investment spending returns to the level recorded before the World
Trade Center was transferred, as discussed earlier, to the private sector.
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RECENT PRICE INDICATORS

(Percent)
From 12 From 3
months earlier months earlier 2001
Oct. Oct. July Oct.
2000 2001 2001 2001 Sept. Oct.
-Annual rate-~ ~Monthly rate-

CPI
Total 3.4 2.1 1.4 0.5 0.4 -0.3
Food 2.4 3.4 4.3 3.3 0.2 0.5
Energy 15.9 ~5.6 -13.6 -20.8 2.6 -6.3
Ex. food and energy 2.5 2.6 2.4 2,4 0.2 0.2
Ex. tobacco 2.5 2.5 2.1 2.6 0.1 0.2
Core commodities 0.2 0.0 -1.1 -0.5 0.3 -0.1
Ex. tobacco -0.1 ~-0.5 -2.2 0.1 0.1 0.1
Core services 3.5 3.7 4.1 3.3 0.1 0.2
Current-methods total 3.4 2.1 1.4 0.5 0.4 -0.3
Ex. food and energy 2.4 2.6 2.4 2.4 0.2 0.2
Ex. tobacco 2.4 2.5 2.1 2.6 0.1 0.2

PCE Prices

Total 2.6 1.5 0.8 0.6 -0.6 0.7
Food 2.5 3.3 3.8 3.4 0.1 0.4
Energy 16.0 -5.7 -14.3 -19.5 3.2 -6.5
Ex. food and enerqgy 1.9 1.6 1.3 1.3 -0.9 1.2
Ex. tobacco 1.9 1.5 1.1 1.5 -1.0 1.2
Core commodities -0.6 -0.8 -1.6 -1.2 0.3 -0.0
Ex. tobacco -0.9 -1.2 -2.5 -0.7 0.0 0.1
Core services 3.0 2.6 2.6 2.5 -1.4 1.7
Core market-based 1.8 1.7 1.3 1.6 0.2 0.2
Core nonmarket-based 2.6 1.3 1.1 0.4 -6.2 6.4

PPI
Total finished goods 3.7 -0.4 -5.2 -3.7 0.4 ~-1.6
Food 1.6 2.8 -3.9 2.6 0.2 -0.4
Energy 19.3 -9.5 -29.1 -21.3 0.9 -7.7
Ex. food and energy 1.2 0.8 1.6 -1.3 0.3 -0.5
Ex. tobacco 1.1 0.2 0.5 -1.4 0.3 -0.6
Core consumer goods 1.2 1.3 1.8 -0.5 0.4 -0.4
Ex. tobacco 1.1 0.4 0.0 -0.6 0.4 -0.5
Capital equipment 0.9 0.0 1.1 -2.5 0.1 -0.7
Intermediate materials 4.6 -2.4 -4.2 -7.2 0.1 -1.5
Ex. food and energy 2.1 -1.2 -2.3 -3.5 -0.1 -0.4
Crude materials 25.3 -25.0 -43.3 -47.4 -4.1 -9.1
Ex. food and energy -0.5 -10.8 -8.5 -9.0 0.2 -1.7
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Prices and Labor Costs

Prices.

With energy prices resuming their downward slide in October, the twelve-
month change in the consumer price index slowed to 2.1 percent, down from a
3.4 percent increase over the preceding twelve months. October’s reading was
the lowest twelve-month change in more than two years. The CPI excluding
food and energy has risen 2.6 percent since October 2000, up marginally from
the change over the year-earlier period, while the twelve-month change in core
PCE prices was 1.6 percent in October, down from 1.9 percent over the
preceding twelve months.* The deceleration in core PCE prices contrasts with
the essentially flat pattern of core CPI inflation over the past year. The
difference is largely due to the wider scope of the PCE series, which includes a
number of categories with non-market-based prices (such as imputed bank
service charges) that have decelerated sharply over the past year.

The CPI for energy fell sharply in October, reflecting large declines for prices
of motor fuel, heating oil, and natural gas. Survey data indicate that gasoline
and heating oil prices fell further in November. These declines partly reflect the
roughly $2.50 per barrel drop in spot prices of crude oil last month. In addition,
energy inventories are generally in good shape. Gasoline stocks have remained
on the high side of the seasonal norm, and margins have dropped back to more-
normal levels. The winter heating season has begun in far better shape than a
year ago: Inventories of both natural gas and heating oil are much higher than
last year’s levels. As aresult, spot prices for natural gas in recent weeks have
fallen back to levels last seen in late 1999. Retail electricity prices have begun
to edge down in recent months, reflecting the lower cost of natural gas inputs.

The consumer price index for food rose 0.5 percent in October, bringing the
twelve-month change to 3.4 percent—1.0 percentage point higher than a year
earlier. However, the USDA’s index of prices received by farmers has declined
sharply over the past few months after having posted a series of increases
earlier this year, and this week’s futures quotes suggest that farm prices will
continue to decline moderately next year. These developments are likely to
slow the increases in retail food prices over the coming months.

14. Core PCE prices jumped 1.2 percent in October, more than reversing the decline in
September that was caused by the BEA’s treatment of insurance payments; the twelve-month
change in October was no longer affected. These insurance adjustments affected the third-
quarter GDP chain-type price index, which increased 2.2 percent according to the preliminary
GDP release. As we reported previously, this measure of price inflation was boosted
approximately 0.9 percentage point in the third quarter by the BEA’s treatment of insurance
payments, while PCE chain-type price inflation was reduced 1.1 percentage points. The BEA
adjusted nominal imports of insurance services in a manner that reduced the import price
deflator, and this adjustment had a larger effect on GDP prices than did the associated downward
adjustment to PCE prices.
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Measures of Consumer Price Inflation
(12-month change except as noted)
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In October, the CPI excluding food and energy rose 0.2 percent for the fourth
consecutive month. Prices of commodities excluding food and energy edged
down in October after having risen 0.3 percent in September. The recent
changes have been influenced importantly by changes in tobacco prices;
excluding tobacco, the index for core commodities edged up 0.1 percent in both
September and October.'* Over the year ending in October, prices of core
commodities excluding tobacco declined 1/2 percent.

Prices for non-energy services increased 0.2 percent in October after having
risen 0.1 percent in September. The increases in September and October were
held down by large declines in prices for airfares and for lodging away from
home. Although these categories tend to be volatile, the recent softness is
consistent with anecdotal reports of weakness in tourism and travel. In contrast,
the CPIs for both owners’ equivalent rent and tenants’ rent advanced

0.4 percent. Compared with October 2000, the twelve-month changes in these
two indexes have accelerated 1 percentage point and %2 percentage point,
respectively, to 4.2 percent and 4.5 percent.

Prices for capital goods, as measured by the PPI, fell 0.7 percent in October.
This decline—the largest monthly drop in more than forty years—was mainly
the result of falling prices for motor vehicles. Unlike the CPI, the PPI takes
financing incentives into account when measuring producer prices for motor
vehicles. Prices for communications equipment continued their recent slide in
October, falling 0.6 percent. Computer prices are reported to have risen slightly
in October, but this increase follows two large monthly declines. Over the past
three months, computer prices have plunged at an annual rate of more than

40 percent.

Recent price changes at earlier stages of processing have been mixed. The
producer price index for core intermediate materials fell 0.4 percent in October.
Over the twelve months ending in October, this index declined 1.2 percent,
compared with a 2.1 percent rise over the preceding twelve months. The PPI
for core crude materials dropped 11 percent over the year through mid-October.
However, indexes of industrial materials prices have turned up over the past
month. The CRB spot industrial price index is up 4 percent since the time of
the last Greenbook; the Journal of Commerce index, which has been held down
by the decline in energy prices, increased 1 percent over this period.

Near-term inflation expectations, as measured by the University of Michigan
survey, moved down further in November after a surprisingly large drop in
October. The latest survey put the median expectation for inflation in the
coming year at 0.4 percent, down from 2.8 percent in September and 1 percent

15. The CPI does not include auto financing charges and, thus, has not been affected by the
recent round of aggressive incentives. Indeed, reported consumer prices for new motor vehicles
rose a touch in October.
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Gasoline and Natural Gas Developments
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Commodity Price Measures
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