Monetary Policy Report to the Congress

Repunt: submittad to the Congress on Julfy 18, 2001,
puisuamt? to sectiom 2B of the Fedkral! Reseree Act

MONETARY POLITY AND THE
ECONOWIT CUTLOIOK.

When the Federal Reserve submitted its report on
monetary policy in mid-February, the Federal Open
Market Committee (FOMC) had already reduced its
target for the federal funds rate twice to counter
emerging weakness in the economy. As the year has
unfolded, the weakness has becofiie more persistent
and widespread than had seemied likely last aytyiinn.
The shakesut in the high-technelogy seetor has been
espeeially severe, and with everall sales and prefits
eentinding te disappeint, businesses are &urtailing
purehases of ather types of eapital equipment as well.
The slump in demand fer eapital geeds has alse
werked against Businesses’ efferis e esfreet the
inventery imbalanees that smerged in e seeend halt
gf last year and hag eentribyted ie sizable deelines in
Mmanufacturing sutput this year. At {he same time.
foreion econsmies have slowed, limiting e demand
foF U:8: eXpors:

To foster fiimancial conditions that will support
strengthening economic growth, the FOMC has low-
ered its target for the federal funds rate four times
since February, bringing the cumulative decline this
year to 2%4 percentage points. A number of factors
spurred this unusually steep reduction in the federal
funds rate. In particular, the slowdown in growth was
rapid and substantial and carried considerable risks
that the sluggish perfermanee of the econemy in the
first half of this year weuld persist. Ameng ether
things, the abruptness ef the slewing, By jarfing
eensymer and business eenfidenee, raised the pessi-
Bility of Beesming inereasingly self-reinforeing were
heusenolds and Businesses ie pesipene spending
while reassessing their situatiens. 1n addition, ether
financiall develspments, including a higher foreigh
SSEEHQH%% value of the daliar, lawer eauﬁyé prices; ahd
tighter lending terms and standards at Banks, wers
tending 18 restrain aggregate demand and Hius were
Bffééfﬂﬂg some of the infuence of the lewer federal
fungs rate: Flnally. despiie soMme WOrSeme f@&dlﬁglé
garly 1A e year, Hee 1Rcreases rematned falHy well

contained, and prospects for inflation have become
less of a concern as rates of resource utilization have
declined and energy prices have shown signs of turn-
ing down.

The information available at midyear for the recent
performance of both the U.S. economy and some of
our key trading partners remains somewhat down-
beat, on balance. Moreover, with inventories still
excessive in some sectors, orders for capital goods
very soft, and the effects of lower stock prices and the
weaker job market weighing on consumers, the econ-
emy may expand enly slowly, if at all, for a while
lenger. Nonetheless, a number ef fastors are in place
that sheuld set the stage for strenger growth later this
year and in 2002. In partieular, interest rates have
deelined sinee 1ast fall; the lewer rates have helped
Businesses and heusehelds strengihen their finansial
pesitiens and sheuld shew threugh e Aggregate
demand in eeming guarters. The recently enacied tax
eHts and the apparent eresting of energy priees shold
alse Bolster aggregate demand fairly seen: 1R addi-
tien, as firms at some peint Become mere satisfied
with their inventaty RAldings, e cessation f ligHi-
dation will Besst prodyction and 1A tHER, provide a
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Even though an appreciable recovery in the growth
of economic activity by early next year seems the
most likely outcome, there is as yet no hard evidence
that this improvement is in train, and the situation
remains very uncertain. In these circumstances, the
FOMC continues to believe that the frisks are
weighted teward eenditions that may generate €66=
nemie weakness in the foreseeable future. At the
safe time, the FOMC reeegnizes the impertanece ef
sustaining the envirenment ef lew inflatien and well-



Selected i_nterest rates

NOTE. The data are daily and extend through July 12, 2001. The dates on the horizontal axis
are those of scheduled FOMC meetings and of any intermeeting policy actions.

anchored inflation expectations that enabled the Eed-
eral Reserve to react rapidly and forcefully to the
slowing in real GDP growth over the past several
quarters. When, as the EOMC expects, activity begins
to firm, the Committee will continue to ensure that
financial conditions remain consistent with holding
inflation in check, a key requirement for maximum
sustainable growth.

Monetany Policy, Financial! Markets,
and the Ecomomy over the Fivst Hallf of 2001

By the time of the FOMC meeting on December 19,
2000, it had become evident that economic growth
had downshifted considerably, but the extent of that
slowing was only beginning to come into focus. At
that meeting, the FOMC concluded that the risks to
the economy in the foreseeable future had shifted to
being weighted mainly toward conditions that may
generate economic weakness and that economie and
financiall developments could warrant further elose
review of the stanee of peliey well befere the next
seheduled meeting. Subsequent data indieated that
heliday retail sales had eeme in Belew expestations
and that eenditiens in the manufaeturing sester had
deterierated. Corperate profit farecasts had alse been
fmarked dewn, and it seemed pessible that the result-
ing deeling in equity values, aleng with the sxpense
gf higher éﬁeggﬁ €883, eauld damp fuitre Business
investment and Rauseheld spending.: In respense, the
FeMe held 2 telephone conference 8A January 3,
2001, and decided to reduce the target federal funds
rate 1/2 percentage point, to 6 percent, and indicated
that the risks to the outlook remained weighted
toward economic weakness.

The timing and size of the cut in the target rate
seemed to ease somewhat the concerns of fiimancial
market participants about the longer-term outlook for
the economy. Equity prices generally rose in January,
risk spreads on lower-rated corporate bends nar-
rowed significantly, and the yield curve steepened.
Hewever, incoming data ever the menth revealed that
the slewing in eensumer and business spending late
last year had been sizable. Furthermere, a sharp &re-
§ien 1A survey measures ef censtmer cenfidense, a
backup ef invenieries, and a steep deeline in capasity
ytilizatien pesed the risk that spending esuld remain
depressed fer seme time. In light ef these dsvelep-
ments, the FOME at its seheduled mesiing eA jany-
ary 30 and 31 eut it target for the federal funds rate
anetherl/ 2?%%%%%%%_ POk, 16 S1/2percent; and stated
that 1t continyed 8 judge e Fisks (8 Be weighted
mainly teward 8coRBMIE WEaKRESS:

The information reviewed by the FOMC at its
meeting on March 20 suggested that economic activ-
ity continued to expand, but slowly. Although con-
sumer spending seemed to be rising moderately and
housing had remained relatively firm, stock prices
had declined substantially in Februaty and early
Mareh, and redueed equity wealth and lewer €en-=
sumer eenfidence had the potential te damp heuse-
held spending geing ferward. Mereover, manufactut-
ing eutput had eentraeted further, as businesses
eentinued te werk down theif exeess invenieres and
64t baek on eapital equipment expenditures. In addi-
tien, ecenemie seftness abread raised the likeliheed
ef a weakening in U.S. experis. Cere inflatien had
pieked yp & Bit i January, But seme of the jnerease
feflected the B§§§:¥hf8ﬂ%h 6f & Fise i Sﬁef%_ﬁﬂt%%
that was unlikely te continue, and the FOME jhdged
that the slowdewn 1A the growth of aggregate demand



would ease inflationary pressures on labor and other
resources. Accordingly, the EOMC on March 20 low-
ered its target for the federal funds rate another

interest rates on longer-term Treasuries and on
higher-quality private securities declined, some risk
spreads widened, and stock prices fell as fiimancial

peidénpageeptige, poiftpdecnpeidentmEbeneralers alasarket participants trimmed their expectations for

continued to see the risks to the outlook as remaining
weighted mainly toward economic weakness. Fuf-
thermore, the FOMC recognized that in a rapidly
evelving economie situation, it weuld need to be alert
to the poessibility that a eenference eall weuld be
desirable during the relatively leng interval before
the next seheduled meeting te diseuss the pessible
need fer a further pelicy adjustment:

Capital markets continued to soften in late March
and early April, in part because corporate profits and
economic activity remained quite weak. Although
equity prices and bond yields began to rise in mid-
April as financial market investors became more con-
fident that a cumulative dewnward spiral in activity
could be avolded, reports centinued to stggest flag-
ging ecenemie performance and risks ef extended
weakness ahead. In particulak, spending by eensum-
ers had leveled eut and their eenfidense had fallen
further. The FOMC diseussed ecensmic develep-
ments in eenferenee ealls en April L1 and April 18,
desiding en the latier eeeasion io redues its target far
the federal funds rate anetherl/2pgreeniage petnt, ie
41/2pgreent: The €ommitiee a9aiR indicaied that it
judoed the Balanes of Hsks 16 the gutlesk as weighied
teward sconamic weakness:

When the FOMC met on May 15, economic condi-
tions remained quite sluggish, especially in manufac-
turing, where production and employment had
declined further. Although members were concerned
that some indicators of core inflation hiad moved up
in the early menths ef the year and that part ef the
regent backup in lenger-term interest rates may have
ewed te inereased inflatien expestations, mest saw
ynderlying priee inereases as likely te remain damped
as eefiinued subpar grewih relieved pressures en
reseurees. In light of the prespest ef eentinued weak-
Ress in the esenemy and the signifisant risks te the
geenemie expansion, the FOME redueed iis {arget
for the federal funds rate an additienal 1/2 pereentage
peint; 16 4 FSFE%HE: With the softening In 398regate
demand stll of unknown persistence and dimension,
the FOME continued 8 view He Hsks {8 the gHilagk
33 welghted foward economic weakness: Stll, the
FaMe recagnised that |t had eased palicy sibsian:
H_Bliié/ His vear and that I the 4BSEnee 8F Tiriher
sI2aBle agVerse SHocks 18 Ihe. 888{1?&1%, at tturs
MEEHRSR 1t {ngig HS%U 1 88[1%188? 4 %Blﬂg 4 Mof&
SaHHSHR ABRradct I8 HHFREF BRIy ACHSRS

Subsequent news on economic activity and cor-
porate profits failed to point to a rebound. In June,

economic activity and profits. When the FOMC met
on June 26 and 27, conditions in manufacturing
appeared to have worsened still more. 1t alse seemed
likely that slower growth abread weuld restrain
demand fer experts and that weakening laber markets
would held dewn growth in eensumer spending. In
light ef these develepmentis, but alse taking inte
aceeunt the sumulative 250 basis peinis of easing
already undertaken and the ether ferees likely te be
stimulating spending in the futurs, the FOME lew-
gred itg target for the federal funds rate 1/4 pereent-
age peint, 18 33/4psreent, apd continyed 9 visw the
Fisks 18 the suilesk as weighied toward sconomic
weakness:

The Board of Governors of the Federal Reserve
System approved cuts in the discount rate in the first
half of the year that matched the FOMC's cuts in
the target federal funds rate. As a result, the discount
rate declined from 6 percent to 31/percent over the
period.

Ecomomitc Projectiionss o 2001 and 2002.

The members of the Board of Governors and the
Federal Reserve Bank presidents, all of whom partici-
pate in the deliberations of the FOMC, expect eco-
nomic growth to remain slow in the near term, though
most anticipate that it will pick up later this year at
least a little. The central tenidency of the forecasts for
the inerease in real GDP over the four quarters of
2001 spans a range ef 1144psicant (9 2 persant, And
the eentral tendeney of the fereeasts fer real GDP
growth in 2002 is 3 percent t6 31i4persent. The
eivilian unempleyment rate, whieh averaged 412per-
gent in the seeend guarter of 2001, is expesied 16
meve up te the area ef 43/Apereent {8 5 pereent by the
gnd of thig year. 1n 2002, wiih the seenemy prejesied
19 expand at claser tg ifs trend rate, the wRempley-
Mment raie is expected 18 held steady of perhaps 8
gdgs higher Witk gﬁféé_éﬁféé 1R 13BBF and product
Marets abating and with energy prees A8 18REEr
$6aring, INHatGR 15 expeced 18 Be well contained
gver the next year and 4 halk

Despite the projected increase in real GDP growth,
the uncertainty about the near-term outlook remains
considerable. This uncertainty arises not only from
the difficulty of assessing when businesses will feel
that conditions are sufficiently favorable to warrant a
pickup in capital spending but alse from the difficulty



Economic projections for 2001 and 2002
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benefit from a strengthening of the U.S. economy, a
stabilization of the global high-tech sector, an easing
of oil prices, and stimulative macroeconomic policies
in some countries.

The chain-type price index for personal consump-
tion expenditures rose 21/percent over the four quar-
ters of 2000, and most FOMC participants expect
inflation to remain aroundcthat reig through next year;

Change, fourth quarter 2001:
1o fhankth artear _ indeed, the ceniral tendency of their forecasts for the
RealGDP2 e Tl e uMaBELe in thig fiibe measure’iE 2 Hercent to 212per-
PR prices ra zem cent in 2001 and L3/4pearasit o 21U 2Rareant iin 200D
b 200 Orne faverable facter In ff&fnflation eutleek is the
Civilian unemployment s was behavier of energy prices. These priees have declined
reeently after having inereased rapidly in the past
eeuple of years, and prespeets are geed that they
C%ge,hfourlh quarter 2002: égﬁlﬁ §fﬁgighé@ 8f @VHQH fgunﬁiffmf?f 1ﬁ élgﬁllﬂg QH§f=
to fimtth quarticr: ters. In additien te their direst effests, lower energy

omimal 34 - Change. fo r " LM rhiats h

ReaGor: Sae SEE G RGNS should A6 limit InchESERIR oiher pries by
_ fedueing input eesis for a wide faﬁ%e 8 ERErgy-
B intengive geeds and serviees and By Relping damp
Civilian uemployment P P {nfiation expectations. Mare Broadly, the competitive

Change from average for fourth quasisteont imargei o thyguarteotofoenthgeatter:Chan
fourth quarter of year indicated. of previous year to average for
Chain-weighted. Note on Real GDP: Chain-weighted.

of gauging where businesses stand in the inventory
cycle. Nonetheless, all the FOMC participants fore-
see a return to solid growth by 2002. By then, the
inventory correction should have run its course, and
the monetary policy actions taken this year, as well as
the recently enacted tax reductions, should be provid-
ing appreciable support to final demand.

In part because of lower interest rates, many firms
have been able to shore up their balance sheets. And
although some lower-rated firms, especially in
telecommunications and other sectors with gloomy
near-term prospects, may continue to find it difficult
to obtain financing, businesses generally are fairly
well positioned te step up their capital spending once
the eutleek for sales and profits improves. By all
aceounts, teehnelegical innevation is still proceeding
rapiely, and these advanees sheuld eventually revive
high=teeh investment, espeeially with the priee of
68Mmputing pewer sentinuing te drep sharply:

In addition, consumer spending is expected to get a
boost from the tax cuts and from falling energy
prices, which should help offset the effects of the
weaker job market and the decline over the past year
in stock market wealth. Housing activity, which has
been buoyed in recent quarters by low morigage
interest rates, is likely to remain firm inte 2002.
Significant ceneerns remain abeut the foreign ece-
nemie outlesk and the prospects fer U.S. experis.
Nevertheless, esenemie astivity abread is expeeted i6

eanditiens ihat have restrieted Businesses® aBility to
TAISe Priees i TECENY vears are ﬂiselymm%gé . A
altheugh 1abar eosis catld eBMmE HAUET UBWAM Bres:
SHFE a5 Wages {eRd 10 Eatch 1B 18 BrevIBHs ihcreases
I gfsaﬁa% . He SIACKERIng In FessHrce gﬂﬂéa{mﬂ
il gsaf 1§ &xpected 18 58{1&1 Hie 18 FedHced Inifaten
presstfes 88IHE FORVAH:
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BCONOWIIC AND FINMNCIAL. DEVELOPMENTS
IN 2001

Economic growth remained very slow in the first half
of 2001 after having downshifted in the second half
of 2000. Real gross domestic product rose at an
annual rate of just 1L/4persant iin the ikt qimitar,
about the same as in the fourth quarter, and appears
te have posted at best a meager gain in the second
guarter. Businesses have been working to correet the
inventery imbalanees that emerged in the secend half
of last year, whieh has led ie sizable deelines in
manufacturing eutput, and eapital spending has weak-
ened appreeianly- In eenirast, heusehold spending—
espeeially fer meter vehieles and heuses—has held
Hp well: Empleyment inereased enly medesty over
the first three menths of the year and turned dewn in
the spring: the ynempleyment rate A June sieed &t
4142peregnt, 1/2 percentage point higher than in the
furth quarter of 1ast vear:

The inflation news early this year was not very
favorable, as energy prices continued to soar and as
measures of core inflation—which exclude food and
energy—registered some pickup. More recently,

quarte

leve

quarte



Change in real GDP
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NOTE. Here and in the subsequent charts, except as noted, change is mea-
sured to the final quarter of the indicated period from the final quarter of the
preceding period.

however, energy prices have moved lower, and the
monthly readings on core inflation have returned to
more moderate rates. Moreover, apart from energy,
prices at earlier stages of processing have been quies-
cent this year.

The Houselinlfl! Sectow:

Growth in household spending has slowed noticeably
from the rapid pace of the past few years. Still, it was
fairly well maintained in the first half of 2001 despite
the weaker tenor of income, wealth, and consumer
confidence, and the personal saving rate declined a
bit further. A greater number of households encoun-
tered problems servicing debt, but widespread diffi-
culties or restrictions on the avallability ef credit did
net emerge.

Change in PCE chain-type pricJeE im}lex_

U g dedal.and Exeludin f?%(jenergy
ot Hn AT HBELE. $708:

—h

on

NOTE. Data are for personal consumption expenditures (PCE}).

Consumer Spending

Real consumer spending grew at an annual rate of
3182percent n the flirst quarter. Some of the increase
reflected a rebound in purchases of light motor vehi-
cles, which were boosted by a substantial expansion
of incentives and rose to just a tad below the record
pace of 2000 as a whole. In addition, outlays for
nen-aute geeds posted a selid gain, and spending en
serviees rose modestly despite a weather-related drop
in eutlays for energy serviees. In the seeond guarter,
hewever, the rise i eensumer spending seems to
have lessened as sales ef light meter vehieles dropped
a Bit, on average, and purehases of ether §oeds
apparenily did net grew as fast in real terms as they
had in the first guarier.

The rise in real consumption so far this year has
been considerably smaller than the outsized gains in
the second half of the 1990s and into 2000. But the
increase in spending still outstripped the growth in
real disposable personal income (DPI), which has
been restrained this year by further big increases in
consumer energy prices and by the deterioration in
the job market; between the fourth guarter of 2000
and May, real DPI inereased just abeut 2 pereent at
an annual rate, well belew the average paee 6f the
preceding few years. In additien, the net werth ef
heusenelds fell again in the first guarier, te a level
8 pereent belew the high reashed in the first quarier
of 2000. On net, the raiie of heuseheld net werih {6
DBt hag returned te absut the level reaehed in 1997,
significantly Belew the recent peak But still high by
Risterieal standards: in addition, coRSYMer ssnitment
{ndexes, which had fisen 8 extrasrdinary lsvels In
e 1ate 19965 and rematned there Hraugh 1ast fall,
fell sharply argund the tHER 8F the vear HOwWever
Hese 1RMEXER Rave net deteHarated FMFREE 8A RS

Change in real income and consumption




since the winter and are still at reasonably favorable
levels when compared with the readings for the pre-
1997 period.

Rising household wealth almost certainly was a
key factor behind the surge in consumer spending
between the mid-1990s and last year, and thus helps
to explain the sharp fall in the personal saving rate
over that period. The saving rate has continued to fall
this year—frem -0.7 pereent in the fourth guarter of
2000 te -1.1 pereent in May—even though the beest
to spending grewth from the earlier run-up In stoek
priees has likely run its eourse and the effests of
lewer wealth sheuld be starting te feed threugh te
spending. The appareni deeline in the saving raie
may simply reflest Aoisiness in the data of a SIOWeF
respense of spending te wealth than average histeri-
gal experience might suggest: 1n addition, SORSHMEFS
prabably base their spending decigiens en income
prospecis Bver & 1onger fime span than just g few
gHariers: Thus, 18 the exient that eensumers de nat
£xpeet e current stuggishness 1A real inceme growih
13 persist; the tendency 18 maintain spending for a
Hime By QlBBiﬂg 1Rt8 S3vIRgS 8F BY BOFIBWIHG May

have offset the effect of the decline in wealth on the
saving rate.

Residential Imvestimemtt

Housing activity remained buoyant in the first half
of this year as lower mortgage interest rates appear
to have offset the restraint from smaller gains in
employment and income and from lower levels of
wealth. In the single-family sector, staris averaged an
annual rate of 1.28 million units over the first five
menths of the year—4 percent greater than the hefty
paee for 2000 as a whele. Sales of new and exdsting
hemes strengthened netieeably areund the turn of
the year and were near reeerd levels in Mareh; they
fell Baek in April but reversed seme ef that drep iA
May. Inventeries ef new hemes fer sale are exeep-
tienally lew: builders’ baeklegs are sizable; and,
aceerding te the Miehigan sHrvey, 66NSHMErs’ 456ss-
menis of hemeByying eenditiens remain faverable,
iﬁaiﬂly Because of perceptions that merigage rates are
8W:

Likely because of the sustained strength of housing
demand, home prices have continued to rise faster
than overall inflation, although the various measures
that attempt to control for shifts in the regional com-
position of sales and in the characteristics of hotises
sold provide differing signals on the magnitude of the
price increases. Notably, over the year ending in the
first guarter, the constant-quality price index for new
hemes rese 4 pereent, while the repeat=sales priee
index fer existing hemes was up nearly 9 pereeft.
Despite the higher priees, the share ef ineeme
fequired te finanee a heme purchase—one measre
of afferdability—nhas fallen in reeent gHariers as meri-

NOTE. The data extend through 2001:Q1. The wealth-to-income ratio is the
ratio of household net worth to disposable personal imcome.

NOTE. The data extend through 2001:Q2; the data for that quarter are the
averages for April and May.



NOTE. The data, which are monthly and extend through June 2001, are
contract rates on thirty-year mortgages from the Federal Home Loan Mortgage
Corporation.

gage rates have dropped back after last year's bulge,
and that share currently is about as low as it has been
at any time in the past decade. Rates on thirty-year
conventional fixed-rate loans now stand around
T1thpercent, and ARM rates are at their lowest levels
in a couple of years.

In the multifamily sector, housing starts averaged
343,000 units at an annual rate over the first five
months of the year, matching the robust pace that has
been evident since 1997. Moreover, conditions in the
market for multifamily housing continue to be condu-
cive to new construction. The vacancy rate for multi-
family rental units in the first quarter held near its
low year-eatlier level, and rents and property valiies
eentinued te rise rapidly.

Household Fimamese

The growth of household debt is estimated to have
slowed somewhat in the first half of this year to a still
fairly hefty 71#2percent annual rate—about a percent-
age point below its average pace over the previous
two years. Households have increased both their
heme morigage debt and their consumer credit (debt
net secured by real estate) substantially this year
altheugh in both eases the grewth has mederated a bit
reeently. The relatively lew mertgage interest rates
have boesied merigage berrowing beth by stimulat-
ing heme purchases and By making it atirastive te
refinanee existing merigages and exirast seme of the
Bulldup in heme equity. The rapid grewid in &en-
sumer eredit hag Been eeneenirated in eredit sard
debt, perhaps reflecting neusehelds’ efforts 18 skstain
their consumptien iR the face of weaker inceme
growth:

Household debt service burden
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NOTE. The data are quarterly and extend through 2001:Q1. Debt burden is an
estimate of the ratio of debt payments to disposable income; debt payments
consist of the estimated required payments on outstanding mortgage and con-
sumer debt.

The household debt service burden—the ratio of
minimum scheduled payments on mortgage and con-
sumer debt to disposable personal income—trose to
more than 14 percent at the end of the first quarter, a
twenty-year high, and available data suggest a similar
reading for the second guarter. 1n part because of the
elevated debt burden, seme measures ef househeld
lean perfermance have deterierated a bit in reeent
guariers. The delingueney rate oA heme merigage
leans has edged up but remains lew, while the delif=
gueney rate en eredit sard 1eans has risen netiseably
and is in the midele part of its range ever the past
decade. Persenal Bankrupieies jumped 6 reeerd lev-
gls in the spring, Bui seme ef the spurt was probably
the result of a Fush 18 file befere €engress passed
Bankruptey feferm lgisiation:

usehold loans
O Hela{]L Q46048

b

Delinquency rates on ho
ROl abiiRathEee lines R

NOTE. The data are quarterly and extend through 2001:Q1. Data on credit
card delinquencies are from bank Call Reports; data on auto loan delinguencies
are from the Big Three automakers; data on mortgage delinquencies are from
the Mortgage Bankers Association.



Net percentage of large commercial banks tightening
standards for consumer loans

NOTE. The data extend through May 2001 and are based on the Federal
Reserve's Senior Loan Officer Opinion Survey on Bank Lending Practices,
which is generally conducted four times per year. Net percentage is percentage
reporting a tightening less percentage reporting an easimg.

Lenders have tightened up somewhat in response
to the deterioration of household financial conditions.
In the May Senior Loan Officer Opinion Survey on
Bank Lending Practices, about a fifth of the banks
indicated that they had tightened the standards for
approving applications for consumer loans oever the
preceding three months, and about a feurth sald that
they had tightened the terms en leans they are willing
e make, substantial inereases frem the Nevember
sirvey. Of these that had tightened, mest eited astual
of anticipated inereases in delinqueney rates as a
reasen:

The Business Sectow:

The boom in capital spending that has helped fuel the
economic expansion came to a halt late last year.
After having risen at double-digit rates over the pre-
ceding five years, real business fixed investment flai-
tened out in the fourth quarter of 2000 and rose only
a little in the first quarier of 2001, Demand for capital
equipment has slackened appreciably, reflecting the
sluggish econemy, sharply lewer cerporate profits
and eash flow, eatlier everinvestment In seme see-
ters, and tight finaneing eenditions facing seme firms.
In additien, inventery investment fell substantially in
the first quarter as Businesses meved te address the
gverhangs that Began te develep late last year. With
iRvestment spending weakening, Businesses have
gut Baek en new berrevwing. Fell Bving the drep in
lenger-term inierest rates in the last few menihs of
2000, credit demands Rave bBeen cencentrated iR
lBHg%E e markels; theugh cautious 1nvesier have
fequired high §Bf@39§ from marginal BOFFowers:

Fixed Imvestimemntt

Real spending on equipment and software (E&S)
began to soften in the second half of last year, and
it posted small declines in both the fourth quarter
of 2000 and the first quarter of 2001. Much of the
weakness in the first quarter was in spending on
high-tech equipment and software; such spending,
whieh now aceounts for about half ef E&S eutlays
when measured 1A neminal terms, deelined at an
annuval rate of abeut 12 pereent in real terms—the
first real guarierly drep sinee the 1990 recession. A
espeeially sharp deerease if eutlays fer communiea-
tiens equipment reflested the exeess sapaeity that had
emerged as a result of the earlier surge in spsnding,
the sHbsequent re-svaluation eeﬁ.ﬁfeﬁiat%llﬁy and the
accempanying finaneing difficulties faced y S6ME
firms. 1n additien, real spending on eempuiers ahd
peripheral 881&:118{{1%% WhiCh rose mere tan 46 per-
£ent per year in the second half of the 1996, showed
little growth, oA Ret, befween the third &Haﬁéf gf
3009 and the frst H&HSf gf 3803 The leveling A
feal 88{HBH‘£8E § SHﬂiﬂg fSBBH%ﬁh} Feflects §8H}8
Stretching sut 8f H§1H8§§Sl§ FSB% ement & 88
ESEESH%l SMpHLE %wsl S 418 H888 g& aﬂ f8f
SIVER: BURIGS the Righ-tech areq. éﬁ?ﬂ iﬂg} §8

ua C dasScCs 0 or 1CICS
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Real E&S spending likely dropped further in the
second quarter. In addition to the ongoing contraction
in outlays on high-tech equipment, the incoming data
for orders and shipments point to a decline in invest-
ment in nen-high-tech equipment, largely reflecting
the weakness in the manufaeturing secter this year.

Change in real business fixed investment




Outlays on nonresidential construction posted
another sizable advance in early 2001 after having
expanded nearly 13 percent in real terms in 2000, but
the incoming monthly construction data imply a sharp
retrenchment in the second quarter. The downturn in
spending comes on the heels of an increase in
vacaney rates for office and industrial space in many
cities. Moreover, while financing generally remains
avallable for prejests with viable tenasts, lenders are
new shewing greater eautien. Net surprisingly, ene
bright spet is the energy seeter, where expenditures
fer drilling and mining have been en a steep upirend
sinee early 1999 (mainly beeause of inereased &xple-
ratien Per natural gas) and the eenstruetion of faeili-
tieg for elestrie pewer generatien remaing very strong:

Inventory Imwestmmentt

A sharp reduction in the pace of inventory investment
was a major damping influence on real GDP growth
in the first quarter of 2001, The swing in real nonfarm
inventory investment from an accumulation of
$51 billion at an annual rate in the fourth quarter of
2000 to a liguidation of $25 billien in the first guarier
of 2001 subtracted 3 pereentage points frem the
growth in real GDP in the first guarier. Nearly half ef
the negative eentributien to GDP grewth eame frem
the meler vehiele seeter, where a sizable eut in
assemblies (adeded te the redustien already in plaee in
the feurth guarier) Breught the sverall days' supply
dewn e eemferiable levels By the end ef the first
guarier. A Fise in truek assemBlies garly in the sesond
guarter led 18 some backup of invenieries 1A that
segment of the market, Byt tek stoeks were Back in
3 accepiable ranee By June; auiomeBile assemblies
were Hp enly & l1tHe 1A e secend quarier, and SI8eks
Femained lean:

Firms outside the motor vehicles industry also
moved aggressively to address inventory imbalances
in the first half of the year, and this showed through
to manufacturing output, which, excluding motor
vehicles, fell at an annual rate of 712percent over this
period. These production adjustments—along with a
sharp reduection in the flow of imports—contributed
to a small decline in real nen-aute stecks in the first
guarter, and beek-value data for the manufacturing
and trade sester pelnt te a further desrease, 6A fiet, iR
April and May. As ef May, steeks generally seemed
in line with sales at retail trade establishments, but
there were still seme netable everhangs in whelesale
irade and espeelally in manufacturing, where
IRVERiBry-Shipmenis Faties for predueers of compui-
grs and electrenic produets, primary and faBricaied
metals, and chemicals rematned very high:

Business [Fimamee

The economic profits of U.S. corporations fell at a
19 percent annual rate in the first quarter after a
similar decline in the fourth quarter of 2000. As a
result, the ratio of profits to GDP declined 1 percent-
age point over the two quarters, to 8.5 percent;
the ratio of the profits of nonfinancial cerp-
oratiens te secter output fell 2 percentage points over
the interval, to 10 pereent. Investment spending has
declined by mere than profits, hewever, redueing
semewhat the still-elevated need of nenfinaneial
eorperations for external funds te finanee &apital
gxpenditures. Cerperations have husbanded their
inereagingly searee internal funds By suiting Baek en
eash-finaneed mergers and equity repurchages. While

Before-tax profits of: nonfinancial corporations

NOTE. Data extend through 2001:Q1. Profits are from domestic operations
of nonfinancial corporatioms, with inventory valuation and capital comsumption
adjustments, divided by gross domestic product of nonfinancial corporate sector.



Financing gap and net equity retirement
at nonfarm nonfinancial corporations

NOTE. The data through 2000 are annual; the final observation is for 2001:Q1
and is at an annual rate. The flinancimg gap is the difference between capital
expenditures and internally generated funds. Net equity retirement is the differ-
ence between equity retired through share repurchases, domestic cash-financed
mergers, or foreign takeovers of U.S. firms and equity issued in public or private
markets, including funds invested by venture capital partnerships.

equity retirements have therefore fallen, so has gross
equity issuance, though by less. Inflows of venture
equity capital, in particular, have been reduced sub-
stantially. Businesses have met their financing needs
by borrowing heavily in the bond market while pay-
ing down both commercial and industrial (C&I) loans
at banks and commercial papes. 1n total, afier having
inereased 91~2percent last year, the debt of nenfinan-
clal businesses rose at a S pereeat annual rate 1A the
first guarter of this year and is estimated te have risen
at abeut the same pase in the seeend guarier.

The decline in C&I loans and commercial paper
owes, in part, to less hospitable conditions in shorter-
term funding markets. The commercial paper market
was rattled in mid-January by the defaults of two
large California utilities. Commercial paper is issued

Major components of net business fifiraanging

NOTE. Seasonally adjusted annual rate for nonfarm nonfinancial corporate
businesses. The data for 2001:Q2 are estiimated.

NOTE. The data are daily and extend through July 12, 2001. The series shown
is the difference between the rate on A2/P2 nonfinancial commercial paper and
the AA rate.

only by highly rated corporations, and default is
extremely rare. The defaults, along with some down-
grades, led investors in commercial paper to pull
back and reevaluate the riskiness of issuers. For a
while, issuance by all but top-rated names became
very difficult and quality spreads widened signifi-
cantly, pushing some issuers inte the shortest matiiri=
ties and Indueing others to exit the market entirely.
As a eonseguenee, the ameunt of cemmereial paper
putstanding plummeted. In the seeend guarter, risk
spreads returied te mere typieal levels and the runeff
mederated. By the end of June, the ameunt ef nen-
finaneiall eemmereial IB@B@P gufstanding was ﬁéﬁﬂz
30 pereent Belew iig level at the end of 2000, wit
many firms still net having returned ie the market:
Even though banks' C&I loans were boosted in
January and Eebruary by borrowers substituting away

Net percentage of domestic banks tightening standards
for commercial and industrial loans, by size of borrower

NOTE. The data are based on the Federal Reserve's Senior Loan Officer
Opinion Survey on Bank Lending Practices, which is generally conducted four
times per year. The data extend through May 2001. Small firms are those with
annual sales of less than $50 million.



from the commercial paper market, loans declined,
on net, over the first half of the year, in part because
borrowers paid down their bank loans with proceeds

from bond issues. Many banks reported on the Fed- )

eral Reserve's Bank Lending Practices surveys this
year that they had tightened standards and terms—
ineluding the premiums charged en riskier loans, the
cost of eredit lines, and lean eovenants—en Cé&l
leans. Lean efficers eited a wersened ecenemie out:
leek, industry-speeifie problems, and a reduced tolef-
anee fer fisk as the reasens fer having tightened.
Despiie these adjustments {6 banks' lending stanee,
eredit appears 8 remain amply available fer seund
Berrewers, and reeent surveys of small Businesses
indicate that they have net feund eredit significantly
mere difficyit s abtain:

Meanwhile, the issuance of corporate bonds this
year has proceeded at about double the pace of the
preceding two years. With the yields on high-grade
bonds back down to their levels in the first half of
1999 and with futures quotes suggesting interest rates
will be rising next year, corporations apparently
judged it to be a relatively opportune time to issue.
Although investors remain semewhat selective, they
have been willing te abserb the large velume ef
issuanee as they have beeemie mere eenfident that the
ecenemy weuld resever and a prelenged disruptien
te earnings weuld be aveided: The heavy paee ef
issuanee Ras been supperied, in part, By inflews inte
Bend mutval funds, whieh may have eeme at the
gxpenge of equity funds.

The flows are forthcoming at relatively high risk
spreads, however. Spreads of most grades of corpo-
rate debt relative to rates on swaps have fallen a little
this year, but spreads remain unusually high for lower
investment-grade and speculative-grade credits. The

Net interest payments of nonfinancial corporations
relative to cash filow
SILaT 0L P NSV feR gl e

NOTE. The data are quarterly and extend through 2001:Q1.

as a proportion of total liabilit

Liabilities of failed businesses

NOTE. Annual average. Value for June 2001 is a twelve-month trailing
average.

SoumcE. Dum & Bradstreet.
elevated spreads reflect the deterioration in business
credit quality that has occurred as the economy has
slowed. While declines in interest rates have held
aggregate interest expense at a relatively low percent-
age of cash flow, many individual firms are feeling
the pinch of decreases in earnings. Over the twelve
moenths ending in May, L1 percent of speculative-
grade bonds, by dellar velume, have defaulted—the
highest percentage sinee 1991 and a substantial jump
frem 1998, when less than 2 persent defaulied. This
deterieration reflests net enly the unusually large
defaults By the Califernia utilities, But alse stress in
the telecommunications secter and elsewhere. Hew-
gver, some oiher measures ef eredii perfsrmanss
fave shewn & mere mederate wersening. The ratie
gf the liabilities of failed Businesses 8 these of all
nenfinancial Businesses and e delinquency raie on
E&! 16ans af Banks have Fisen noticeasly from their
Iaws 10 1998, But Both remain well Belew levels
pested In Hhe early 1996s:

Commercial mortgage debt increased at about an
83i4percent amnual rate in the first half of this year,
and the issuance of comumercial-mortgage-backed
securities (CMBS) maintained its robust pace of the
past several years. While spreads of the yields on
investment- and speculative-grade CMBS over swap
rates have changed little this year, significant frac-
tions of banks reperted on the Bank Lending Prac-
tiees survey that they have tightened terms and stan-
dards en eemmereial real estate leans. Altheugh the
delingueney rates en CMBS and eemmereial real
gstate leans at banks edged up in the first guarier,
they remained near recerd lews. Nevertheless, these
eemmercial banks thai reperied taking a mere &au-
tieus appreach toward commercial real estaie lending



stated that they are doing so, in part, because of a less
favorable economic outlook in general and a worsen-
ing of the outlook for commercial real estate.

The Goverrwmments Sector.

The fiscal 2001 surplus in the federal unified budget
is likely to be smaller than the surplus in fiscal 2000
because of the slower growth in the economy and the
recently enacted tax legislation. Nonetheless, the
unified surplus will remain large, and the paydown
of the federal debt is continuing at a rapid clip. '‘As a
consequence, the Treasury has taken a number of
steps to preserve liguidity in a shrinking market. The
weaker econemy is alse redusing revenues at the
state and leeal level, but these geveraments femain in
reasenably geed fiscal shape everall and are taking
advantage of histerieally lew interest rates te refund
existing debt and te issue new debt.

Federal Govermmenit

The fiscal 2001 surplus in the federal govermmemnt’s
unified budget is likely to come in below the fiscal
2000 surplus of $236 billion. Over the first eight
months of the fiscal year—October to May—the uni-
fied budget recorded a surplus of $137 billion,
$16 billion higher than during the comparable period
last year. But over the balance of the fiscal year,
receipts will continue te be restrained by this year's
slew pace ef econemie growth and the asseciated
desline in eerperate prefits. Reeeipis will alse be
redueed signifisantly ever the next few menths By the
payeut of tax rebaies and the shift ef seme corperate
payments ifte fiseal 2002, provisiens ineluded in the
Eg%%%iiﬁie Grewih and Tax Relief Reeaneiliation Ast
8 :

Federal saving, which is basically the unified bud-
get surplus adjusted to conform to the accounting
practices followed in the national income and product
accounts (NIPA), has risen dramatically since hitting
a low of -31~2percent of GDP in 1992 and stood at
334percent of GDP in the first quarier—a swing of
mere than 7 percentage peints. Reflecting the high
level of federal saving, national saving, whieh eom-
prises saving By heusehelds, businesses, and geveri-
fents, has been running at a higher rate sinee the late
1990s than it did ever mest ef the preseding desade,
gven as the persenal saving rate has plummeied. The
deeper peel of natienal saving, aleng with large
inflews of fergign eapiial, has provided reseuress fer
ihe technelegy-driven Beem in demestic iRvestment
1R recent years:

NOTE. The data extend through 2001:Q1. National saving comprises the
gross saving of households, businesses, and governments.

Federal receipts in the first eight months of the
current fiscal year were just 41%2percent higher than
during the first eight months of fiscal 2000—a mutich
smaller gain than those posted, on average, over the
preceding several years. Much of the slowing was in
corporate receipts, which dropped belew year-earlier
levels, reflecting the reeent deterioration in profits. In
additien, individual ineeme tax payments rese less
rapidly than ever the preeeding few years, mainly
because of slewer growth in withheld tax payments.
This spring’s nenwithheld paymenis ef individual
taxes, whieh are largely payments en the previeus
year's liability, were relativel §H8ﬁ_%-. Indsed,
aliheugh there wag ne appreciable “ApHl sirpriss”
this year—ihat is, these _Eﬁyﬁl%m% Wwere abeut 1A line
with expeciations—liahilities a9ain appear I8 have
fisen faster thap the NIPA fax Base IR 2000. One
facior that has 1ifted liabilities relative 18 Income 1A
Fecent vears s that Hsing levels of income and 2
changing distriBution Rave shifted MOre {aXpavers
1Rt3 Righer tax Brackets: Higher capltal galps feall:
23HRAR 4158 nave Nelped False liaBilities Telative 8
e Niba {ag;, 2% QVEF IS pHa.: 63{?&3 alhs
§¥8H t 1Reluds fﬁ gﬁis Ni%lﬁi OME MEANTE: WhIEh:

\j Ssigﬂ' neludsy only INQmE MM EUrrERt
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The faster growth in outlays that emerged in fiscal
2000 has extended into fiscal 2001. Smoothing
through some timing anomalies at the start of the
fiscal year, nominal spending during the first eight
months of fiscal 2001 was more than 4 percent higher
than during the same period last year; excluding the
sizable drop in fiet interest outlays that has accompa-
filed the paydown ef the federal debt, the inerease in
spending se far this year was nearly 6 percent. Spend-
ing in the past eeuple of years has Been beested by



sizable increases in discretionary appropriations as
well as by faster growth in outlays for the major
health programs. The especially rapid increase in
Medicaid outlays reflects the higher cost and utiliza-
tion of medical care (including prescription drugs),
growing enrollments, and a rise in the share of
expenses picked up by the federal gevernment. Out-
lays for Medicare have been lifted, in part, by the
higher reimbursements te providers that were enasted
last year.

Real federal expenditures for consumption and
gross investment, the part of government spending
that is included in GDP, rose at a 5 percent annual
rate in the first quarter. Over the past couple of years,
real nondefense purchases have remained on the
meoderate uptrend that has been evideat since the
mid=-1990s, while real defense purchases have staried
te rise slowly after having bettomed out in the late
1990s.

The Treasury has used the substantial federal bud-
get surpluses to pay down its debt further. At the end
of June, the outstanding Treasury debt held by the
public had fallen nearly $600 billion, or 15 percent,
from its peak in 1997. Relative to nominal GDP,
publiely held debt has dropped from nearly S0 per-
cent in the mid-1990s te below 33 percent in the first
guarter, the lewest it has been sinee 1984.

Declines in outstanding federal debt and the associ-
ated reductions in the sizes and frequency of auctions
of new issues have diminished the liquidity of the
Treasury market over the past few years. Bid-asked
spreads are somewhat wider, quote sizes are smaller,
and the difference between yields on seasoned versus
mest-recently issued securities has increased. 1n part,
hewever, these developieats may also reflect a mere
eatitious attitude ameng sesufities dealers fellewing
the market turmeil in the fall ef 1998.

The Treasury has taken a number of steps to limit
the deterioration in the liquidity of its securities. In
recent years, it has concentrated its issuance into
fewer securities, so that the auction sizes of the
remaining securities are larger. Last year, in order to
enable issuance of a larger volume of new securities,
the Treasury began buying back less-liquid elder
securities, and it alse made every secend atiction of
its S- and 10-vear netes and 30-year bond a reepening
of the previeusly issued seeurity. In February, the
Treasury put limits en the nencempetitive bids that
fereign eentral banks and gevernmental menstary
entities may make, se as 6 leave a larger and mers
predietable peel of seeurities available fer competi-
tive Bidding, helping 8 maintain the liquidity and
gfficiency of the market In May, ihe Tf8§§ﬂfl¥
anneuneed that it weuld begin issuing Treasury bills

with a four-week maturity to provide it with greater
flexibility and cost efficiemcy in managing its cash
balances, which, in part because new securities are
now issued less frequently, have become more vola-
tile. Finally, also in May, the Treasury announced it
would in the next few months seek public comment
on a plan to ease the 35 percent fule,” which limits
the bidding at auctions by these helding elaims en
large ameunts ef an issue. With reepenings inereas=
ingly being used te maintain liguidity in individual
issues, this rule was censtraining many petential bid-
ders. As diseussed belew, the redueed issuanee ef
Treasury seeurities has alse led the Federal Reserve
te medify its procedures for acqHiring sueh sssurities
and 1o study pessible futurs steps for 1is pertfelis:

In early 2000, as investors focused on the possibil-
ity that Treasury securities were going to become
increasingly scarce, they became willing to pay a
premium for longer-clated securities, pushing down
their yields. However, these premiums appear to
have largely unwound later in the year as market
participants made adjustmenis to the new environ-
ment. These adjustments inelude the substitutien ef
alternative instruments for hedging and prieing, sueh
as interest rate swaps, preminent high-grade eer=
peraie Bends, and sesurities issued By gevernment-
spensered enterprises (GSES). Te benefit frem adjust-
fents By market participanis, in 1998, Fannie Mas
and Freddie Mae Initiated pregrams {8 13sH8 S8&HF-
fieg that share seme eharaeieristies with Treasury
S66HFIties, syeh as regular issuanee calendarg and
large {sste sizes: iR the first half of this year the
{sstied $88 billien of coupsn seeurities and $562 Bil-
lien 8F Bills HRdst Hl%é%_BfB%fﬁﬁl%x The G8ES have
31sg Hhis vear Begun Buying Back 8lder seeyHHes 18
BBBst e siz6 8F thelF HeW IssHes: Neverheless, e
{HM%E_ fof ﬂ%ﬁéﬂ% SECHHHER FEMAtAR Conslderapl
Mare 1igHid than markets foF &Sk aRd SHeF fixed:
IRESME SESHFIHES:

State and Local Govermmmsntts

State and local governments saw an emormous
improvement in their budget positions between the
mid-19903 and last year as revenues soared and
spending generally was held in check; accordingly,
these governments were able both to lower taxes and
to make substantial allocations to reserve funds. More
recently, however, revenue growth has slowed in
many states, and reports of fiscal stralns have
inereased. Nonetheless, the seetor remains iA rela-
tively goed fiseal shape everall, and mest geveri-
ments faeing revenue shertfalls have managed te



adopt balanced budgets for fiscal 2002 with only
minor adjustments to taxes and spending.

Real consumption and investment spending by
state and local governments rose at nearly a 5 percent
annual rate in the first quarter and apparently posted a
sizable increase in the second quarter as well. Much
of the strength this year has been in censtruiction
spending, whieh has rebounded sharply after a
reported decline in 2000 that was hard te recencile
with the seetor’s engeing infrastrueture needs and the
geod financial condition of mest gevernments. Hir-
ing alse remained fairly brisk during the first half of
the year; en average, empleyment rese 30,000 per
menth, abeut the same as the average menihly
inerease aver the preseding three years:

Although interest rates on municipal debt have
edged up this year, they remain low by historical
standards. State and local governments have taken
advantage of the low interest rates to refund existing
debt and to raise new capital. Credit quality has
remained quite high in the municipal sector even as
tax reeeipts have softened, with credit upgrades out-
pacing dewngrades in the first half of this year. Most
netable ameng the dewngrades was that ef Califef-
fila‘’s general ebligatien bends. Standard and Peer's
lewered Califernia’s debt twe netehes from AA 18
A+, giting the finaneial pressures from the elestrisity
erisis and the likely adverse effssts of the erisis en
ihe stats's ssensmy:

The Externml/ Sector

The deficits in U.S. external balances narrowed
sharply in the first quarter of this year, largely
because of a smaller deficit in trade in goods and
services. Most of the financial flows into the United
States continued to come from private foreign
sources.

Trade and Current Account

After widening continuously during the past four
years, the deficits in U.S. external balances narrowed
in the first quarter of 2001. The current account
deficit in the first quarter was $438 billion at an
annual rate, or 4.3 percent of GDP, compared with
$465 billion in the fourth quarter of 2000. Most of the
reduetion of the current account deficit can be traced
to changes In U.S. trade In geeds and services;
the trade deficit narrewed frem an annual rate ef
$401 billien in the feurth guarter 6f 2000 te $380 bil-
lien in the first guarter of this year. The trade defisit

U.S. current account
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in April continued at about the same pace. Net invest-
ment income payments were a bit less in the first
quarter than the average for last year primarily
because of a sizable decrease in earnings by U.S.
affiliates of foreign firms.

As U.S. economic growth slowed in the second
half of last year and early this year, real imports of
goods and services, which had grown very rapidly in
the first three quarters of 2000, expanded more slowly
in the fourth quarter and then contracted 5 percent at
an annual rate in the first quarter. The largest declines
were i high-tech produets (computers, semiconduc-
tors, and telecommunications eguipment) and aute-
metive products. In eontrast, imperts ef petroeletim
and petreleum produets inereased mederaiely: A tem-=
perary surge in the priee ef imperted Ratural gas
pushed the inerease ef the average priee of nen-sil
imperis abeve an annual raie ef 1L pereent in the first
guarier, slightly Righer than the rate ef inerease
feeerded iR 2000.

U.S. real exports were hit by slower growth abroad,
the strength of the dollar, and plunging global
demand for high-tech products. Real exports of goods
and services, which had grown strongly in the first
three quarters of 2000, fell 6V2 percent at an annual
rate in the fourth quarter of last year and declined
anether L percent in the first quarter ef this year. The
largest declines in beth guarters were in high-teeh
capital geeds and autemetive produsts (primarily in
intra=firm trade with Canada). By market destinatien,
the largest inereases in U.S. geeds experis during the
first three guarters f 2000 had Been {8 Mexies and
eeuntries il Asia; the reeent deelines were mainly in
8xperis 18 Asia and Latin Ameriea. in eontrast, §684s
8Xpers 18 Wesiern Eﬂf@gﬁ% {nereased  steadily
threugheyt the entire E%EHB_ . Absut 45 g@f&%ﬂ% gf
U:8: geeds experis iA the first quarier of 2001 were



Change in real imports and exports of goods and services

NOTE. Change for the half-year indicated is measured from the preceding
half-year, and the change for 2001:Q1 is from 2000:Q4. Imports and exports for
each half-year are the average of the levels for component quarters.

capital equipment; 20 percent were industrial sup-
plies; and 5 to 10 percent each were agricultural,
automotive, consumer, and other goods.

After increasing through much of 2000, the spot
price of West Texas intermediate (WTI) crude oil
reached a peak above $37 per barrel in September,
the highest level since the Gulf War. As world eco-
nomic growth slowed in the latter part of 2000, oil
price declines reversed mueh of the year’s price gaifi.
In responise, OPEC reduced its official production
targets in January of this year and agaln in March. As
a result, el priees have remained relatively high in
2001 despite weaker glebal esenefiic growth and a
sibstantial inerease in U.S. eil inventeries. Oil prises
Rave alse been elevaied By the velatility ef 1raqi 6l
experis arising from tense relatiens between Ira
and the Uniied Natiens. Buring the first six menths 8
thig year, He spet priee of Wt has Auctiated. with
gﬂly ltaﬂef gxceptions, between $27 and $30 per

atel:

Financial Accmumit

In the first quarter of 2001, as was the case in 2000 as
a whole, nearly all of the net financial flows into the
United States came from private foreign sources.
Foreign official inflows were less than $5 billion and
were composed primarily of the reinvestment of
accumulated interest earnings. Reported foreign
exchange intervention purchases of dollars were
fedest.

Inflows arising from private foreign purchases of
U.S. securities accelerated further in the first quarter
and are on a pace to exceed last year's record. All of
the pickup is attributable to larger net foreign pur-

U.S. international securities transactions

SOURCE. Department of Commerce, Sumeyy of Carrentt BBuginess.

chases of U.S. bonds, as foreign purchases of both
corporate and agency bonds accelerated and private
foreign sales of Treasuries paused. Foreign purchases
of U.S. equities are only slightly below their 2000
pace despite the apparent decline in expected returns
to holding U.S. equities.

The pace at which U.S. residents acquired foreign
securities changed little between the second half
of last year and the first quarter of this year. As
in previous years, most of the foreign securities
acquired were equities.

Net financial inflows associated with direct invest-
ment slowed a good bit in the first quarter, as there
were significantly fewer large foreign takeovers of
US. firms and U.S. direct investment abroad
remained robust,

The LatborMarketr
Labor demand weakened in the first half of 2001,

especially in manufacturing, and the unemployment
rate rose. Increases in hourly compensation have



continued to trend up in recent quarters, while mea-
sured labor productivity has been depressed by the
slower growth of output.

Employment and Unemyploymenit

After having risen an average of 149,000 per month
in 2000, private payroll employment increased an
average of only 63,000 per month in the first quarter
of 2001, and it declined an average of 117,000 per
month in the second quarter. The unemployment rate
moved up over the first half of the year and in June
stood at 41/2percent,1/2percentage point higher than
in the feurth guarter of last year.

Much of the weakness in employment in the first
half of the year was in the manufacturing sector,
where job losses averaged 78,000 per month in the
first quarter and 106,000 per month in the second
quarter. Since last July, manufacturing employment
has fallen nearly 800,000. Factery job losses were
widespread in the first half of the year, with seme of
the biggest eutbacks at industries struggling with
sizable inventery everhangs, ineluding metals and
industrial and elestrenie equipment. The weakness
in manufaeturing alse eut inte empleyment at help-
supply firms and at whelesale trade sstablishments:

Apart from manufacturing and the closely related
help-supply and wholesale trade industries, employ-
ment growth held up fairly well in the first quarter
but began to slip noticeably in the second quarter.
Some of the slowing in the second quarter reflected a
drop in construction employment after a strong first
quarter that likely absorbed a portion of the hiring
that nermally takes place in the spring; en average,
eenstryetion employment rose a falrly brisk 15,000
per menth ever the first half, abeut the same as
in 2000. Hiring in the serviees industry (ether than

Measures of:labor utilization

g A AtQ 2h [x¢ AhH

NOTE. The data extend through June 2001. The augmented unemployment
rate is the number of unemployed plus those who are not in the labor force and
want a job, divided by the civilian labor force plus those who are not in the labor
force and want a job. In January 1994, a redesigned survey was introduced; data
from that point on are not directly comparable with those of earlier periods.

help-supply firms) also slowed markedly in the sec-
ond quarter. Employment in retail trade remained on
a moderate uptrend over the first half of the year, and
employment in finance, insurance, and real estate
increased modestly after having been unchanged, on
net, last year.

Labor Costs and Productitxitty:

Through the first quarter, compensation growth
remained quite strong—indeed, trending higher by
some measures. These gains likely reflected the influ-
ence of earlier tight labor markets, higher consumer
price inflation—largely due to soaring energy
prices—and the greater real wage gains made pes-
sible by faster structural produetivity growth. The
upward pressures on labor costs could abate in com-
ing guarters if pressures in laber markets ease and
energy pries fall bask.

Hourly compensation, as measured by the employ-
ment cost index (ECI) for private nonfarm busi-
nesses, moved up in the first quarter to a level about
4144Apercent above its level of a year earlier; this
compares with increases of about 4142percent over
the preceding year and 3 percent over the year before
that. The slight deceleration in the mest recent
twelve-menth change in the ECI is aceounted for by a
slewdewn in the growth ef compensation for sales
workers relative to the elevated rates that had pre-
vailed in early 2000; these werkers’ pay ineludes a
stibstantial semmissien eempenent and Hhus is espe-
cially sensitive te eyelical develepmentis. Compensa-
tien per Rewr in the nenfarm Business sestor—a mea-
sure that pieks up seme forms of compensation that



Measures of: change in hourly mmpensatlon

NOTE. The data extend through 2001:Q1. The ECI is for private industry
excluding farm and household workers. Nonfarm compensation per hour is for
the nonfarm business sector.

the ECI omits but that sometimes has been revised
substantially once the data go through the annual
revision process—shows a steady uptrend over the
past couple of years; it rose 6 percent over the year
ending in the first quarter after having risen< 1£2per-
cent over the preceding year.

According to the ECI, wages and salaries rose at an
annual rate of about 41%2percent in the first quarter.
Excluding sales workers, wages rose 5 percent
(annual rate) in the first quarter and 41/percent over
the year ending in March; this compares with an
increase of 33t4percent over the year ending in March
2000. Separate data on average houfly earnings of
production of nensupervisery werkers alse show a
diseernible aceceleration of wages: The twelve-menth
ehange in this series was 41/Apereent in June,1/2pef-
eentage peint abeve the reading fer the preseding
twelve menths:

Benefit costs as measured in the ECI have risen
faster than wages over the past year, with the increase
over the twelve months ending in March totaling
5 percent. Much of the presstire on benefits is conting
from health insurance, where employer payiments
have accelerated steadily since bottoming out in the
mid=-1990s and are now going up abeut 8 percent per
year. The surge In spending on preseription drugs
accounts for some of the rise iA health insuranece
6ests, but demand fer ether types ef mediecal eare is
inereasing rapidly as well. Mereever, altheugh thers
has been seme revamping of drig eoverage 16 oHRteF
the pressures ef searing demand, many &mployers
have been reluetant 1o adjust sther features of the
Realth Benefits Eaeisage in view of the need {8 reain
werkers In 2 1aber market that has been very tight in
FeeeAt years:

Change in output per hour nonfarm businesses
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NOTE. Changes are Q4 to Q4 except the change for 2001:Q1, which is from
2000:Q1.

Measured labor productivity in the nonfarm busi-
ness sector has been bounced around in recent quar-
ters by erratic swings in hours worked by self-
employed individuals, but on balance, it has barely
risen since the third quarter of last year after having
increased about 3 percent per year, on average, over
the preceding three years. This deceleration coincides
with a marked slowing in eutput grewth and seems
breadly in line with the experience of past busi-
fiess eyeles; these readings remain eensistent with a
fieticeable aceeleration in strustural produetivity hav-
ing eeeurred in the seeend half of the 1990s. Reflest-
ing the mevements in heurly sempensatien and in
actyal preduetivily, unit laber eests in the nenfarm
Buginess sester jumped In the first guarier and have
Fisen 31/2percent QVeF the past VEar:

Looking ahead, prospects for favorable productiv-
ity performance will hinge on a continuation of the
rapid technological advances of recent years and on

Change in umt labor costs, nonfarm busmesses

NOTE. Changes are Q4 to Q4 except the change for 2001:Q1, which is from

2000:Q1.



the willingness of businesses to expand and update
their capital stocks to take advantage of the new
efficiency-enhancing capital that is becoming avail-
able at declining cost in many cases. To be sure, the
current weakness in business investment will likely
damp the growth of the capital stock relative to the
pace of the past couple of years. But once the eyelical
weakness In the economy dissipates, centinued
advanees in technelegy sheuld provide impetus t6
renewed eapital spending and a retura te selid
inereases in predustivity-

Prices.

Inflation moved higher in early 2001 but has mod-
erated some in recent months. After having risen
2Vidpercent in 2000, the chain price index for per-
sonal consumption expenditures (PCE) increased
about 3144percent in the first quarter of 2001 as
energy prices soared and as core consumer prices—
whieh exclude foed and energy—pieked up. Energy
priees eontinued te rise rapidly in April and May but
eased in June and early July. In additien, eere PCE
priee inflatien has drepped baek after the fiiat-quarier
spuft, and the twelve-menth ehange in his series,
whieh is a useful indieater of the underlying inflatien
trend, steed at L14qnsrasntitn MRY, ARAUL A0S SHME A
ihe ehange ever ihe preeeding twelve menihs. The
€ere eensymer pricg index (CPI) continued i meve
Hp af & fasier pace than the core PCE measure Qver
the Eﬁé% yeanh Fising 2342percent over the fwelve
menths ending in May. alse the same faie as over ihe
preceding year

PCE energy prices rose at an annual rate of about
Il percent in the first quarter and, given the big
increases in April and May, apparently posted another

Change in consumer prices

ut 2.6%

90 .
8% /GP| about 4.2%.]

NOTE. The CPI is for all urban consumers (CPI-U).

sizable advance in the second quarter. Unlike the
surges in energy prices in 1999 and 2000, the
increases in the first half of 2001 were not driven by
developments in crude oil markets. Indeed, natural
gas prices were the major factor boosting overall
energy prices early this year as tight inventories and
concerns about potential stock-outs pushed spot
prices to extremely high levels; natural gas prices
have sinee reseded as additional supplies have eeme
on line and inventeries hRave been rebuilt. In the
§pring, gaseline priees seared in respense e streng
demand, refinery disruptiens, and eencerns abeut lean
inventeries; with refineries baek en line, iMpeFis up,
and invenieries restered, gaseling prises have sinee
fallen neticeably Belew their mid-May peaks: Elee-
tHielty priees alse rege substantially in the first half of
the ﬁ%ﬁh feflecting Hl%ﬁ%_f Ratyral gas prices a8 well
gs (he problems In Ealifernia. €apacity problems
1R €alifornia and He H¥HEBF8W%E ,§H8HQ es 1A he
Northwest persist Hough Ealiforia’s electHelty €on-
sumption has declined recently and wholesale PHEss
have drapped: 1h contast capactty 1 the Fest F ihe
ESEHF%Y« ﬂ%ﬁ £¥panded gf@%l%l QVEF e past vear
aR4: 80 e WhAls: aBpeaR QQH guaie 18 Mmeet e
AQHRa $6A38A4! FISE IR dEmand:

Core PCE prices rose at a 21%2percent annual rate
in the first quarter—a hefty increase by the standards
of recent years. But the data are volatile, and the
first~quesitesr increase, no doubt, exaggerates any
pickup. Based on monthly data for April and May,
core PCE inflation appears to have slowed consider-
ably in the second guarter; the slowing was concen-
trated in the goods categories and seems consistent
with reperts that retailers have been eutting priees te
§pur sales iA an envirenment of seft demand.

Core consumer price inflation—whether measured
by the PCE index or by the CPI—in recent quarters

Change in consumer prices excluding food and energy

o) Hned T icodadex for PCE and CPI.

%P1 about 3.2%.]

NOTE. The CPI is for all urban consumers (CPI-U).



almost certainly has been boosted by the effects of
higher energy prices on the costs of producing other
goods and services. Additional pressure has come
from the step-up in labor costs. That said, firms
appear to have absorbed much of these cost increases
in lower profit margins. Meanwhile, nen-oil import
prices have remained subdued, thus continuing te
restrain input cests for many demestic industries and
te limit the ability of firms faeing fereign cempetitien
ie faise priees for fear ef lesing market share. In
additien, apart frem energy, priee pressures at earlief
stages of preeessing hRave been minimal. Indeed,
exeluding feed and energy, fhe predueer priee index
(BB1) for intermediaie materials hags been flat sver ihe
past year, and the PP fer erude maierials has fallen
11 pereent: Mereever, infiation expectations; oA Bal-

ahee, seem 16 have remained guieseent: Aeeefamg {8
the Miﬁﬁigﬁﬂ SHFvRY, He median expeeiation fof
Infation ever e HBEBHHH% year generally Ras been
FURRIAG QB8H{ § pereent Hils vear, similar 8 he
f%ﬁﬂiﬂgé 1A 268

In contrast to the step-up in consumer prices, prices
for private investment goods in the NIPA were up
only a little in the first quarter after having risen
about 2 percent last year. In large part, this pattern
was driven by movements in the price index for
computers, which fell at an annual rate of nearly
30 pereent 1 the first quarter as demand for high-tech
equipment plunged. This drop in computer prices
was eensiderably greater than the average deerease of
reughly 20 pereent per year in the sesend half of the
1990s and the unusually small 11 pereent deerease i
2000. Menthly PRI data siggest that eemputer prises
were dewn again in the seeend guarier, theugh mueh
less than in the first quarier.

All told, the GDP chain-type price index rose at an
annual rate of 31Mpercent in the fiirst quarter and has
risen 2144percent over the past four quarters, an
acceleration of 1/2 percentage point from the compa-

Alternative measures of price change
Percent, Q1 to Q1

1998
to
1999

1999
to
2000

2000
to
2001

Price measure

Chain-type:

Gross domestic product

Gross domestic purchases

Personal consumption expenditures
Excluding food and energy

15
1.2
15
18

18 2.3
2.3Chain-type2.2
2.%Chain-type:2.2
1.6 1.7

Fixed-weight:
Consumer price imdkex
Excluding food and energy

17
2.2

33 Fixed-weldht:
2.2 Consumét:

NOTE. A ffied-weight index uses quantity weights from a base year to
aggregate prices from each distinct item category. A chain-type index is the
geometric average of two ffixsd-weigtit indexes and allows the weights to change
each year. The consumer price indexes are for all urban consumers. Changes are
based on quartetly averages.

price

rable year-earlier period. The price index for gross
domestic purchases—uwhich is defined as the prices
paid for consumption, investment, and government
purchases—also accelerated in the first quarter—to
an increase of about 23/4percent; the increase in this
measure over the past year was 21/4percent, abotit the
same as over the preceding year. Excluding foed and
energy, the latest four-guarter ehanges in beth GDP
and gross doemestie purehases priees were roughly the
safiie as ever the preeeding year:.

US. Financial/MéxKets.

Longer-term interest rates and equity prices have
shown remarkably small net changes this year, given
the considerable shifts in economic prospects and
major changes in monetary policy. To some extent,
the expectations of the economic and policy devel-
opments in 2001 had already become embedded in
financiall asset prices as last year came to a close;
frem the end of August through year-end, the broad-
est equity priee indexes fell 1S percent and
investment-arade bend yields deelined 40 te 70 basis
peinis. In additien, Rewevex, equity priees and leng-
ferm interest rates were influensed imperiantly By
greving eptimism in finaneial Markeis ever e see-
end guarier of 2001 that the ecensmy and prefits
weuld rebeund strengly teward the end of 2001 and
iR 2002. On Aet, equily priees fell & pereent i the
first Ralf of thig yeaf 3s Neaf-term COrporaie &arnings
were fevised dewn suBstaniially. Raies on 19Rgef:
teFm Treasury 1SSHes rose 2 lifte, Buf these 8A E8Fpe-
Faie BoRAS WEre abaut HHEH%H%%Q With the RarFowing
§Bf8@ﬂ FeHectn g greaier Invesior canfidence in the
8H{188 Byt H PFSQSIé FSIHQ!H%Q |68 BY RisigHEal

standardR foF Bsinesses gBt Was f%%% a8
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Chain-type: Personal

Excluding food and energy

In response to the abrupt deceleration in economic
growth and prospects for continued weakness in the
economy, the FOMC lowered the target federal funds
rate 23/4percentage points in six steps in the first half

consumption



Rates on selected Treasury securities

Measures of long-term inflation expectations

NOTE. The data are daily and extend through July 12, 2001.

of this year, an unusually steep decline relative to
many past easing cycles. Through March, the policy
easings combined with declining equity prices and
accumulating evidence that the slowdown in eco-
nemic growth was more pronounced than had been
initially thought led to declines in yields on
intermediate- and longer-term Treasury securities.
Over the second guarter, despite the eentinued
decrease in shert-term rates and further indications of
8 weakening esenemy, yields en miermediate-term
Treasury seeurities were abeut unehanged, while
these en lenger-ierm seeurities rese appreciably: On
fet, yl%ld§3 en intermediaie-ierm Treasury sssurities
fell abeui ¥4 perceniage PO iR the Tirst half of this
year, wiile these on [enger-ierm Treasury sesurities
F38 3BBHE V4 Percshiags Hoit:

The increase in longer-term Treasury yields in the
second quarter appears to have been the result of a
number of factors. The main influence seems to have
been increased investor confidence that the economy
would soon pick up. That confidence likely arose in
part from the aggressive easing of monetary policy
and alse in part from the improving prospects for, and
passage of, a sizable tax eut. The tax eut and the
grewing suppert for certaln spending initiatives
implied strenger aggregate demand and less federal
saving than previeusly anticipated. The prespeet that
the federal debt might be paid dewn less rapidly may
alse have redueed slightly the seareity premiums
1nvesiers were Wllllﬂ% 10 pay fer Treasury sscufities.
Finally, a pertien of tne rise may have been the result
of Inereased inflatien E%EQEEQ_HB%-. Infiatien compen-
satien as measured By e differencs Beiween nomi-
Ral Treasury fates and the rates on 1Rfaton-indexed
TreasHry SECHFIHES FOSE aBHE M4 RESENALS ROl

NOTE. The data for the Michigan survey, which are monthly and extend
through June 2001, measure fiive-yesr to ten-year inflation expectations. The
data for the FRB Philadelphia survey, which are quarterly and extend through
2001:Q2, measure ten-year inflation expectations. TIIS inflation compensation
is the rate of inflation at which the price of the ten-year Treasury inflation-
indexed security equals the value of a portfolio of zero-coupon securities that
replicates its payments; data for this measure are weekly averages and extend
through July 13, 2001,

the second quarter. Despite this increase, there is little
evidence that inflation is expected to go up from its
current level. At the end of last year, inflation com-
pensation had declined to levels suggesting investors
expected inflation to fall, and the rise in inflation
compensation in the second quarter largely reversed
these declines. Moreover, survey measures of longer-
term inflation expectations have changed little singe
the middle of last year.

Yields on longer-maturity corporate bonds were
about unchanged, on net, over the first half of this
year. Yields on investment-grade bonds are near their
lows for the past ten years, but those on speciilative-
grade bonds are elevated. Spreads of corporate bond
yields relative to swap rates narrowed a bit, although
they still remain high. Amidst signs of deteriorating
credit guality and a worsening eutlook for cerperate
earnings, risk spreads oen spestlative-grade bends
had risen By abeut 2 pereentage peints laie last year,
reaching levels net seen sinee 1991. Mush of this
widening was reversed early in the year, as invesiers
Beeame mere eenfident that cerperaie balanee shesis
weuld net deterisrate sibstantially, But spesulative-
grade Bend spreads widened again reeenily IA
respense 8 ﬂ@%ﬁﬂ% Rews abeut second-guarter 8arn-
ings and declines iR share priees; leaving these
Spreads af the end of the sseend %%ﬁéf saly stightly
Belaw whete they Began Hie vear Nonetieless, inves:
tors, while somewhat selective, appear {8 femaln
%ﬁ%{}%’g\% 8 REW ISSHES Wi speciiative-grads



NOTE. The data are monthly averages and extend through June 2001. The
AA rate is calculated from bonds in the Merrill Lynch AA index with seven to
ten years remaining to maturityy. The high-yield rate is the yield on the Merrill
Lynch 175 high-yield index.

Interest rates on commercial paper and C&I loans
have fallen this year by about as much as the federal
funds rate, although some risk spreads widened. The
average yield spread on second-tier commercial paper
over top-tier paper widened to about 100 basis points
in late January, about four times its typieal level,
follewing defaults by a few promineat issuers. As the
year pregressed, investors became less eencerned
abeut the remaining eemmercial paper bOrreWers,
ane this spread has returied t6 a mere nermal level.
Aceording te preliminary data frem the Federal
Reserve's guarterly Survey ef Terms of Business
Lending, the spread ever the target federal funds rate
of the average interest raie en eemmereial bank C&t
leans edged up Between Nevember and May and

Spread of average business loan rate

NOTE. The data, which are based on the Federal Reserve's Survey of Terms
of Business Lending, are for loans made by domestic commercial banks. The
survey is conducted in the middle month of each quarter; the final observation is
for May 2001 and is preliminary.
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remains in the elevated range it shifted to in late
1998. Judging from the widening since 1998 of the
average spread between rates on riskier and less-risky
loans, banks have become especially cautious abotit
lending to marginal credits.

Equity Memitetts

After rising in January in response to the initial
easing of monetary policy, stock prices declined in
February and March in reaction to profit warnings
and weak economic data, with the Wilshire 5000, the
broadest major siock price index, ending the first
quarter down 13 percent. Stock prices retraced some
of those losses in the second guarter, rising 7 per-
cent, as firsi-guarter earnings releases eame in a little
abeve sharply redueed expectations and as investors
beeame mere ecenfident that esenemic growth and
eerperate profits weuld seen piek up. On fet, the
Wilshire 5000 ended the half dewn 6 pereent, the
DJIA deelined 3 pereent, and the tech-heavy Nasdag
fell 13 pereent: Earnings per share of the S&P 500 in
the first quarier deereased 10 pereeni from & year
garlier. A disproperiinaie share of the deeline in
§&B earnings—mere than half=was attriBuiable 18 &
plunge in iRe technelagy secton, where fitquarer
earnings were down nearly 56 percent from their
peak iR the third quarier of 1ast vear

The decline in stock prices has left the Wilshire
5000 down by about 20 percent, and the Nasdaq
down by about 60 percent, from their peaks in March
2000. Both of these indexes are near their levels at
the end of 1998, having erased the sharp run-up in
prices in 1999 and early 2000. But both indexes
remain more than two and one-half times their levels

r stock price

indexes
RAGTOM G &R . DS

NOTE. The data are daily and extend through July 12, 2001.



NOTE. The data are monthly and extend through June 2001. The eammimgs-
price ratio is based on I/B/E/S consensus estimates of earnings over the coming
year. The real rate is estimated as the difference between the ten-year Treasury
rate and the flive-yeair to ten-year expected inflation rate from the FRB Philadel-
phia survey.

at the end of 1994, when the bull market shifted into
a higher gear. The ratio of expected cme-year-ahead
earnings to equity prices began to fall in 1995 when,
as productivity growth picked up, investors began o
build in expectations that increases in earnings would
remain rapid for some time. This measure of the
earnings-price fatio remains near the levels reached
in 1999, suggesting that investors still anticipate
rebust leng-term earnings grewth, likely reflesting
expectations for centinued sireng galAs i
produgetivity-:

Despite the substantial variation in share prices
over the first half of this year, trading has been
orderly, and fimancial institutions appear to have
encountered no difficulties that could pose broader
systemic concerns. Market volatility and a less ebuil-
lient outlook have led investers to buy a much smaller
share of stock on margin. At the end of May, margin
debt was L15 percent of total market capitalization,
egual to its level at the beginning of 1999 and well
belew its high ef 1.63 pereent in Mareh of last year.

Federal Reserve Open Market Qypenatimnss

As noted earlier, the Federal Reserve has responded
to the diminished size of the auctions of Treasury
securities by modifying its procedures for acquiring
such securities. To help maintain supply in private
hands adequate for liquid markets, since July of last
year the System has limited its holdings of individual
securities to specified percentages, ranging from
1S percent to 35 percent, of outstanding ameunts. Te
stay within these limits, the System has at times net
relled ever all ef its heldings ef maturing sesurities,

generally investing the difference by purchasing other
Treasury securities on the open market. The Federal
Reserve also has increased its holdings of longer-
term repurchase agreements (RPs), including RPs
backed by agency securities and miortgage-backed
securities, as a substitute for outright purchases of
Treasury securities. In the first half of the year,
longer-term RPs, typieally with maturities of twenty-
eight days, averaged $13 billien.

As reported in the previous Mnataryy Policy
Report,, the FOMC also initiated a study to evaluate
assets to hold on its balance sheet as alternatives to
Treasury securities. That study identified several
options for further consideration. In the near term, the
Federal Reserve is considering purchasing and hold-
ing Ginnie Mae mortgage-backed securities, which
are explieitly backed by the full faith and eredit of the
U.S. gevernment, and engaging in repurchase epera=
tlons against fereign severeign debt. Fer pessible
implementation later, the Federal Reserve i§ studying
whether te austion lengei-term disceunt windew
eredit, and it will ever time take a eleser 1eek at a
Breader array of assels fer repurehase and for helding
guiright, transaeciiens that weuld require additisnal
legal auiharity:

Dethtr and the Mometanyy Agregates.

The growth of domestic nonfinancial debt in the first
half of 2001 is estimated to have remained moderate,
slowing slightly from the pace in 2000 as a reduction
in the rate of increase in nonfederal debt more than
offset the effects of smaller net repayments of federal
debt. In contrast, the monetary aggregates have
grown rapidly so far this year, in large part because
the sharp deeline in shert-term market interest rates
has redueed the oppertunity eest of helding the
deposits aned other assets ineluded in the aggregates.

Debt and Depository Intermediztiom

The debt of the domestic nonfinancial sectors is esti-
mated to have expanded at a 43#percent annual rate
over the first half of 2001, a touch below the 51/per-
cent growth recorded in 2000. Changes in the growth
of nonfederal and federal debt this year have mostly
offset each other. The growth of nonfederal debt
moderated from 8142percent i 2000 (6 & stilll-risthust
7liApercent pace in the first half of this year. House-
helds® berrowing slowed seme but was still substan-
tial, bueyed by eentinued sizable heme and durable
geeds purehases. Similary, business berrewing med:-



NOTE. Annwal growth rates are computed from fourth-quarter averages.
Growth in the first half of 2001 is the June average relative to the fourth-quarter
average at an annual rate and is based on partially estimated data. Domestic
nonfinancial debt consists of the outstanding credit market debt of governments,
households and nonprofit organizations, nonfinancial businesses, and farms.

erated even as bond issuance surged, as a good por-
tion of the funds raised was used to pay down com-
mercial paper and bank loans. Tending to boost debt
growth was a slowing in the decline in federal debt to
a8 6lidpercent rate in the first half of this year from
63t4percent lasi vear, largely because of a decline in
tax receipts on corporate profits.

The share of credit to nonfinancial sectors held at
banks and other depository institutions edged down
in the first half of the year. Bank credit, which
accounts for about three-fourths of depository credit,
increased at a 3Y2percent annual rate in the first half
of the this year, well off the 9%42percent growth
registered in 2000. Banks® leans to businesses and
heuseholds decelerated even more, in part becatise
berrowers preferred te lesk in the lewer rates avail-
able frem lenger-term seurees of funds sueh as bend
and mertgage markets and perhaps alse in part
Beeause banks firmed up their lending stanse in reas-
tien te esneerns abeut Iean perfermanes. Lean delin-
gueney and eharge-off raies have irended up In ressnt
guariers, and Righer lean-18ss previsiens Hhave
weighed on profiis: Nevertheless, threugh the fifst

Percent of all U.S. commercial bank assets

at well-capitalized banks _
[ T T e e

Note. The data are quarterly and extend through 20@1 Q1. Capital status is
determined using the regulatory standards for the leverage, tier 1, and total
capital ratios.

quarter, bank profits remained in the high range
recorded for the past several years, and virtually all
banks—98 percent by assets—were well capitalized.
With banks’ financial condition still quite sound, they
remain well positioned to meet future increases in the
demand for credit.

The Monetary Aggpnegses

The monetary aggregates have expanded rapidly so
far this year, although growth rates have moderated
somewhat recently. M2 rose 101Mpercent at an ammual
rate in the first half of this year after having grown
61t4percent in 2000. The interest rates on many of the
components of M2 do not adjust quickly or fully to

M2 growth rate

NOTE. M2 consists of currency, travelers checks, demand deposits, other
checkable deposits, savings deposits (including money market deposit accounts),
small-denomiimation time deposits, and balances in retail money market funds.
See footnote under the domestic nonfinancial debt chart for details on the com-
putation of growth rates.



M3 growth rate
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NOTE. M3 consists of M2 plus large-denomimnation time deposits, balances
in institutional momey market funds, RP liabilities (overnight and term), and
eurodollars (overnight and term). See footnote under the domestic nonfinancial
debt chart for details on the computation of growth rates.

changes in market interest rates. As a consequence,
the steep declines in short-term market rates this year
have left investments in M2 assets relatively more
attractive, contributing importantly to the accelera-
tion in the aggregate. M2 has also probably been
buoyed by the velatility in the stock market this year,
and perhaps by lower expected returis on equity
investments, leading investors i6 seek the safety and
liguidity of M2 assets.

M3, the broadest monetary aggregate, rose at a
13144percent ammual rate through June, following
91/4percent growth in 2000. All of the increase in
M3, apart from that accounted for by M2, resulted
from a ballooning of institutional meney market
funds, which expanded by nearly a third. Yields en
these funds lag market yields semewhat, and se the
returas te the funds, like these en many M2 assets,
beeame relatively attrastive as interest rates en sheti-
torm market instruments deslined.

Internatianat/ Déewd bgments.

So far this year, average foreign growth has weak-
ened further and is well below its pace of a year ago.
Activity abroad was restrained by the continued high
level of oil prices, the global slump of the high-
technology sector, and spillover effects from the U.S.
economic slowdown, but in some countries domestic
demand softened as well in reaction to local factors.
High eil prices kept headline inflation rates some-
what elevated, but even theugh eefre rates ef inflatien
have edged up in eeuntries where esenemie slack has
diminished, inflationary pressures appear te be well
ynder esntrel.

Monetary authorities in most cases reacted to signs
of slowdown by lowering official rates, but by less
than in the United States. Partly in response to these
actions, yield curves have steepened noticeably so far
in 2001. Although long-term interest rates moved
down during the first quarter, they more than reversed
these declines in most cases as markets reacted to
a combinatien of the anticipation of stronger real
growth and the risk of inereased inflatienary pressure.
Foreign equity markets—espegially for high-tesh
stesks—were buffeted early this year by many of the
same fasters that affested U.S. share priees: negative
8arnings reperis, weaker esensmie astivity, buildups
ef invenieres of high-tech geeds, and yneeriainties
regarding the timing and extent of peliey respenses:
IR reeent menths, the major foreign equity indexes
meved 4 318H% With U:8. stoek priees; But they Rave
89%%9 oif laely and IR mest cases are dewa, oA
Balanee, fof the year 8 far:

Slower U.S. growth, monetary easing by the Fed-
eral Reserve, fluctuations in U.S. stock prices, and the
large U.S. external deficit have not undermined dollar
sirength. After the December 2000 FOMC meeting,
the dellar lest ground against the major currencies;
but shertly after the FOMC's surprise rate et en
Foreign interest rates
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NOTE. The data are weekly and extend through July 11, 2001.



January 3, the dollar reversed all of that decline as
market participants evidently reassessed the pros-
pects for recovery in the United States versus that
in our major trading partners. The dollar as measured
by a trade-weighted index against the currencies of
major industrial countries gained in value steadily in
the first three months of 2001, reaching a fiftesn-year
high in late Mareh. Centinued flows of fereign funds
inte U.S. assets appeared to be eontributing imper=
tantly to the dellar’s inerease. Market reaetien 6
indieatiens that the U.S. eeenemy might be headed
teward a mere prelenged slewdewn undereut the
dellar's strength semewhat in early April, and the
dellar eased further aftsr the unexpeeied April 18 rate
gt By the FOME. Hewever, the dellar has mere than
fmade yp that 1838 In recent manths as signs of weak-
fess abread have emerged mare clearly: On balancs,
the dellar is up apout 7 percent agalnst the Hlﬁé8f
CHFFRREIRS S8 faF HiS vear: Q%Qlﬁéi 4 Broader index
that ineludes currenciés of GHeF 1mperiant frading
partners; e dallar has appreciated 5 percent:

Nominal U.S. dollar exchange rates

NOTE. The data are weekly and extend through July 11, 2001. Indexes (top
panel) are trade-weighted averages of the exchange value of the dollar against
major currencies and against the currencies of a broad group of important U.S.
trading partners. Bilateral rates (bottom panel) are in foreign currency units per
dollar,

The dollar has gained about 9 percent against
the yen, on balance, as the Japanese economy has
remained troubled by structural problems, stagnant
growth, and continuing deflation. Industrial produc-
tion has been falling, and real GDP declined slightly
in the first quarter, with both private consumption and
ifvestment contracting. Japanese exports alse have
sagged because of slower demand from many key
trading partners. Early in the yea¥, under inereasing
pressure ie respoend te signs that their esenemy was
weakening further, the Bank ef Japan (BOJ) slightly
fedueed the uneellaieralized evernight eall rate, ifs
key peliey interest rate. By Mareh, the lew level of
gguity priees, whieh had Been deelining sinee &arly
2000, was proveking renewed eeneerng abeui ihe
s8lveney of Japanese banks: In mid-Mareh, e BOJ
announeed that it was shifting frem aiming &t &
particular gvernight rate 18 %ﬁfg%ﬂﬁ% Balanees {hat
E_H\’z%‘i% finaneial [Rstitutions Rold at the Bank, eHfec-
fvely returning the gvernight rate 8 2ere: His BOJ
3ls8” announced that It would continue this easy
monetary stance Hnt! IRAAHOR MOVES Hp I8 768 O
aBove: AHer e Yen had Hlé?%%‘& Rear e epd g
Mareh 18 1R weakest level felative 13 the dallar I
Mre ihan HBF YeaR: 94 }
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At the start of 2001, economic activity in the euro
area had slowed noticeably from the more rapid rates
seen early last year but still was fairly robust. Aver-
age GDP growth of near 2 percent was only slightly
below estimated rates of potential growth, alihough
some key countries (notably Germany) were showing
signs of faltering further. Although high prices for oil
and food had raised headline inflatien, the rate ef
change of eore prices was belew the 2 pereent celling
for everall inflatien set by the Eurepean Central Bank
(ECB). The eure alse was shewing seme signs ef
strengih, having meved well eff the lew it had
reashied in Oeieber Hewever, negative spillovers
frem the glebal siewdewn siaried {8 Beceme mere
gvident in weaker expert perfermanee in the first
gﬂﬁﬁ%ﬁ and leading indieaters syeh as Business eenfi-

enee slumped: Nevertheless, e EEB held peliey
steady EHFBH%B April, a5 furiher weakening of e
EHIB 3 Qlﬁé‘é he d8llar (fellawing & trend SeER since
the FOME"s rate it I &arly JanHary), 8rawih 8f M3
1R EX6ESS OF the ECB'S reference Fate; and signs of 4



edging up of euro-area core inflation were seen as
militating against an easing of policy.

In early May, the ECB surprised markets with a
25 basis point reduction of its minimum bid rate
and parallel reductions of its marginal lending and
deposit rates. In explaining the step, the ECB noted
that monetary developments no longer posed a threat
to price stability and prejected that moderation of
GDP growth would damp upward price pressure. The
eure has eentinued te fall sinee then and, en balanee,
has deelined 9 pereent against the dellar sinee the
beginning ef the year. Fased with a similar slewdewn
in the UK. eeenemy that was exacerbaied by the
gutbreak of feei-and-meuth disease, the Bank ef
England alse eut its efficial eall rate three times gﬁy a
tetal of 75 Basig peinte) during the first half ef the
year The LaBer Barty's vietery In parliamentary elee-
tiens in early june seemed (8 raise market sxpecia-
tiens of an &arly U1 eurs refereRdum and put a4l
tienal downwatd pressure oR sterling. But tat was
parily offsef By signs 8F Sironger IAHAHORArY pres-
stre: ©R Balante, Mg pand has 16st 2Byt & percent
0a1nst e dollar tis vear while It has strengthened
gaInst the EHr8:

The exchange value of the Canadian dollar has
swung over a wide range in 2001. In the first quarter,
the Canadian dollar fell about 5 percent against
the U.S. dollar as the Canadian economy showed
signs of continuing a deceleration of growth that had
started in late 2000. Exports—especially auios, auto
equipment, and electronic equipment—suffered from
weaker U.S. demand. Softer global prices for nen-
oll semmedities alse appeared to put downward pres=
sife on the Canadian eurreney. With inflatien well
within its target range, the Bank ef Canada eut its
peliey raie several times by a ieial ef 125 basis
peints. Se far this year, industries sutside of manufae-
turing and a%ﬂﬁi resautees ﬁgﬁéﬁf {8 have besn
mueh 1ess affscisd By exigrnal shoeks, and domestis
demand Ras maintained a fairly healthy pace. Sineg
the end of Mateh, the €anadian dallar Ras regained
fmueh of the ground it had 1est earlier and Is dowA
g’ggéﬁ 3 pereent on balance since the Beginning of He

Global financial markets were rattled in February
by serious problems in the Turkish banking sector.
Turkish interest rates soared and, after market pres-
sures led authorities to allow the Turkish lira to float,
it experienced a sharp depreciation of more than
30 percent. An IMF program announced in mid-May
that will bring $8 billion in suppert this year and
require a number of banking and ether referms helped
steady the situatien temperarily, but market sentiment
started to deterierate again in early July.
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In Argentina, the weak economy and the govern-
ment’s large and growing debt burden stoked market
fears that the government would default on its debt
and alter its one-for-one peg of the peso to the dollar.
In April, spreads on Argentina’s iinternationally
traded bonds moved up sharply, and interest rates
spiked. 1n June, the government cempleted a nearly
$30 billion debt exchange with its majer demestic
and international ereditors aimed at alleviating the
gevernment’s cash flew squeeze, impreving its debt
amertizatien prefile, and giving it time te enast fiseal
feferms and revive the ecenemy: Argeniine finansial
senditions impreved semewhat fellewing agresment
8N the debt swap. Hewever, this imprevement proved
{emperaty, and an apparent Iniensification of market
eeneerns abeut the pagsibility of a debt default tFig-
gered & sharp fall in Argentine finanecial asset prices
at mid-July. This financial turbulence 1A Argenting
Regatively ahfected financial Markets IR several Siher
EMerging market scongmies: The trmetl IR Argen-
tna 188k & particylar 1all 8n Brazil. where an éﬁéf%
EHSIS added 18 SHher praBlams that have Kept grow

Emergimg markets

NOTE. The data are weekly and extend through July 11, 2001. Exchange rates
(top panel) are in foreign currency units per dollar. Bond spreads (bottom panel)
are the J.P. Morgan Emerging Market Bond Index *‘plus” (sovereign yield)
spreads over U.S. Treasuries.



very slow since late last year. Intervention purchases
of the real by the Brazilian central bank and a
300 basis point increase in its main policy interest
rate helped take some pressure off the currency, but
the real has declined about 24 percent so far this year.

The weak performance of the Mexican economy at
the end of last year caused largely by a fall in exports
to the United States (notably including a sharp drop
in exports of automotive products) and tight mone-
tary pelicy carried over into early 2001. With infla-
tion declining, the Bank of Mexico loosened mone-
tary poliey in May for the first time in three years.
Problems with Mexican growth did net spill ever to
financkall markets, hewever The pese has remained
strong and is up abeut 3 percent s far this year, and
steele priees have risen.

Average growth in emerging Asia slowed signifi-
cantly in the first half, GDP grew more slowly or
even declined in economies that were more exposed
to the effiects of the global drop in demand for high-
tech products. Average growth of industrial produic-
tion in Malaysia, Singapore, and Hong Kong, for

example, fell from a 15 percent annual rate in late
2000 to close to zero in mid-2001. The turnaround of
the high-tech component of industrial production in
those countries was even more abrupt—from more
than a 30 percent rate of increase to a slight decline
by midyear. In the Philippines and Indonesia, eco-
nemie difficulties were compounded by serieus politi-
cal tensions. Curreneies in many of these countries
moved dewn versus the dellar, and steek priees
deelined. In Kerea, the sharp slump i astivity that
began late last year eentinued inte 2001, as weakness
in the external sester spread te demestic consumptien
and investment. The Bank of Kerea lewered its target
interest rate a total of 50 basis peints ever the first
half of the year in respense {8 fhe weakening in
aetivity. The €hinese ecenemy, whieh is less depen-
dent on {eehnelegy experis than many Other coun-
tHes 1A the _f%%iBﬂ’ continued 8 expand at & Brsk
pace A He firs haff of this yean 43 somewhat seHer
gﬁgggﬂﬁg@fﬂﬂﬂﬂ was offsst By IHcreased goverRment



