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Report submitted to the Congress on July 22, 1999mports fell less rapidly, raising overall inflation rates.
pursuant to the Full Employment and BalancedDespite improvements in technology and business
Growth Act of 1978 processes that have yielded striking gains in effi-
ciency, the robust growth of aggregate demand,
fueled by rising equity wealth and readily available
MONETARYPOLICY AND THEECONOMIC credit, produced even tighter labor markets in the first
OUTLOOK half of 1999 than in the second half of 1998. If this
trend were to continue, labor compensation would
The U.S. economy has continued to perform well inbegin climbing increasingly faster than warranted by
1999. The ongoing economic expansion has movegroductivity growth and put upward pressure on
into a near-record ninth year, with real output expandrices. Moreover, the Federal Open Market Commit-
ing vigorously, the unemployment rate hoveringtee (FOMC) was concerned that as economic activity
around lows last seen in 1970, and underlying trendsibroad strengthened, the firming of commodity and
in inflation remaining subdued. Responding to theother prices might also foster a less favorable infla-
availability of new technologies at increasingly tion environment. To gain some greater assurance
attractive prices, firms have been investing heavily inthat the good inflation performance of the economy
new capital equipment; this investment has boostesvould continue, the Committee decided at its June
productivity and living standards while holding down meeting to reverse a portion of the easing undertaken
the rise in costs and prices. last fall when global financial markets were dis-
Two of the major threats faced by the economy inrupted; the Committee’s target for the overnight fed-
late 1998—economic downturns in many foreigneral funds rate, a key indicator of money market
nations and turmoil in financial markets around theconditions, was raised fron#4 percent to 5 percent.
world—receded over the first half of this year. Eco-
nomic conditions overseas improved on a broad front.
In Asia, activity picked up in the emerging-market Monetary Policy, Financial Markets, and the
economies that had been battered by the financidEconomy over the First Half of 1999
crises of 1997. The Brazilian economy—Latin
America’s largest—exhibited a great deal of resil-The FOMC met in February and March against the
ience with support from the international community, backdrop of continued rapid expansion of the U.S.
in the wake of the devaluation and subsequent floateconomy. Demand was strong, employment growth
ing of thereal in January. These developments, alongwas brisk, and labor markets were tight. Nonetheless,
with the considerable easing of monetary policy inprice inflation was still low, held in check by a sub-
late 1998 and early 1999 in a number of regionsstantial gain in productivity, ample manufacturing
including Europe, Japan, and the United States, foseapacity, and low inflation expectations.
tered a markedly better tone in the world’s financial Activity was supported by a further settling down
markets. On balance, U.S. equity prices rose substamf financial markets in the first quarter after a period
tially, and in credit markets, risk spreads recededdf considerable turmoil in the late summer and fall of
toward more typical levels. Issuance of private debtl998. In that earlier period, which followed Russia’s
securities ballooned in late 1998 and early 1999, inmoratorium on a substantial portion of its debt pay-
part making up for borrowing that was postponedments in mid-August, the normal functioning of U.S.
when markets were disrupted. financial markets had been impaired as investors cut
As these potentially contractionary forces dissi-back sharply their credit risk exposures and market
pated, the risk of higher inflation in the United Statesliquidity dried up. The Federal Reserve responded
resurfaced as the greatest concern for monetary pote these developments by trimming its target for the
icy. Although underlying inflation trends generally overnight federal funds rate by 75 basis points in
remained quiescent, oil prices rose sharply, othethree steps. In early 1999, the devaluation and subse-
commodity prices trended up, and prices of non-oilquent floating of the Braziliameal in mid-January
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heightened concerns for a while, but market condi-apart from a big jump in energy prices—were
tions overall improved considerably. reported to have registered a sizable rise in April.

At its February and March meetings, the FOMC At its May meeting, the FOMC believed that these
left the stance of monetary policy unchanged. Thedevelopments tilted the risks toward further robust
Committee expected that the growth of output mightgrowth that would exert additional pressure on
well slow sufficiently to bring production into close already taut labor markets and ultimately show
enough alignment with the economy’s enhancedhrough to inflation. Moreover, a turnaround in oil
potential to forestall the emergence of a trend of ris-and other commodity markets meant that prices of
ing inflation. Although domestic demand was still these goods would no longer be holding down infla-
increasing rapidly, it was anticipated to moderatetion, as they had over the past year. Yet, the economy
over time in response to the buildup of large stocksto date had shown a remarkable ability to accommo-
of business equipment, housing units, and durablelate increases in demand without generating greater
goods and more restrained expansion in wealth in theinderlying inflation trends, as the continued growth
absence of appreciable further increases in equityf labor productivity had helped to contain cost pres-
prices. Furthermore, the FOMC, after taking accounsures. The uncertainty about the prospects for prices,
of the near-term effects of the rise in crude oil prices,demand pressures, and productivity was large, and
saw few signs that cost and price inflation was in thethe Committee decided to defer any policy action.
process of picking up. The unusual combination ofHowever, in light of its increased concern about
very high labor resource utilization and sustained lowthe outlook for inflation, the Committee adopted
inflation suggested considerable uncertainty about then asymmetric directive tilted toward a possible firm-
relationship between output and prices. In this enviing of policy. The Committee also wanted to inform
ronment, the Committee concluded that it could waitthe public of this significant revision in its view, and
for additional information about the balance of risksit announced a change in the directive immediately
to the economic expansion. after the meeting. The announcement was the first

By the time of the May FOMC meeting, demand under the Committee’s policy of announcing changes
was still showing considerable forward momentum,in the tilt of the domestic directive when it wants to
and growth in economic activity still appeared to communicate a major shift in its view about the
be running in excess of the rate of increase of thebalance of risks to the economy or the likely direction
economy’s long-run capacity to expand output. Bor-of its future actions.
rowers’ heavy demands for credit were being met on In the time leading up to the FOMC’s June meet-
relatively favorable terms, and wealth was furthering, economic activity in the United States continued
boosted by rapidly rising equity prices. Also, the to move forward at a brisk pace, and prospects in a
economic and financial outlook for many emerging-number of foreign economies showed additional
market countries was brighter. Trends in inflationimprovement. Labor markets tightened slightly fur-
were still subdued, although consumer prices—evetther. The federal funds rate, however, remained at
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the lower level established in November 1998, wherbetween the fourth quarters of 1998 and 1999. For
the Committee took its last of three steps to counte2000, the forecasts of real GDP are mainly in
severe financial market strains. With those strainghe 2/ percent to 3 percent range. With this pace
largely gone, the Committee believed that the timeof expansion, the civilian unemployment rate is
had come to reverse some of that accommodatiorexpected to remain close to the receft percent
and it raised the targeted overnight federal funds ratéevel over the next six quarters.
25 basis points, to 5 percent. Looking ahead, the The increases in income and wealth that have
Committee expected demand to remain strong, bubolstered consumer demand over the first half of this
it also noted the possibility that a further pickup in year and the desire to invest in new high-technology
productivity could allow the economy to accommo- equipment that has boosted business demand during
date this demand for some time without added inflathe same period should continue to stimulate spend-
tionary pressure. In light of these conflicting forcesing over the quarters ahead. However, several factors
in the economy, the FOMC returned to a symmetricare expected to exert some restraint on the economy’s
directive. Nonetheless, with labor markets alreadymomentum by next year. With purchases of durable
tight, the Committee recognized that it needed to stagoods by both consumers and businesses having
especially alert to signs that inflationary forces wererisen still further and running at high levels, the
emerging that could prove inimical to the economicstocks of such goods probably are rising more rapidly
expansion. than is likely to be desired in the longer run, and
the growth of spending should moderate. The
increase in market interest rates should help to damp
Economic Projections for 1999 and 2000 spending as well. And unless the extraordinary gains
in equity prices of the past few years are extended,
The members of the Board of Governors and thethe impetus to spending from increases in wealth will
Federal Reserve Bank presidents see good prospedatsminish.
for sustained, solid economic expansion through next Federal Reserve policymakers believe that this
year. For this year, the central tendency of theiryear's rise in the consumer price index (CPI) will be
forecasts of growth of real gross domestic product idarger than that in 1998, largely because of the
3%2 percent to 3 percent, measured as the changerebound in retail energy prices that has already
occurred. Crude oil prices have moved up sharply,
reversing the decline posted in 1998 and leading to a
jump in the CPI this spring. For next year, the FOMC
participants expect the increase in the CPI to remain

1. Economic projections for 1999 and 2000

Percent

| and Reserve Baricoteadonts around this year's pace, with a central tendency of
Indicator Cortral || Gministratior? 2 percent to 2z percent. Futures market quotes sug-
Range tendency gest that the prevailing expectation is that the rebound
1999 in oil prices has run its course now, and ample
industrial capacity and productivity gains may help
© fouh quarer " limit inflationary pressures in coming months as well.
Nominal SDP......... 3o 2 e With labor utilization very high, though, and demand
Consumer price index..|  17a—2v Wa-2¥2 2.4 still strong, significant risks remain even after the
Average level, recent policy firming that economic and financial
fourth quarter it H H H _
Civilian unemployment conditions may turn out to be inconsistent with keep
rate ... 4% 4~/a 4.3 ing costs and prices from escalating.
2000 Although interest rates currently are a bit higher
o ourth than anticipated in the economic assumptions under-
© fourth qﬂlgﬁteguaﬂer lying the budget projections in the Administration’s
Nominal GDP.......... 4-9: 4-5 4.2 i i i i i
Roal GDp, 1t % oy s 51 Mid-Session Review, there is no apparent tension
Consumer price indek..|  1¥2-29 22 24 between the Administration’s plans and the Fed-
Average level, eral Reserve policymakers’ views. In fact, Federal
e loyment Reserve officials project somewhat faster growth in
rate ... 4+ W de 4.7 real GDP and slightly lower unemployment rates into
1. From the Mid-Session Review of the budget. 2000 than the Administration does, while the Admin-

2. Change from average for fourth quarter of previous year to average f°ﬁstration’s projections for inflation are within the
fourth quarter of year indicated.

3. All urban consumers. Federal Reserve’s central tendencies.
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2. Ranges for growth of monetary and debt aggregates ~ mittee’s projections of nominal GDP growth. This

Percent relatively rapid expansion in nominal income reflects
Aggregate 1998 1999 pro\,izsé%,am for fa;ter exp_e.cted growth in product|y|ty tha_n when the
price-stability ranges were established in the mid-

1990s and inflation that is still in excess of price
stability. The more rapid increase in productivity, if it
Norte. Change from average for fourth quarter of preceding year to averageperSIStS for a while and is sufﬂmgntly large’ mlght n
for fourth quarter of year indicated. the future suggest an upward adjustment to the money
ranges consistent with price stability. However, con-
siderable uncertainty attends the trend in productiv-
Money and Debt Ranges for 1999 and 2000 ity, and the Committee chose not to adjust the ranges
at its most recent meeting.
At its meeting in late June, the FOMC reaffirmed the Debt of the nonfinancial sectors has expanded at
ranges for 1999 growth of money and debt that it hadoughly the same pace as nominal income this year—
established in February: 1 percent to 5 percent foits typical pattern. Given the stability of this relation-
M2, 2 percent to 6 percent for M3, and 3 percent toship, the Committee selected a growth range for the
7 percent for debt of the domestic nonfinancial secdebt aggregate that encompasses its expectations for
tors. The FOMC set the same ranges for 2000 on aebt growth in both years. The Committee expects
provisional basis. growth in nominal income to slow in 2000, and with

As has been the case since the mid-1990s, thi#, debt growth. Nonetheless, growth of this aggregate
FOMC views the ranges for money growth as benchis projected to remain within the range of 3 percent to
marks for growth under conditions of price stability 7 percent.
and the historically typical relationship between
money and nominal income. The disruption of the
historically typical pattern of the velocities of M2 ECONOMIC ANDFINANCIAL DEVELOPMENTS
and M3 (the ratio of nominal GDP to the aggregates)N 1999
during the 1990s implies that the Committee cannot
establish, with any confidence, specific target rangeghe economy has continued to grow rapidly so far
for expected money growth for a given year that will this year. Real gross domestic product rose more than
be consistent with the economic performance tha# percent at an annual rate in the first quarter of 1999,
it desires. However, persistently fast or slow moneyand available data point to another significant gain
growth can accompany, or even precede, deviationi the second quartérThe rise in activity has been
from desirable economic outcomes. Thus, the behav-
ior of the monetary aggregates, evaluated in the con- ;. aji figures from the national income and product accounts cited
text of other financial and nonfinancial indicators, here are subject to change in the quinquennial benchmark revisions
will continue to be of interest to Committee membersslated for this fall.
in their policy deliberations.

The velocities of M2 and M3 declined again in the
first half of this year, albeit more slowly than in 1998. Percent, annual rate
The Committee’s easing of monetary policy in the
fall of 1998 contributed to the decline, but only to a
modest extent. It is not clear what other factors led to
the drop, although the considerable increase in wealth
relative to income resulting from the substantial gains
in equity prices over the past few years may have
played a role. Investors could be rebalancing their
portfolios, which have become skewed toward equi-
ties, by reallocating some wealth to other assets,
including those in M2.

Even if the velocities of M2 and M3 were to return
to their historically typical patterns over the balance — : : : : : :
of 1999 and in 2000, M2 and M3 likely would be 1994 19% 9% 1997 1998 199
at the upper bounds Of, or above, their Ionger—term Nortk. In this chart and in subsequent charts that show the components of

. - X X real GDP, changes are measured from the final quarter of the previous period to
price-stability ranges in both years, given the Com-the final quarter of the period indicated.
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brisk enough to produce further substantial growth ofas measured, for example, by the University of
employment and a reduction in the unemploymentMichigan Survey Research Center (SRC) and Con-
rate to 44 percent. Growth in output has been drivenference Board surveys—has remained quite upbeat in
by strong domestic demand, which in turn has beerthis environment.
supported by further increases in equity prices, by the Growth of consumer spending in the first quarter
continuing salutary effects of government saving andvas strong in all expenditure categories. Outlays
inflows of foreign investment on the cost of capital, for durable goods rose sharply, reflecting sizable
and by more smoothly functioning financial marketsincreases in spending on electronic equipment (espe-
as the turbulence that marked the latter part of 199&ially computers) and on a wide range of other goods,
subsided. Against the background of the easing oincluding household furnishings. Purchases of cars
monetary policy last fall and continuing robust and light trucks remained at a high level, supported
economic activity, investors became more willing to by declining relative prices as well as by the funda-
advance funds to businesses; risk spreads havaentals that have buoyed consumer spending more
receded and corporate debt issuance has been briskgenerally. Outlays for nondurable goods were also
Inflation developments were mixed over the firstrobust, reflecting in part a sharp increase in expendi-
half of the year. The consumer price index increasedures for apparel. Finally, spending on services
more rapidly owing to a sharp rebound in energyclimbed steeply as well early this year, paced by
prices. Nevertheless, price inflation outside of thesizable increases in spending on recreation and bro-
energy area generally remained subdued despite tHeerage services. In the second quarter, consumers
slight further tightening of labor markets, as sizableapparently boosted their purchases of motor vehicles
gains in labor productivity and ample industrial further. In all, real personal consumption expendi-
capacity held down price increases. tures rose at more thaa 4 percent annual rate in
April and May, an increase that is below the first-
quarter pace but is still quite rapid by historical

The Household Sector standards.
Consumer Spending Wealth and saving
Ratio Percent

Real personal consumption expenditures surged
6%4 percent at an annual rate in the first quarter, and
more recent data point to a sizable further advance in
the second quarter. The underlying fundamentals for ©
the household sector have remained extremely favor-
able. Real incomes have continued to rise briskly
with strong growth of employment and real wages,
and consumers have benefited from substantial gains
in wealth. Not surprisingly, consumer confidence—

— Wealth-to-income ratio 10

N

4 JE—
Personal saving rate \ o1
—_—
Change in real income and consumption NN
1978 1982 1986 1990 1994 1998

1o+ N

Percent, annual rate

) ) Norte. The wealth-to-income ratio is the ratio of net worth of households to
[] Disposable personal income disposable personal income.

_ W Personal consumption expenditures __ 3
Q1
Real disposable income increased at an annual rate

of 3%z percent in the first quarter, with the strong
labor market generating marked increases in wages
and salaries. Even so, income grew less rapidly than
expenditures, and the personal saving rate declined
further; indeed, by May the saving rate had moved
below negative 1 percent. Much of the decline in the
saving rate in recent years can be explained by the
L1 \ \ \ \ \ L | sharp rise in household net worth relative to dispos-
1994 1995 1996 1997 1998 1999 able income that is associated with the appreciation

1O+
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Private housing starts ended in 1999:Q1, up from¥3 percent over the
preceding four-quarter period. The repeat sales index
of existing home prices also rose about 5 percent
Q2 between 1998:Q1 and 1999:Q1, but this series posted
even larger increases in the year-earlier period. On
— 12 the cost side, tight supplies have led to rising prices
for some building materials; prices of plywood, lum-
ber, gypsum wallboard, and insulation have all moved
up sharply over the past twelve months. In addition,
hourly compensation costs have been rising relatively

Multifamily Q2 . rapidly in the construction sector.
W ' Starts of multifamily units surged to 384,000 at an
annual rate in the first quarter and ran at a pace a bit
O O A B B under 300,000 units in the second quarter. As in the
1988 1990 1992 1994 1996 1998 single-family sector, demand has been supported by
strong fundamentals, builders have been faced with
tight supplies of some materials, and prices have
of households’ stock market assets since 1995. Thibeen rising briskly: Indeed, apartment property values
rise in wealth has given households the wherewithahave been increasing at around a 10 percent annual
to spend at levels beyond what current incomegate for three years now.
would otherwise allow. As share values moved up
further in the first half of this year, the wealth-to-
income ratio continued to edge higher despite theHousehold Finance
absence of saving out of disposable income.

Millions of units, annual rate

Single-family

In addition to rising wealth and rapid income growth,

the strong expenditures of households on housing and
Residential Investment consumer goods over the first half of 1999 were

encouraged by the decline in interest rates in the
Housing activity remained robust in the first half of latter part of 1998. Households borrowed heavily to
this year. In the single-family sector, positive funda-finance spending. Their debt expanded at/a 8er-
mentals and unseasonably good weather helped boostnt annual rate in the first quarter, up from the
starts to a pace of 1.39 million units in the first 8% percent pace over 1998, and preliminary data for
guarter—the highest level of activity in twenty years. the second quarter indicate continued robust growth.
This extremely strong level of building activity Mortgage borrowing, fueled by the vigorous housing
strained the availability of labor and some materials;market and favorable mortgage interest rates, was
as a result, builders had trouble achieving the usugparticularly brisk in the first quarter, with mortgage
seasonal increase in the second quarter, and stardebt rising at an annual rate of 10 percent. In the
edged off to a still-high pace of 1.31 million units. second quarter, mortgage rates moved up consider-
Home sales moderated in the spring: Sales of botlably, but preliminary data indicate that borrowing
new and existing homes were off some in May fromwas still substantial.
their earlier peaks, and consumers’ perceptions of Consumer credit growth accelerated in the first half
homebuying conditions as measured by the Michigarof 1999. It expanded at about an 8 percent annual rate
SRC survey have declined from the very high markscompared with % percent for all of 1998. The
recorded in late 1998 and early this year. Nonethegrowth of nonrevolving credit picked up, reflecting
less, demand has remained quite robust, even in thierisk sales and attractive financing rates for automo-
face of a backup in mortgage interest rates: Buildersbiles and other consumer durable goods. The expan-
evaluations of new home sales remained very high asion of revolving credit, which includes credit card
mid-year, and mortgage applications for home purdoans, slowed a bit from its pace in 1998.
chases showed strength into July. Households apparently have not encountered added

With strong demand pushing up against limiteddifficulties meeting the payments associated with

capacity, home prices have risen substantiallytheir greater indebtedness, as measures of household
although evidence is mixed as to whether the rate ofinancial stress improved a bit on balance in the first
increase is picking up. The quality-adjusted price ofquarter. Personal bankruptcies dropped off consid-
new homes rose 5 percent over the four quartererably, although part of the decline may reflect
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Delinquency rates on household loans 1999. Investment spending continued to be driven
by buoyant expectations of sales prospects as well
as by rapidly declining prices of computers and
other high-tech equipment. In recent quarters, spend-
5 ing also may have been boosted by the desire to
upgrade computer equipment in advance of the roll-
over to the year 2000. Real investment has been
rising rapidly for several years now; indeed, the
average increase of 10 percent annually over the past
five years represents the most rapid sustained expan-
Q1 sion of investment in more than thirty years.
< 2 Although a growing portion of this investment has
wm gone to cover depreciation on purchases of short-
Y O Ey I e N lived equipment, the investment boom has led to a
1988 1990 1992 1994 1996 1998 notable upgrading and expansion of the capital stock
ggg}féEThl:)eaczgtgnaz:?e%lf?::t:rr(ljydelin uencies are from bank Call Reports; dataand in many Ca..SGS has embOdi-ed new te?hnOIOQieS'
on auto loan delinguencies are frorr? the Big Three automakers; daFt)a on mortThese factors Ilkely have been |mp0rtant in the na-
gage delinquencies are from the Mortgage Bankers Association. tion’s improved productivity performance over the
past few years.
the aftermath of a surge in filings in late 1998 that Real outlays for producers’ durable equipment
occurred in response to pending legislation thaincreased at an annual rate ét:percent in the first
would limit the ability of certain debtors to obtain quarter of the year, after having surged nearly 17 per-
forgiveness of their obligations. Delinquency rates oncent last year, and may well have re-accelerated
several types of household loans edged lower. Delinin the second quarter. Outlays on communications
quency and charge-off rates on credit card debkquipment were especially robust in the first quarter,
moved down from their 1997 peaks but remained alriven by the ongoing effort by telecommunications
historically high rates. A number of banks Continuedcompanies to upgrade their networks to provide a
to tighten credit card lending standards this year, asull range of voice and data transmission services.
indicated by banks’ responses to Federal Reservpurchases of computers and other information pro-
surveys. cessing equipment were also up notably in the first
guarter, albeit below last year's phenomenal spending
pace, and shipments of computers surged again in

Percent

Credit card accounts

Auto loans at domestic
- auto finance companies

The Business Sector April and May. Shipments of aircraft to domestic
_ carriers apparently soared in the second quarter, and
Fixed Investment business spending on motor vehicles, including

medium and heavy trucks as well as light vehicles,
Real business fixed investment appears to havfas remained extremely strong as well.

posted another huge increase over the first half of Real business spending for nonresidential struc-
tures has been much less robust than for equipment,
and spending trends have varied greatly across sec-
E——— tors of the market. Real spending on office buildings
and lodging facilities has been increasing impres-
[] Structures . . . . L : .
B Producers’ durable equipment sively, while spending on |r_15_t|tut|onal and mdustn_al
structures has been declining—the last reflecting
ample capacity in the manufacturing sector. In the
first quarter of this year, overall spending on struc-
tures was reported in the national income and product
accounts to have moved up at a soli#h Ppercent
annual rate, reflecting a further sharp increase in
spending on office buildings and lodging facilities.
However, revised source data indicate a somewhat
smaller first-quarter increase in nonresidential con-
L | | | | | L struction and also point to a slowing in activity in
1994 19% 1996 1997 1998 1999 April and May from the first-quarter pace.

Change in real business fixed investment

20

10
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Change in nonfarm business inventories Before-tax profits of nonfinancial corporations
as a share of GDP

Percent, annual rate

Percent
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Norte. Profits from domestic operations, with inventory valuation and capital
Inventory Investment consumption adjustments, divided by the gross domestic product of the non-
financial corporate sector.

Inventory—sales ratios in many industries dropped
considerably early this year, as the pace of stockest level in twenty years. With no noticeable signs of
building by nonfarm businesses, which had slowedd slowing in demand, producers have scheduled third-
notably over 1998, remained well below the surge ofduarter output to remain at the lofty heights of the
consumer and business spending in the first quartepecond quarter.
Although production picked up some in the spring,
final demand remained quite strong, and available
monthly data suggest that businesses accumulatedorporate Profits and Business Finance
inventories in April and May at a rate not much
different from the modest first-quarter pace. The economic profits of nonfinancial U.S. corpora-

In the motor vehicle sector, makers geared ugions rose considerably in the first quarter, even after
production in the latter part of 1998 to boost inven-allowing for the depressing effect in the fourth
tories from their low levels after last summer’s quarter of payments associated with the settlement
strikes. Nevertheless, as with the business sectdretween the tobacco companies and the states.
overall, motor vehicle inventories remained on theDespite the growth of profits, capital expenditures by
lean side by historical standards in the early part ofonfinancial businesses continued to outstrip internal
this year as a result of surprisingly strong vehiclecash flow. Moreover, borrowing requirements were
sales. As a consequence, manufacturers boosted tkalarged by the net reduction in equity outstanding,
pace of assemblies in the second quarter to the highas the substantial volume of retirements from merger

Gross corporate bond issuance

Billions of dollars

— — 40
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Spreads of corporate bond yields ably in the latter part of 1998, also retreated. But in
over Treasury security yields mid-July, these spreads were still well above the thin
Percentage points levels prevailing before the period of financial tur-
moil but in line with their historical averages.
. — 7 In contrast to securities market participants, banks’

Below investment grade . attitudes toward business lending apparently became
somewhat more cautious over the first half of the
— 5 year, according to Federal Reserve surveys. The aver-
age spread of bank lending rates over the FOMC'’s
intended federal funds rate remained elevated. On
— 3 net, banks continued to tighten lending terms and
_ _ standards this year, although the percentage that
_w_______,.IM'\W reported tightening was much smaller than in the
T TR 1 al,
TEY A T T A S o N s T E Y Ay J‘J‘ T_he overall financial condition of nonfinancial
1998 1999 businesses was strong over the first half of the year,
Note. The data are daily. The spread for below-investment-grade bondsalthough a fewllndlcators SUQQESte.d a S“ght. deterio-
compares the yield on the Merrill Lynch Master Il high-yield bond index fation. In the first quarter, the ratio of net interest
composite with the yield from the_seven—year Treasury constan_t—maturity seriesspayments to Corporate cash flow remained close to
the other two spreads compare yields on the appropriate Merrill Lynch indexe: .
with that on a ten-year Treasury security. Last observations are for July 19th€ modest levels of 1998, as low interest rates con-
1999. tinued to hold down interest payments. Delinquency
rates for commercial and industrial loans from banks
activity and share repurchase programs exceeded thieked up, but they were still modest by historical
considerable volume of gross issuance of both initialtandards. Similarly, over the first half of the year,
and seasoned public equities. As a result, businessésisiness failures—measured as the ratio of liabilities
continued to borrow at a brisk pace: Aggregate debbf failed businesses to total liabilities—stepped up
of the nonfinancial business sector expanded at &om the record low in 1998. The default rate on
9% percent annual rate in the first quarter. As finan-below-investment-grade bonds rose to its highest
cial market conditions improved after the turmoil of level in several years, an increase stemming in part
the fall, businesses returned to the corporate bonffom defaults by companies whose earnings were
and commercial paper markets for funding, and corimpaired by the drop in oil and other commodity
porate bond issuance reached a record high in Marclprices last year. The total volume of business debt
Some of the proceeds were used to pay off bankhat was downgraded exceeded slightly the volume of
loans, which had soared in the fall, and these repayeebt that was upgraded.
ments curbed the expansion of business loans at
banks. Partial data for the second quarter indicate
that borrowing by nonfinancial businesses slowedThe Government Sector
somewhat.
Risk spreads have receded on balance this yedfederal Government
from their elevated levels in the latter part of 1998.
From the end of December 1998 through mid-July,The incoming news on the federal budget continues
investment-grade corporate bond yields moved upo be quite favorable. Over the first eight months of
from historically low levels, but by less than yields fiscal year 1999—the period from October through
on comparable Treasury securities, and the sprealllay—the unified budget registered a surplus of about
between these yields narrowed to a level somewh&a$41 billion, compared with $16 billion during the
above that prevailing before the Russian crisis. Theeomparable period of fiscal 1998. If the latest projec-
rise in investment-grade corporate bond yields wagions from the Office of Management and Budget and
restrained by investors’ apparently increased willing-the Congressional Budget Office are realized, the
ness to hold such debt, as growing optimism aboutinified budget for fiscal 1999 as a whole will show a
the economy and favorable earnings reports gaveurplus of around $100 billion to $120 billion, or
investors more confidence about the prospectivenore than 1 percent of GDP—a striking turnaround
financial health of private borrowers. Yield spreadsfrom the outsized budget deficits of previous years,
on below-investment-grade corporate debt over comwhich approached 5 percent of GDP in the early
parable Treasury securities, which had risen considert990s.
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Federal receipts and expenditures as a share of nominal GDRHowever, individual income tax payments are up
appreciably, reflecting the solid gains in household
incomes and perhaps also a rise in capital gains
realizations large enough to offset last year's reduc-
_ PV tion in capital gains tax rates. At the same time,
federal outlays increased only2percent in nominal
terms and barely at all in real terms during the first
eight months of the fiscal year, relative to the compa-
rable year-earlier period. Spending growth has been
* 0 restrained in major portions of both the discretionary
Total receipts (notably, defense) and nondiscretionary (notably, net

— — 18 interest, social security, and Medicare) categories—

although this year's emergency supplemental spend-

T A O A ing bill, at about $14 billion, was somewhat larger
1982 1986 1990 1994 1998 than similar bills in recent years.

NotE. Data on receipts and expenditures are from the unified budget. Values ~ As for the part of federal spending that is counted
for 1999 are estimates from the CBO’s July 1 economic and budget update. in GDP, real federal outlays for consumption and
. gross investment, which had changed little over the
e e 1o e ast T years, declned a 2 percent annl rate
national saving. In fact, despite the recent drop in the" the first quarter of 1999'.A Qrop in real defense
personal saving rate ,gross saving by householdso.Utlays more than offset a rise in non_defense expen-
businesses. and gO\;ernments has remained abo\gltu_res in the first quarter. And despite the military

' . Yetion in the Balkans and the recent emergency
17 percent of GDP in recent quarters—up from the . : .
14 percent range that prevailed in the early 199053per_1d|ng_ bill, defense spending appears to have
. LI . . teclined in the second quarter as well.
This well-maintained pool of national savings,
together with the continued willingness of foreigners
to finance our current account deficits, has helpedtederal debt held by private investors as a share
hold down the cost of capital, thus contributing to our of nominal GDP
nation’s investment boom.

This year’'s increase in the federal surplus has
reflected continued rapid growth of receipts in com-
bination with a modest increase in outlays. Federal
receipts were 5 percent higher in the first eight —
months of fiscal 1999 than in the year-earlier period. _»
With profits leveling off from last year, receipts of
corporate taxes have stagnated so far this fiscal year.

Percent

Total expenditures

Percent

— 45

— 35

National saving as a share of nominal GDP
— — 25

Percent
— — 20
e O O O
1978 1983 1988 1993 1998
Note. Federal debt held by private investors is gross federal debt less debt
— 20 held by federal government accounts and the Federal Reserve System. The

value for 1999 is an estimate based on the CBO’s July 1 economic and budget

Excluding federal saving
update.

— 16 The budget surpluses of the past two years have

led to a notable decline in the stock of federal debt

held by private investors as a share of GDP. Since
its peak in March 1997, the total volume of Treasury

N T Y A . .

1982 1986 1990 1994 1998 debt held by private investors has fallen by nearly

$130 billion. The Treasury has reduced its issuance

Note. National saving comprises the gross saving of households, businesses; =~ X X .
and governments. of interest-bearing marketable debt in fiscal 1999.
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The decrease has been concentrated in nominal co-S. current account
pon issues; in 1998, by contrast, the Treasury retired

both bill and coupon issues in roughly equal mea-
sure. Offerings of inflation-indexed securities have
remained an important part of the Treasury’s overall

Billions of dollars, annual rate

+
0

borrowing program: Since the beginning of fiscal — 50
1999, the Treasury has sold nearly $31 billion of such 100
securities.
— — 150

State and Local Governments — — 20

. ., — — 250
The fiscal condition of state and local governments
has remained quite positive as well. Revenues have— @ — 300
been boosted by increases in tax collections due | | | | | | L]
to strong growth of private-sector incomes and 1994 1995 1996 1997 1998 1999

expenditures—increases that were enough to offset
an ongoing trend of tax cuts. Meanwhile, outlaysand 22 percent of GDP for 1998. A widening of the
have continued to be restrained. In all, at the stateleficit on trade in goods and services, to $215 billion
level, fiscal 1999 looks to have been the seventtat an annual rate in the first quarter from $173 billion
consecutive year of improving fiscal positions; of thein the fourth quarter of 1998, accounted for the
forty-six states whose fiscal years ended on June 3@leterioration in the current account balance. Data for
all appear to have run surpluses in their generaApril and May indicate that the trade deficit increased
funds. further in the second quarter.

Real expenditures for consumption and gross The quantity of imports of goods and services
investment by states and localities, which had beemgain grew vigorously in the first quarter. The annual
rising only moderately through most of 1998, jumpedrate of growth of imports, at 23 percent, continued
at a #a percent annual rate in the first quarter of thisthe rapid pace seen over 1998 and reflected the
year. This increase was driven by a surge in construcstrength of U.S. domestic demand and the effects of
tion expenditures that was helped along by unseasorpast dollar appreciation. Imports of consumer goods,
ably favorable weather, and spending data for Aprilautomotive products, computers, and semiconductors
and May suggest that much of this rise in construcwere particularly robust. Preliminary data for April
tion spending was offset in the second quarter. As foand May suggest that real import growth remained
employment, state and local governments added jobstrong, as nominal imports rose steadily and non-oil
over the first half of the year at about the same pacémport prices posted a moderate decline.
as they did last year. The volume of exports of goods and services

Debt of state and local governments expanded at declined at an annual rate of 5 percent in the first
5%- percent rate in the first quarter. The low interestquarter. The decline partially reversed the strong
rate environment and strong economy encouraged thiacrease in the fourth quarter of last year. The weak-
financing of new projects and the refunding of out-
standing higher-rate debt. Borrowing slowed to aChange in real imports and exports of goods and services
more modest pace in the second quarter, as yields am
long-dated municipal bonds moved up, but by less
than those on comparable Treasury securities. The E g‘;‘;ﬁz o
credit quality of municipal securities improved fur-
ther over the first half of the year, with more issues —
being upgraded than downgraded.

Percent, annual rate

Q1 — 15

External Sector

o+ o

Trade and the Current Account

ol

The current account deficit reached $274 billion atan
annual rate in the first quarter of 1999, a bit more | \ \ \ \ \ \
than 3 percent of GDP, compared with $221 billion 1904 1995 1996 1997 1998 1999
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ness of economic activity in a number of U.S. tradingMeasures of labor utilization
partners and the strength of the dollar damped
demand for U.S. exports. Declines were registered in
aircraft, machinery, industrial supplies, and agricul-
tural products. Exports to Asia generally turned down —
in the first quarter from the elevated levels recorded
in the fourth quarter, when they were boosted by — -2
record deliveries of aircraft to the region. Preliminary
data for April and May suggest that real exports
advanced slightly.

Percent

Augmented unemployment rate
— 15

) Civilian unemployment rate
Capital Account — — 3

, , : : : Lo
Foreign direct investment in the United States and g, 1075 1080 1985 1990 1995 2000

U.S. direct investment abroad remained robust in the .

X . . NotEe. The augmented unemployment rate is the number of unemployed plus

first quarter, reflecting brisk cross-border merger andhose who are not in the labor force and want a job, divided by the civilian labor
iQiti i i force plus those who are not in the labor force and want a job. The break in data

aCC]UISItIOI’.] aCtI_VIty' On balan?e’ net Capltal flows at January 1994 marks the introduction of a redesigned survey; data from that

through direct investment rengtered a modest OUtpoint on are not directly comparable with those of earlier periods.

flow in the first quarter compared with a huge net

inflow in the fourth quarter. Fourth-quarter inflows .
were swollen by several large mergers. Net foreignzoo’000 per month on average, which, although less

purchases of U.S. securities also continued to be quitraIOIOI than the 244,000 pace registered over 1998, is

sizable but again were well below the extraordinary{aas'[er than the growth of the working-age population.

pace of the fourth quarter. Most of the slowdown inWlth the labor force participation rate remaining

the first quarter is attributable to a reduced deman&‘bOUt flat at just over 67 percent, the unemployment

for Treasury securities on the part of private investorsrate edged down further from an average & ger-

abroad. But capital inflows from foreign official ngtrilthlegglivxt/cés%upneerriwer:f)Irr]n:ehnet fr'ftte h:geﬁf ;[rrmllsthe
sources also slowed in the first quarter. U.S. resident nited States in almost tr?irty ears. Eurthermore. the
on net sold foreign securities in the first quarter, but vy ' !

at a slower rate than in the previous quarter pool of potential WOI’lkteS! including not just the
' unemployed but also individuals who are out of the

labor force but report that they want a job, declined

The Labor Market late last year to the lowest share of the labor force
since collection of these data began in 1970—and it
Employment and Labor Supply has remained near that low this year. Not surpris-

ingly, businesses in many parts of the country have
Labor demand remained very Strong during the ﬁrstperceived workers to be in very short Supp|y’ as
half of 1999. Payroll employment increased aboutevidenced by high levels of help-wanted advertising

and surveys showing substantial difficulties in filling
Change in total nonfarm payroll employment job openings.

Employment gains in the private service-producing
sector remained sizable in the first six months of the
year and more than accounted for the rise in nonfarm
payrolls over this period. Payrolls continued to rise
briskly in the services industry, with firms providing
business services (such as help supply services and
- o computer services) adding jobs especially rapidly.

Job gains were quite sizable in retail trade as well.

Within the service-producing sector, only the finance,
insurance, and real estate industry has slowed the

pace of net hiring from last year’s rate, reflecting,
in part, a slower rate of job gains in the mortgage
e Ny Y S A banking industry as the refinancing wave has ebbed.
1991 1993 1995 1997 1999 Within the goods-producing sector, the boom in

Thousands of jobs, monthly average

O+
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construction activity pushed payrolls in that industry component, whose twelve-month change slowed
higher in the first six months of this year. But in ¥4 percentage point from a year earlier. More
manufacturing, where employment began decliningecently, data on average hourly earnings of produc-
more than a year ago in the wake of a drop in exportion or nonsupervisory workers may point to a level-
demand, payrolls continued to fall in the first half of ing off, but no further slowing, of wage growth: This
1999; in all, nearly half a million factory jobs have series was up at abba 4 percent annual rate over the
been shed since March 1998. Despite these job lossefirst six months of this year, about the same as the
manufacturing output continued to rise in the firstincrease over 1998. Growth in the benefits compo-
half of this year, reflecting large gains in labor nent of the ECI slowed somewhat as well in the year
productivity. ended in March, to a2 percent increase. However,
employers’ costs for health insurance are one compo-
nent of benefits that has been rising more rapidly of
Labor Costs and Productivity late. After showing essentially no change from 1994
through 1996, the ECI for health insurance acceler-
Growth in hourly compensation, which had been onated to a 32 percent pace over the twelve months
an upward trend since 1995, appears to have levelegnded in March.
off and, by some measures, has slowed in the past A second measure of hourly compensation—the
year. According to the employment cost index (ECI),Bureau of Labor Statistics’ measure of compensation
hourly compensation costs increased 3 percent ovgser hour in the nonfarm business sector, which is
the twelve months ended in March, down from derived from compensation information from the
3Y2 percent over the preceding twelve-month period.national accounts—has been rising more rapidly than
Part of both the earlier acceleration and more recenthe ECI in the past few years and has also decelerated
deceleration in the ECI apparently reflected swings ifless so far this year. Nonfarm compensation per hour
commissions, bonuses, and other types of “variable”increased 4 percent over the four quarters ended in
compensation, especially in the finance, insurancethe first quarter of 1999, 1 percentage point more
and real estate industry. But in addition, part of thethan the rise in the ECI over this period. One reason
recent deceleration probably reflects the influence ofhese two compensation measures may diverge is that
restrained price inflation in tempering nominal wagethe ECI does not capture certain forms of compensa-
increases. Although down from earlier increases, theéion, such as stock options and hiring, retention, and
3 percent rise in the ECI over the twelve monthsreferral bonuses, whereas nonfarm compensation per
ended in March was well above the rise in prices ovehour does measure these payméntdthough the
this period and therefore was enough to generatéwo compensation measures differ in numerous other
solid gains in workers’ real pay. respects as well, the series’ divergence may lend
The deceleration in the ECI through March hassupport to anecdotal evidence that these alternative
been most pronounced in the wages and salarieerms of compensation have been increasing espe-
cially rapidly in recent years. However, because non-
farm compensation per hour can be revised substan-
tially, one must be cautious in putting much weight
Percent, 04 to 04 on the most recent quarterly figures from this series.
7 Employment cost index Rapld_ productl_vlty grovvth has made it pOSS|bI_e
B Nonfarm compensation per hour to sustain these increases in workers’ compensation
without placing great pressure on businesses’ costs.
Q1 Labor productivity in the nonfarm business sector
posted another sizable gain in the first quarter of
1999, and the increase over the four quarters ended in
the first quarter of 1999 was¥%2 percent. Indeed,
_ productivity has increased a 2 percent pace since
1995—well above the trend of roughly 1 percent per

Measures of the change in hourly compensation

L1l | ]

1993 1994 1995 1996 1997 1998 1999 2. However, nonfarm compensation per hour captures the gains

Note. The ECl is for private industry excluding farm and household work- from the actualexerciseof stock options, whereas for analyzing
ers. Nonfarm compensation per hour is for the nonfarm business sector. Valuegompensation trends, one might prefer to measure the value of the
for 1999:Q1 are percent changes from 1998:Q1 to 1999:Q1. options at the time they agranted
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Change in output per hour Change in unit labor costs
Percent, Q4 to Q4 Percent, Q4 to Q4
— — 30
_ o — 3
25
- 2 20
o . 15
10
+
0
- 5
L \ \ \ \ \ \ \ \ L]
1991 1993 1995 1997 1999 1991 1992 1993 1994 1995 1996 1997 1998 1999

NotE. Nonfarm business sector. The value for 1999:Q1 is the percent change NoTt. Nonfarm business sector. The value for 1999:Q1 is the percent change
from 1998:Q1 to 1999:Q1. from 1998:Q1 to 1999:Q1.

0growth would reduce firms’ capacity to absorb fur-
ther wage gains without putting upward pressure on
grices.

year that had prevailed over the preceding tw
decades.This recent productivity performance is all
the more impressive given that businesses ar
reported to have had to divert considerable resources
toward avoiding computer problems associated wit
the century date change, and given as well that busi*
nesses may have had to hire less-skilled workers th
were available earlier in the expansion when the po
of potential workers was not so shallow. Part of the
strength in productivity growth over the past few
years may have been a cyclical response to the rapi
growth of output over this period. But productivity
may also be reaping a more persistent payoff from th
boom in business investment and the accompanyin
introduction of newer technologies that have oc-
curred over the past several years.

Even these impressive gains in labor productivity
may not have kept up fully with increases in firms’
real compensation costs of late. Over the past two _ _
years, real compensation, measured by the ECI relgzange in consumer prices
tive to the price of nonfarm business output, has Percent, Dec. o Dec.
increased the same hefty2percent per year as labor W Published
productivity; however, measured instead using NON- [ gesearch series using current methods
farm compensation per hour, real compensation has— — 4
increased somewhat more than productivity over this
period, implying a rising share of compensation in
total national income. A persistent period of real
compensation increases in excess of productivity

rices

glgrice inflation moved up in early 1999 from a level
In 1998 that was depressed by a transitory drop in
energy and other commaodity prices. After increasing
Bnly about ¥2 percent over 1998, the consumer price
index rose at a% percent annual rate over the first
éix months of this year, driven by a sharp turnaround
prices of gasoline and heating oil. However, the
o-called “core” CPI, which excludes food and
energy items, rose at an annual rate of only 1.6 per-
cent over this period—a somewhat smaller increase
than that registered over 1998 once adjustment is

H1

3. About ¥4 percentage point of the improvement in productivity —
growth since 1995 can be attributed to changes in price measurement.
The measure of real output underlying the productivity figures since
1995 is deflated using CPI components that have been constructe
using a geometric-means formula; these components tend to rise less
rapidly than the CPI components that had been used in the output and Nore. Consumer price index for all urban consumers. The research series
productivity data before 1995. These smaller CPI increases translatBas been extended into 1999 using the published CPI. Values for 1999:H1 are
into more rapid growth of output and productivity in the later period. percent changes from December 1998 to June 1999 at an annual rate.

1992 1993 1994 1995 1996 1997 1998 1999
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Change in consumer prices excluding food and energy price declines have not been repeated more recently.
This year’s rise in energy prices is the clearest exam-
: ple, but commodity prices more generally have been
E E‘;:'e'j:ssseries L eurment method turning up of late. The Journal of Commerce indus-
g current mefhods __ 4, trial price index has moved up about 6 percent so far
this year after having declined about 10 percent last
year, with especially large increases posted for prices
of lumber, plywood, and steel. These price move-
ments are starting to be seen at later stages of pro-
oo 2 cessing as well: The producer price index for interme-
diate materials excluding food and energy, which
— — 1 gradually declined about 2 percent over the fifteen
months through February 1999, retraced about half of
that decrease by June. Furthermore, non-oil import
1992 1993 1994 1995 1996 1997 1998 1999 prices, although continuing to fall this year, have
Nore. Consumer price index for all urban consumers. The research seriesnoved down at a slower rate than that of the past
parcont changes from December 1998 (0 June 1999 a an anmualrae. “tou r;; of years ;veh en the dollar was rsin o5 h gl y in
. declined at a ¥4 percent annual rate over the first
21ade f_or the effects of changes n CPI rnethOdOIOE’]yhalf of 1999, after having fallenta 3 percent rate, on
ccording to a new research series from the Bureau
of Labor Statistics (BLS), the core CPI would have average, over 1997 and 1998,

increased 2.2 percent over 1998 had 1999 methods sSome other broad measures Of. prices also shov_ved
been in placé in that year evidence of acceleration early this year. The chain-

The moderation of the core CPI in recent years haéyloe price index for GDP—which covers prices of al

reflected a variety of factors that have helped hologOOOIS and services produced in the United States—
. e X rose at about a% percent annual rate in the first
inflation in check despite what has been by all

accounts a very tight labor market. Price increaseguarter’ up from an increase of about 1 percent last

. : Jear. A portion of this acceleration reflected move-

have been damped by substantial growth in manufac= . . C

. . ' S ments in the chain-type price index for personal
turing capacity, which has held plant utilization rates . . X
. : . . consumption expenditures (PCE) that differed from
in most industries at moderate (and in some cases | ements in the CPI
subpar) levels, thereby reinforcing competitive pres- )
sures in product markets. Furthermore, rapid produc-
tivity growth helped hold increases in unit labor COSS;  Ajernative measures of price change
to low levels even as compensation growth was pick-— o 0o ae

ing up last year. The rise in compensation itself has

Percent, Dec. to Dec.

H H H 1996:Q4 | 1997:Q4 | 1998:Q4
been constrained by moderate expectations of infla- Price measure 0:Q4 | 1997:Q4 | 1998:Q
tion, which have been relatively stable. According 1997:Q4 | 1998:Q4 | 1999:Q1
to the Michigan SRC survey, the median of one- riyed-weight
_ i H i i Consumer price index.............. 1.9 1.5 1.5
year-ahead inflation expectations, which was about “Gree peee Pome e 25 37 i
2Y> percent late last year, averagekh percent in the ,
i R Chain-type
first half of this year. Gross domestic product............ 1.7 9 1.6
The quiescence of inflation expectations, at least Soss domesticpuchases. | 13, 4 12
through the early part of this year, in turn may have  Excluding food and energy........ 16 12 13

come in part from the downward movement in over- Nor. A fixed-weight index uses quantity weights from the base year to
all inflation last year resumng from declines in prices aggregate prices from each distinct item category. A chain-type index is the

. . . geometric average of two fixed-weight indexes and allows the weights to change
of Imports and of oil and other commodities. Theseeach year. Changes are based on quarterly averages.

4. The most important change this year was the introduction of the AIthough the components of the CPI are key inputs
geometric-means formula to aggregate price quotes within most of the to the PCE . ind the t .
detailed item categories. (The Laspeyres formula continues to be usefi'0 e price Iindex, the two price measures
in constructing higher-level aggregates.) Although these geometricdiffer in a variety of respects: They use different

means CPIs were introduced into the official CPI only in January Ofaggregatlon formulas’ the Welghts are derived from

this year, the BLS generated the series on an experimental basis going: . ..
back several years, allowing them to be built into the national income&ﬁ:erent sources; the PCE measure does not utilize

and product accounts back to 1995. all components of the CPI; and the PCE measure is
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broader in scope, including not just the out-of-pocketDomestic nonfinancial debt: Annual range and actual level
expenditures by households that are captured by the
CPI, but also the portion of expenditures on items
such as medical care and education that are paid by

Trillions of dollars

w — 166

insurers or governments, consumption of items such 7/ e
as banks’ checking services that are provided without May '
explicit charge, and expenditures made by nonprofit— — 164
institutions. Although PCE prices typically rise a bit — — 163
less rapidly than the CPI, the PCE price measure was 162
unusually restrained relative to the CPI in the few ¥ e
years through 1998, reflecting a combination of the '
above factors. * 160
Last year’s sharp drop in retail energy prices and — — 159

the subsequent rebound this spring reflected movet ! ! | ! ! | | | |

ments in the price of crude oil. The spot priceofWest © N D J F M A M J

Texas intermediate (WT]I) crude oil, which had stood 1998 1999

at about $20 per barrel through most of 1997,

dropped sharply over 1998 and reached $11 per bar- . o

rel by the end of the year, reflecting in part a weakenOf shelter have slowed thus far in 1999, rising at a
ing in demand for oil from the distressed Asian 2Y> percent annugl rate versus ﬁf4$)ercent rise last
nations and increases in supply from Iraq and othey€ar. However, airfares and prices of medical ser-
countries. But oil prices jumped this year as theVices both have been rising more rapidly so far this
OPEC nations agreed on production restraints aimey€ar-

at firming prices, and the WTI spot price reached $18

per barrel in April and has moved still higher more

recently. As a result, gasoline prices, which droppedDebt and the Monetary Aggregates

15 percent over 1998, reversed almost all of that

decline over the first six months of this year. Prices ofDebt and Depository Intermediation

heating fuel also rebounded after dropping in 1998.

In all, the CPI for energy rose at a 10 percent annualhe total debt of the U.S. household, government,
rate over the December-to-June period. and nonfinancial business sectors increased at about a

Consumer food prices increased moderately ove6 percent annual rate from the fourth quarter of 1998
the first six months of the year, rising at #@ercent through May, a little above the midpoint of its growth
annual rate. Despite the upturn in commodity pricesange of 3 percent to 7 percent. Nonfederal debt
generally, farm prices have remained quite low andexpanded briskly at abba 9 percent annual pace, in
have helped to hold down food price increases. Spoassociation with continued strong private domestic
prices of wheat, soybeans, and sugar have movespending on consumer durable goods, housing, and
down further this year from already depressed leveldusiness investment. By contrast, federal debt con-
at the end of 1998, and prices of corn and coffee havéracted &4a 3 percent annual rate, as budget surpluses
remained low as well. reined in federal government financing needs.

The CPI for goods other than food and energy Credit extended by depository institutions slumped
declined at about &> percent annual rate over the over the first half of 1999, after having expanded
first six months of 1999, after having risefalper-  quite briskly in 1998. A fair-sized portion of the
cent over 1998. The 1998 increase reflected a shargxpansion in 1998 came in the fourth quarter and
rise in tobacco prices in December associated wittstemmed from the turmoil in financial markets. In
the settlement of litigation between the tobacco comthat turbulent environment, depository institutions
panies and the states; excluding tobacco, the CPI fgoostponed securitization of mortgages, and busi-
core goods was about flat last year. The decline in tha@esses shifted their funding demand from securities
first half of this year was concentrated in durablemarkets to depository institutions, where borrowing
goods, where prices softened for a wide range otosts in some cases were governed by pre-existing
items, including motor vehicles. The CPI for non- lending commitments. Depository institutions also
energy services increased about Dercent at an acquired mortgage-backed securities and other pri-
annual rate in the first half, down a little from the vate debt instruments in volume, as their yields evi-
increase over 1998. Increases in the CPI for rentlently rose relative to depository funding costs. As
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M3: Annual range and actual level deposits. Growth of institutional money market
mutual funds also moderated from its rapid pace in
1998. Rates on money market funds tend to lag the
June 6% movements in market rates because the average rate
of return on the portfolio of securities held by the
— — 61 fund changes more slowly than market rates. In the
fall, rates on institutional money market funds did not
decline as fast as market rates after the Federal
2 — 60 Reserve eased monetary policy, and the growth of
these funds soared. As rates on these funds moved
back into alignment with market rates this year,

Trillions of dollars

- — >%  growth of these funds ebbed.
M2 advanced at ale percent annual rate from the
‘ ‘ ‘ ‘ ‘ ‘ ‘ ‘ ‘ ‘ \ fourth quarter of 1998 through June. M2 growth had
O N D J F M A M 3 3 been elevated in late 1998 by unsettled financial
1998 1999 conditions, which raised the demand for liquid money

balances, and by the easing of monetary policy, which
i . o educed the opportunity costs of holding the assets
financial stresses unwound, securitization resumequcjuded in the monetary aggregates. M2 growth
business borrowers returned to securities market$;, qerated over the first half of 1999. as the height-

and net purchases of securities slowed. From the o4 demand for money waned: in June this aggre-
fourth quarter of 1998 through June, bank credit r0S,~ia \was above its 1 percent to 5 percent price-

at a 3 percent annualized pace, after adjusting for th tability growth range. The growth in M2 over the

estimated effects of mark-to-market accounting rulesg <t half of the year again outpaced that of nominal
income, although the decline in M2 velocity—the
ratio of nominal income to M2—was at a slower rate

Monetary Aggregates than in 1998. The decline this year reflected in part

a continuing lagged response to the policy easing in
The growth of M3, the broadest monetary aggregatey,q a1 however, the drop in M2 velocity was again

slowed appreciably over the first half of 1999. M3 | 46r than predicted on the basis of the historical
expanded Ba 6 percent annual pace from the fourth o |ationship between the velocity of M2 and the

quarter of 1998 through June of this year, placing th'sopportunity costs of holding M2—measured as the
aggregate at the top of the 2 percent 10 6 percenfjigrarence between the rate on three-month Treasury
price-stability growth range set by the FOMC at itS 5 and the average return on M2 assets. The rea-

February meeting. With depository credit growing gong for the decline of M2 velocity this year are not
modestly, depository institutions trimmed the man-

aged liabilities included in M3, such as large time M2 velocity and the opportunity cost of holding M2

M2: Annual range and actual level Ratio scale Percentage points, ratio scale

Trillions of dollars

20 — M2 velocity

June

— 25

5% Q1

M2 — 10
opportunity

— 445 1.8 — cost

— 4
3
— 440 17
1%

— — 4% I N N N N B B A A A BN B
1978 1983 1988 1993 1998

‘ | | ‘ | | | | | | ‘ NotEe. The data are quarterly. The velocity of M2 is the ratio of nominal
(e} N D J F M A M J J gross domestic product to the stock of M2. The opportunity cost of M2 is a
1998 1999 two-quarter moving average of the difference between the three-month Treasury
bill rate and the weighted-average return on assets included in M2.
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4. Growth of money and debt

Percent
; Domestic
Period M1 M2 M3 nonfinancial debt
Annualt
1989 . .6 52 4.1 7.5
1990, . 4.2 4.2 1.9 6.7
100 . 8.0 3.1 1.2 4.5
1902 . 14.3 1.8 .6 45
1903 . 10.6 1.3 1.0 4.9
1994 . 25 .6 1.7 4.9
1905 . -1.6 39 6.1 54
1996 . . -4.5 4.6 6.8 51
1007 . -1.2 5.8 8.8 4.8
1908 . 1.8 8.5 10.9 6.1
Quarterly (annual rate}
1999 L .. 2.8 7.2 7.3 5.9
2 34 5.7 5.0

Year-to-daté
1999 . .. 2.0 6.2 6.0 6.1

Note. M1 consists of currency, travelers checks, demand deposits, and othements, households and nonprofit organizations, nonfinancial businesses, and
checkable deposits. M2 consists of M1 plus savings deposits (including moneyarms.
market deposit accounts), small-denomination time deposits, and balances in 1. From average for fourth quarter of preceding year to average for fourth
retail money market funds. M3 consists of M2 plus large-denomination time quarter of year indicated.
deposits, balances in institutional money market funds, RP liabilities (overnight 2. From average for preceding quarter to average for quarter indicated.
and term), and Eurodollars (overnight and term). Debt consists of the out- 3. From average for fourth quarter of 1998 to average for June (May in the
standing credit market debt of the U.S. government, state and local governease of domestic nonfinancial debt).

clear; the drop extends a trend in velocity evidentyears because most of the depository institutions that
since mid-1997 and may in part owe to householdswould benefit from such programs had already imple-
efforts to allocate some wealth to the assets includedhented them.
in M2, such as deposits and money market mutual As a consequence of retail sweep programs, the
fund shares, after several years of substantial gains ibalances that depository institutions are required to
equity prices that greatly raised the share of wealtthold at the Federal Reserve have fallen about 60 per-
held in equities. cent since 1994. This development has the potential
M1 increased taa 2 percent annualized pace from to complicate reserve management by the Federal
the fourth quarter of 1998 through June, in line with Reserve and depository institutions and thus raise the
its advance in 1998. The currency component of Mlvolatility of the federal funds rate. It would do so
expanded quite rapidly. The strength appeared tdy making the demand for balances at the Federal
stem from domestic, rather than foreign, demandReserve more variable and less predictable. Before
perhaps reflecting vigorous consumer spendingthe introduction of sweeps, the demand for balances
although currency growth was more robust thanwas high and stable because reserve balance require-
might be expected for the rise in spending. Thements were large, and the requirements were satis-
deposits in M1—demand deposits and other checkfied by the average of daily balances held over a
able deposits—contracted further, as retail sweep promaintenance period. With sweep programs reducing
grams continued to be introduced. These programggequired balances to low levels, depository institu-
which first began in 1994, shift funds from a deposi-tions have found that they target balances in excess of
tor's checking account, which is subject to reservetheir required balances in order to gain sufficient
requirements, to a special-purpose money markegprotection against unanticipated debits that could
deposit account, which is not. Funds are then shiftedeave their accounts overdrawn at the end of the day.
back to the checking account when the depositor'sThis payment-related demand for balances varies
account balance falls below a given level. Themore from day to day than the requirement-related
depository institution benefits from a retail sweepdemand. Thus far, the greater variation in the demand
program because the program cuts its reserve requiréer balances has not made the federal funds rate
ment and thus the amount of non-interest-bearingppreciably more volatile, in part reflecting the suc-
reserve balances that it must hold at its Federatessful efforts of depository institutions and the Fed-
Reserve Bank. New sweep programs depressed thexal Reserve to adapt to lower balances. For its part,
growth of M1 by about B percentage points over the Federal Reserve has conducted more open market
the first half of 1999, somewhat less than in previousoperations that mature the next business day to bet-
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ter align daily supply with demand. Nonetheless,Implied volatilities
required balances at the Federal Reserve could drop—
to levels at which the volatility of the funds rate
becomes pronounced. One way to address the prob-

lem of declining required balances would be to per- =~ S&P 500
mit the Federal Reserve to pay interest on the reserverz —
balances that depository institutions hold. Paying
interest on reserve balances would reduce consider™* —
ably the incentives of depository institutions to de- 10 -
velop reserve-avoidance practices that may compli-
cate the implementation of monetary policy.

ent Percent

25

20

Long-term
Treasury bonde— |
| | | | | | | | | | | | | | | |
JFMAMJJASONDJIJFMAMIIJ
1998 1999

Yields on Treasury securities have risen this year in Note. The data are daily. Implied volatilities are calculated from options
response to the ebbing of the financial market strainsgrices. Last observations are for July 19, 1999.
of late 1998, surprisingly strong economic activity,
concerns about the potential for increasing inflation,not so acute, and yields on these securities were in
and the consequent anticipation of tighter monetarysomewhat closer alignment with yields on issues that
policy. In January, yields on Treasury securitieshad been outstanding longer. Dealers were more will-
moved in a narrow range, as lingering safe-havering to put capital at risk to make markets, and bid—
demands for dollar-denominated assets, owing in parisked spreads in Treasury securities narrowed some-
to the devaluation and subsequent floating of thawvhat, though, in June they were still a bit wider than
Brazilian real, about offset the effect on yields of had been typical. Market expectations of asset price
stronger-than-expected economic data. Over subserolatility, as reflected in prices on Treasury bond
guent months, however, yields on Treasury securitiespptions contracts, receded on balance. The implied
especially at intermediate and long maturities, movedrolatility of bond prices dropped off until April and
up substantially. The demand for the safest and moghen turned back up, as uncertainty about the timing
liquid assets, which had pulled down Treasury yieldsand extent of a possible tightening of monetary pol-
in the fall, abated as the strength in economic activityicy increased.
and favorable earnings reports engendered optimism Yields on inflation-indexed Treasury securities
about the financial condition of private borrowers andhave only edged up this year, and the spreads between
encouraged investors to buy private securities. Iryields on nominal Treasury securities and those on
addition, rising commodity prices, tight labor mar- comparable inflation-indexed securities have wid-
kets, and robust economic activity led market partici-ened considerably. Yields on inflation-indexed securi-
pants to conclude that monetary policy would need tdies did not decline in late 1998 like those of their
be tightened, perhaps in a series of steps. This viewpominal counterparts, in part because these securities
accentuated by the FOMC’s announcement after itsvere not perceived as being as liquid as nominal
May meeting that it had adopted a directive tilted Treasury securities. Thus, as the safe-haven demand
toward tightening policy, also boosted yields. for nominal Treasury securities unwound and nomi-
Between the end of 1998 and mid-July, Treasurynal yields rose, yields on inflation-indexed securities
yields added about 80 basis points to 110 basis pointglid not move up concomitantly. Moreover, these
on balance, with the larger increases in the intermediyields were held down by some improvement in
ate maturities. The rise in Treasury bill rates,the liquidity of the market for inflation-indexed
anchored by the modest upward move in the FOMC’ssecurities, as suggested by reports of narrower bid—
target federal funds rate, was much less, abouasked spreads, which provided additional impetus
10 basis points to 40 basis points. for investors to acquire these securities. Because of
The recovery in fixed-income markets over the firstsuch considerations, the value of the yield spread
half of the year was evident in a number of indicatorsbetween nominal and inflation-indexed Treasury
of market conditions. Market liquidity was generally securities as an indicator of inflation expectations is
better, and volatility was lower. The relative demandlimited. Nonetheless, the widening of the spread
for the most liquid Treasury securities—the mostthis year may have reflected some rise in inflation
recently auctioned security at each maturity—wasexpectations.
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Major stock price indexes

Index, January 2, 1998 = 100

S&P 500
— 110

2 Russell 2000
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JFMAMJJASONDJFMAMJJASONDJFMAMIJJ
1997 1998 1999

Norte. The data are daily. Last observations are for July 19, 1999.

to prices, as measured by the S&P 500 index, was
near the record low established in May. Meanwhile,
real interest rates, measured as the difference between
the yield on the nominal ten-year Treasury note and
a survey-based measure of inflation expectations,
moved up. Consequently, the risk premium for hold-
ing equities remained quite small by historical
standards.

Year 2000 Preparedness

The Federal Reserve and the banking system have
largely completed preparing technical systems to
ensure that they will function at the century date
change and are taking steps to deal with potential
contingencies. The Federal Reserve successfully
completed testing all of its mission-critical computer

Equity prices have climbed this year. Major equity systems for year 2000 compliance, including its secu-

price indexes posted gains of 10 percent to 31 perrities and funds transfer systems. As a precaution to
cent, on balance, between the end of 1998 anessure the public that sufficient cash will be available
July 16, when most of them established record highsin the event that demand for U.S. currency rises
The lift to prices from stronger-than-anticipated eco-in advance of the century date change, the Federal
nomic activity and corporate profits apparently hasReserve will increase considerably its inventory of
offset the damping effect of rising bond yields. Pricescurrency by late 1999. In addition, the Federal
of technology issues, especially Internet stocks, hav®eserve established a Century Date Change Special
risen considerably on net, despite some wide swingsiquidity Facility to supply collateralized credit

in sentiment. Share prices of firms producing primaryfreely to depository institutions at a modest penalty to
commodities, which tumbled in the fall, rebounded tomarket interest rates in the months surrounding the
post large price gains, perhaps because of the firmingpllover. This funding should help financially sound
of commodity prices amid perceptions that Asiandepository institutions commit more confidently to
economies were improving. Consensus estimates afupplying loans to other financial institutions and
earnings over the coming twelve months havebusinesses in the closing months of 1999 and early
strengthened, but in June the ratio of these estimatemonths of 2000.

All depository institutions have been subject to
special year 2000 examinations by their banking
supervisors to ensure their readiness. Banks, in turn,
Percent have worked with their customers to encourage
year 2000 preparedness by including a review of a
customer’s year 2000 preparedness in their under-
— 1 writing or loan-review standards and documentation.
12 According to the Federal Reserve’s May 1999 Senior
Loan Officer Opinion Survey, a substantial majority
of the respondent banks have largely completed
8 year 2000 preparedness reviews of their material
6 customers. Most banks reported that only a small
4 portion of their customers have not made satisfactory
o, progress.

J”"le Banks in the Federal Reserve’s survey reported
littte demand from their clients for special contin-

Notk. The data are monthly. The earnings—price ratio is based on the I/B/E/Sgency lines of credit related to the century d_ate
International, Inc., consensus estimate of earnings over the coming welvechange, although many expect demand for such lines
months. The real interest rate is the yield on the ten-year Treasury note less tgfb increase somewhat as the year progresses. Almost

measure of ten-year inflation expectations from the Federal Reserve Bank X X
Philadelphia Survey of Professional Forecasters. all domestic respondents reported that they are will-

Equity valuation and the ten-year real interest rate

— 16

S&P 500 earnings—price ratioi

Ten-year real interest rate
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ing to extend such credit lines, although in somebeen cut, in steps, from its March high. The overnight
cases with tighter standards or terms. rate was reduced further, to 21 percent by the end of
June, but theeal fell back only modestly and stood
at about 1.80 per dollar in mid-July. Brazil's stock
International Developments market also rose sharply and was up by about 65 per-
cent in the year to date.
Global economic prospects look considerably Several favorable developments have worked to
brighter than they did only a few months ago. To support thereal and equity prices over the past few
an important degree, this improvement owes to themonths. Inflation has been lower than expected, with
rebound in the Brazilian economy from the turmoil consumer price inflation at an annual rate of around
experienced in January and February and to the fa@ percent for the first half of the year. Greater-than-
that the fallout from Brazil on other countries was expected real GDP growth in the first quarter, though
much less than it might have been. The fear was thaattributable in part to temporary factors, provided
the collapse of the Braziliareal last January would some evidence of a bottoming out, and possible
unleash a spiral of inflation and further devaluationrecovery, in economic activity over the first part of
and lead to a default on government domestic debthis year. And in the fiscal arena, the government
destabilizing financial markets and triggering anposted a primary surplus of more than 4 percent of
intensified flight of capital from Brazil. In light of GDP in the first quarter—well above the goal in the
events following the Russian debt moratorium andinternational Monetary Fund program. The positive
collapse of the ruble last year, concern existed that &rn of events has facilitated a return of the Brazilian
collapse of theeal could also have negative reper- government and private-sector borrowers to interna-
cussions in Latin America more broadly, and possi-tional bond markets, albeit on more restrictive terms
bly even in global financial markets. than those of a year ago.

Developments in Brazil turned out better than Since the middle of May, however, the road to
expected over the weeks after the floating of &  recovery in Brazil has become bumpier. The central
in January. Between mid-January and early Marchgovernment posted a fiscal deficit in May that was
thereal lost 45 percent of its value against the dollar, bigger than had been expected. In addition, court
reaching a low of 2.2 per dollar, but then started tochallenges have called into question fiscal reforms
recover after the Brazilian central bank raised theenacted earlier this year that were expected to
overnight interest rate from 39 percent to 45 percentmprove the government's fiscal balance by about
and made clear that it gave a high priority to fighting 1 percent of GDP. In May, the rise in U.S. interest
inflation. By mid-May, thereal had strengthened rates associated with the anticipated tightening in the
to 1.65 per dollar, even while the overnight rate hadstance of U.S. monetary policy helped push Brady

bond yield spreads up more than 200 basis points.
Although they narrowed some in June they widened

Brazilian financial indicators recently on concerns about Argentina’s economic
situation.
ndex, Jenuary 197 =100 Percent The Brazilian crisis did trigger renewed financial
Exchange rate index stress throughout Latin America, as domestic interest
180 — - 8 rates and Brady bond yield spreads increased sharply

Stock index .
! in January from levels that had already been elevated

by the Russian crisis. Nonetheless, these increases
= 35 were generally smaller than those that had followed
the Russian crisis, and as developments in Brazil
proved more positive than expected, financial condi-
100 5 tions in the rest of the region stabilized rapidly. Even
so, the combination of elevated risk premiums and
20 diminished access to international credit markets,
L T as well as sharp declines in the prices of commod-
JFMAMJ JASOND JFMAMJ JASOND JFMAM J J ity exports, had significant consequences for GDP
1997 1998 1999 growth, which began to slow or turn negative
NotE. The stock index is the Bovespa index from the Sao Paolo Exchangethroughout the region in late 1998 and early 1999.
last trading day of the month. The overnight interest rate is the average monthly Mexico appears to have experienced the least dimi-

SELIC rate. The exchange rate index is the average monthly bilateral exchange X . K X
rate with the U.S. dollar. nution in economic growth, likely because of its
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strong trade links with the United States, whereStock prices in developing Asian countries
growth has been robust. A flattening in Mexican
GDP in the final quarter of 1998 has given way to
renewed, but moderate, growth more recently, and

Index, January 1997 = 100

the Mexican peso has appreciated by abdtt fer- Koreay %
cent relative to the dollar since the start of the year. — — 120
By contrast, economic activity in Argentina declined S /J
sharply i i [ & ;\\\ 10
ply in the first quarter, in part because of the R / -
devaluation and relatively weak economic activity ) o~/ 7 e
in Brazil, Argentina’'s major trading partner. More v \% '”ﬁf”es'a / /o
recently the earlier recovery in Argentina’s financial — Thailand N [~ /7> e
markets appears to have backtracked as concern has Malaysia L

increased about the medium- to long-run viability of
= e

the currency peg to the dollar. Several countries il vt b
the region, including Venezuela, Chile, and Colom- JFMAMJJASONDJFMAMJJASONDJFMAMJJ
bia, also experienced sharp declines in output in the 1097 1998 1999
flrst quarter, Stemm|ng |n part from ear“er dechnes |n ] NotEe. The data are for the last tracjing dqy of th_e month. The July observa-

. ! . tions are for July 19. Indexes are capitalization-weighted averages of all stocks
oil and other Comm0d|ty prices. traded on a country’s stock exchange.

In emerging Asia, signs of recovery in financial
markets and in real activity are visible in most of theing slower progress in addressing structural weak-
countries that experienced financial crises in latenesses in the financial and corporate sectors. How-
1997. However, the pace and extent of recovery i®ver, activity appears to have bottomed out and has
uneven across countries. The strongest recovery hascently shown signs of starting to move up in these
been in Korea. In 1998, the Korean won reversedcountries.
nearly half of its sharp depreciation of late 1997. Financial markets in China and Hong Kong experi-
It has been little changed on balance this year, agsnced some turbulence at the start of the year when
Korean monetary authorities have intervened to modChinese authorities put the Guangdong International
erate its further appreciation. Korean stock pricesTrust and Investment Corporation (GITIC) into bank-
have also staged an impressive recovery—moving upuptcy, leading to rating downgrades for some Chi-
about 75 percent so far in 1999. In the wake of itsnese financial institutions, including the major state
financial crisis, output in Korea fell sharply, with commercial banks. The GITIC bankruptcy also raised
industrial production down about 15 percent by theconcerns about Hong Kong financial institutions,
middle of last year. Since then, however, productionwhich are heavy creditors to Chinese entities. These
has bounced back. With the pace of the recoveryconcerns contributed to a substantial increase in yield
accelerating this year, all of the post-crisis dropspreads between Hong Kong government debt and
in production has been reversed. This turnaroundJ.S. Treasury securities and to a fall in the Hong
reflects both the improvement in Korea's externalkKong stock market of about 15 percent. Spreads have
position, as the trade balance has swung into subnarrowed since, falling from about 330 basis points
stantial surplus, and the government’s progress ion one-year debt in late January to about 80 basis
addressing the structural problems in the financiapoints by mid-May, and have remained relatively
and corporate sectors that contributed to the crisis. stable since then. Equity prices also rebounded

Financial markets in the Southeast Asian countriesharply, rising nearly 50 percent between mid-
that experienced crises in 1997 (Thailand, Singaporeiebruary and early May. Despite sizable volatility in
Malaysia, Indonesia, and the Philippines) apparentiyMay and June, they are now roughly unchanged from
were little affected by spillover from Brazil's troubles early May levels.
earlier this year and have recovered on balance over In Japan, a few indicators suggest that recovery
the past year, with exchange rates stabilizing androm a prolonged recession may be occurring. Princi-
stock prices moving higher. Financial conditions havepally, first-quarter GDP growth at an annual rate of
been weakest in Indonesia, in large part a result o7.9 percent was recorded—the first positive growth
political uncertainty; but even so, domestic interestin six quarters. This improvement reflects in part a
rates have dropped sharply, and the stock market hahift toward more stimulative fiscal and monetary
staged an impressive rebound since April. The recovpolicies. On the fiscal front, the government
ery of economic activity in these countries has beerannounced a set of measures at the end of last year
slower and less robust than in Korea, possibly reflectthat were slated for implementation during 1999 and
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included permanent cuts in personal and corporate In the other major industrial countries, the pace
income taxes, various investment incentives, andaf economic growth this year has been mixed. Eco-
increases in public expenditures. The large-scale fisnomic developments in Canada have been quite
cal expansion and concern about increases in thfavorable. GDP rose¥ percent at an annual rate in
supply of government bonds caused bond vyields tdhe first quarter after a fourth-quarter gain éta4er-
more than double late last year and early this year, te@ent, with production fueled by strong demand for
a level of about 2 percent on the ten-year bond. Canadian products from the United States. Core infla-
In mid-February, primarily because of concerntion remains low, near the lower end of the Bank
about the prolonged weakness in economic activityof Canada’s target range of 1 percent to 3 percent,
and pronounced deflationary pressures but also ialthough overall inflation rose some in April and
response to the rising bond yields, the Bank of JapaiMay. Oil prices and other commodity prices have
announced a reduction in the target for the overnightisen, and the current account deficit has narrowed
call-money rate and subsequently guided the rate taonsiderably. These factors have helped the Canadian
its present level of 3 basis points by early March.dollar appreciate relative to the U.S. dollar by about
This easing of monetary policy had a stimulative4 percent this year and have facilitated a cut in
effect on Japanese financial markets, with the yieldshort-term interest rates of 50 basis points by the
on the ten-year government bond falling more thanBank of Canada. Along with rising long-term interest
75 basis points, to 1.25 percent by mid-May. Morerates elsewhere, long rates have increased in Canada
recently, the yield has risen to about 1.8 percentby about 30 basis points over the course of this year.
partially in response to the release of unexpectedlfEven so, equity prices have risen about 12 percent
strong first-quarter GDP growth. Supportive mone-since the start of the year, although the rise in long-
tary conditions, coupled with restructuring announce-term rates has undercut some of the momentum in the
ments from a number of large Japanese firms andtock market.
growing optimism about the economic outlook, have In the United Kingdom, output was flat in the first
fueled a rise in the Nikkei from around 14,400 over quarter, coming off a year in which GDP growth had
the first two months of the year to over 18,500 inalready slowed markedly. However, the effects of
mid-July. aggressive interest rate reductions undertaken by the
The improved economic performance in Japan als@ank of England in late 1998 and earlier this year
reflects some progress on addressing persistent probppear to have emerged in the second quarter, with
lems in the financial sector. In March the authoritiesgains in industrial production, retail sales volume,
injected 7> trillion yen of public funds into large and business confidence. Inflationary pressures have
financial institutions and began to require increasedeen well contained, benefiting in part from the con-
provisioning against bad loans as well as improvedinued strength in sterling; the Bank of England cut
financial disclosure. Although much remains to beinterest rates, most recently in June, to reduce the
done, these actions appear to have stabilized condiikelihood of inflation undershooting its target of
tions, at least temporarily, in the banking system, and®¥> percent. Consistent with expectations of an
the premium on borrowing rates paid by leadingupturn in growth, equity prices have risen more than
Japanese banks declined to zero by March. 15 percent, and long-term bond yields have climbed
The yen strengthened in early January, supportedearly 80 basis points since the end of last year.
by the runup in long-term Japanese interest rates, First-quarter growth in the European countries that
reaching about 110 per dollar—its highest level inhave adopted a common currency (euro area)
more than two years. However, amid apparent interregained some momentum from its slow pace in late
vention by the Japanese authorities, the yen retreatelP98 but was nevertheless below potential, as pro-
to a level above 116 per dollar, and it remained neaduction continued to react to the decline in export
that level until the mid-February easing of monetaryorders registered over the course of 1998 and in early
policy and the subsequent decline of interest rate4999. Still, the drag on overall production from weak
when it depreciated to about 120 per dollar. In mid-export demand from Asia and eastern Europe appears
June, the Japanese authorities intervened in the fote have lifted a bit in the past few months, although
eign exchange market in an effort to limit apprecia-the signs of a pickup in growth were both tentative
tion of the yen after the surprisingly strong first- and uneven across the euro area. In Germany, indus-
guarter GDP release increased market enthusiasm faral production was higher in April and May than in
that currency. The authorities noted that a prematuréhe preceding two months, and export orders were
strengthening of the yen was undesirable and wouldnarkedly higher in those months than they had been
weigh adversely on economic recovery. at any time since the spring of 1998. But in France,
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which had been the strongest of the three largestominal dollar exchange rate indexes
euro-area economies in 1998, GDP growth was &
meager ¥4 percent at an annual rate in the first
quarter, and industrial production slipped in April.

On average in the euro area, inflation has remained—

Index, January 1997 = 100

Japan

Major currencies

/
quite tame, even as rising oil prices, a declining euro, Euro area Canada /'
and, at least in Germany, an acceleration in wage A —- ~N gy
rates have raised inflationary pressures this year. The /I \ / *

low average rate of inflation as well as the still 1o

sluggish pace of real activity in some of the euro-area
countries led the European Central Bank to lower the
overnight policy rate by 50 basis points in April, on SN
. . ~ N
top of cuts in short-term policy rates made by the * United Kingdom ™
national central banks late last year that, onaveragel, . + v vl 1
were worth about 60 basis points. JFMAMJJASONDJFMAMJJASONDJFMAMJJ
Notwithstanding the easing of the policy stance 1997 1998 1999
|0ng_term government bond yields have risen sub- Note. The data are monthly averages. The euro-area exchange rate uses the
. . . restated German mark before January 1999. The major currency index is the
Stantla”y from their January lows in the IarQESt trade-weighted average of the exchange value of the dollar against major
economies of the euro area. Ten-year rates spiked ifyrrencies.
early March along with U.S. rates, fell back some
through mid-May, and then resumed an upwardeuro and the currencies of the eleven countries adopt-
course around the time the FOMC adopted a tightening the euro were set on December 31; based on these
ing bias in mid-May. Since the middle of June, arates, the value of the euro at the moment of its
relatively sharp increase in yields has pushed them toreation was $1.16675. Trading in the euro opened
about 100 basis points above their values at the starin January 4, and after jumping on the first trading
of the year and has narrowed what had been a growday, its value has declined relative to the dollar
ing interest rate differential between U.S. and Euro-almost steadily and is now about 13 percent below its
pean bonds. In addition to the pressure provided bynitial value. The course of the euro—dollar exchange
the increase in U.S. rates, the runup in Europeamate likely has reflected in part the growing diver-
yields likely reflects the belief that short-term ratesgence in both the cyclical positions and, until
have troughed, as the incipient recovery in Asia notrecently, long-term bond yields of the euro-area
only reduces the drag on European exports but alseconomies and the United States. Concerns about
attenuates deflationary pressures on European impdiiscal discipline in Italy—the government raised
prices. Concern about the fall in the exchange valudgts 1999 deficit-to-GDP target from 2.0 percent
of the euro may also have contributed to an assesge 2.4 percent—and about progress on structural
ment that the next move in short-term rates would beeforms in Germany and France have also been cited
up. Gains in equity prices so far this year—averaginggas contributing to weakness in the euro, with the
about 12> percent—are also suggestive of the beliefEuropean Central Bank recently characterizing
that economic activity may be picking up, although national governments’ fiscal policy plans as
the range in share price movements is fairly broad;'unambitious.”
even considering only the largest economies: French On balance the dollar has appreciated more than
equity prices have risen about 20 percent, Germad¥> percent against an index of the major currencies
prices are up 13 percent, and ltalian prices are upince the end of last year, owing mainly to its
only 5 percent. strengthening relative to the euro. Nevertheless, it
The new European currency, the euro, came intgemains below its recent peak in August of last year
operation at the start of the year, marking the beginwhen the Russian debt moratorium and subsequent
ning of Stage Three of European Economic andfinancial market turmoil sent the dollar on a two-
Monetary Union. The rates of exchange between thenonth downward slide.
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