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The Economy in Perspective

The price of success... The Federal Open Market
Committee voted on February 2 to increase the
federal funds target % percentage point, to
5% %. The federal funds target (the price of
overnight Federal Reserve credit that depository
institutions charge one another) now stands a
full percentage point above its level last June.

Many financial market analysts have remarked
on the number and timing of these policy actions:
February’s funds rate target increase was the lat-
est in a series of four upward adjustments, made
in quick succession. Fewer commentators note,
however, that today’s federal funds and discount
rates are broadly similar to those prevailing from
1995 to mid-1998, a period when the funds rate
ranged between 5% % and 6%, averaging 5% %.
This stability was also evident in most other U.S.
interest rates.

In market economies, prices equilibrate the in-
terests of buyers and sellers. An interest rate bal-
ances the willingness of sellers, who consume
less today in the expectation of enhanced future
consumption, with buyers, who wish to shift
some of their anticipated future consumption to
the present. Ignoring the effects of inflation and
inflation expectations, rising interest rates signify
that people want to shift relatively more future
consumption to the present—and that they must
compensate savers more handsomely to get the
wished-for resources immediately.

A number of factors affect borrowers’ and
lenders’ behavior. If some people suddenly ex-
pect to be wealthier in the future, they may wish
to begin consuming some of their anticipated
wealth right away. In these circumstances, they
will reduce their saving and perhaps even bor-
row against future income. If many of a country’s
people simultaneously try to alter the time pat-
terns of their consumption in this way, the addi-
tional resources needed will have to come from
abroad and the real interest rate will usually rise,
encouraging lenders to defer their own consump-
tion. But other circumstances can counteract
these fundamental influences.

For instance, market-driven U.S. interest rates
plunged in the latter half of 1998 as investors
around the world, seeking refuge from turbulent
international financial markets, rushed to pur-
chase U.S. dollar-denominated financial instru-
ments. As international economic prospects
gradually improved in 1999, this extraordinary de-
mand for dollar liquidity receded, causing market-
driven interest rates to move back up toward their
pre-panic levels. Federal Reserve-controlled inter-
est rates matched these developments.

All this activity occurred against a backdrop of
very large capital inflows to the United States for
nonliquidity purposes. Seeing good prospects for
continued strong economic growth, together with
low inflation, foreign investors have joined their
U.S. counterparts in financing a capital spending
and stock market boom. The influx of foreign
capital also is reflected in our foreign trade ac-
counts. Foreigners acquire dollar-denominated as-
sets by exporting goods and services to the United
States and investing the sales receipts rather than
spending them on U.S.-produced items (that is,
they are lending us what would otherwise be their
current consumption). Since increased demand
for dollar-based assets strengthens the dollar’s for-
eign exchange value, making imports more attrac-
tive to U.S. consumers, the capital inflow and mer-
chandise import processes complement and
reinforce one another.

The most dramatic divergence between domes-
tic spending and domestically generated income
in this expansion has taken place in the last sev-
eral years, as foreign economic activity languished
and demand for dollar assets surged. With inter-
national financial jitters calmed and activity
in many large foreign economies reviving, it
seems reasonable to expect that global investors
will broaden their portfolios beyond dollar-
denominated assets, and that foreign markets will
come to absorb a larger fraction of global re-
sources than they have for several years. Should
these patterns emerge, it would also be reason-
able to expect market-driven interest rates to firm,
reflecting a more intense global pressure for addi-
tional investment and consumption spending.

Monetary policy affects economic activity
through a variety of channels that are not com-
pletely understood or predictable. Movements in
the overnight federal funds rate reflect changes
in the supply and demand for account balances
at the Federal Reserve. How funds rate fluctua-
tions affect other interest rates depends on sev-
eral factors, including inflation expectations.
When savers expect inflation to rise, they add a
premium to the rate they charge borrowers, be-
cause they believe that future dollars will pur-
chase fewer goods and services.

If market participants think that the Federal Re-
serve will persistently oversupply liquidity to fi-
nancial markets by keeping the funds rate too
low, longer-term interest rates could rise even
while the funds rate holds fixed. If the Fed has
credible inflation goals, however, increases in the
funds rate can actually reduce longer-term rates.
So far during this expansion, funds rate move-
ments have been followed by more prosperity.
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Implied yields on federal funds fu-
tures are often used to gauge mar-
ket participants’ expectations for
the future path of policy. Since late
December, market participants con-
sistently have priced in a 25 basis
point (bp) increase for February
and at least one more such increase
by June.

Historically, federal funds futures
do a fair job of predicting move-
ments in the effective federal funds
rate. Generally speaking, when the
fed funds rate rises, futures tend to

underpredict the rate’s level; when
the rate falls, futures tend to over-
predict. The average error for Janu-
ary 1996 to January 2000 is 13 bp for
the 3-month future and 6 bp for the
1-month future.

Short-term interest rates continue
to rise briskly. The 3-month Treasury
bill rate ended 1999 at 5.33%, up
75 bp on the year. Similarly, the
1-year Treasury bill rate finished at
5.95%, a substantial 135 bp increase.
From year’s end through the week
ending January 21, the 3-month and

1-year Treasury bill rates made iden-
tical 18 bp gains. The recent rise of
short-term interest rates may have re-
flected the market’s anticipation of
February federal funds rate increases.
Long-term interest rates display a
similar pattern. The 10-year and 30-
year Treasury rates ended the year at
6.41% and 6.46%, increases of 171
and 134 bp, respectively. Gains since
January 1 are 36 bp for the 10-year
rate and 27 bp for the 30-year rate.
The Board of Governors of the
(continued on next page)
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6 THE M3 AGGREGATE
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Breakdown of Recent Changes in M3
Percent Percent
/6% Component of M3 of change
= M2 71.9 35.3
Large time
deposits 11.0 30.2
Repurchase
liabilities 5.1 12.3
Eurodollars 2.6 4.4
Institutional money-
market mutual funds 9.4 17.9
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Breakdown of Recent Changes in M2

1997 1998

Percent Percent
Component of M2 of change
) M1 24.1 48.4
Savings
deposits 37.3 -9.6
Small time
deposits 204 15.3
Retail money-market
mutual funds 18.2 45.9

1999

a. Growth rates are percentage rates calculated on a fourth-quarter over fourth-quarter basis.
NOTE: Data are seasonally adjusted. Last plots for M2 and M3 are December 1999. Dotted lines for M2 and M3 are FOMC-determined provisional ranges.
SOURCE: Board of Governors of the Federal Reserve System.

Federal Reserve System constructs
several different measures of the
amount of money existing in the U.S.
at any given time. The broad mone-
tary aggregates (M2 and M3) include
less liquid assets than do the narrow
components. Growth rates for virtu-
ally all the monetary aggregates
spiked in December. This is not terri-
bly surprising, in view of the public
concern that surrounded the century
date change. Furthermore, careful
examination of which components
contributed to this growth suggests

that much of the change, especially
in the narrow monetary aggregates,
can be attributed to Y2K.
Annualized monthly growth of
the M3 monetary aggregate soared
to 18.8% in December; calculated on
a fourth-quarter over fourth-quarter
basis, it was a modest 7.6%. It is dif-
ficult to discern a clear pattern in the
growth of M3 components.
Annualized monthly M2 growth
reached 9.1%, driven by nearly equal
growth in M1 and retail money-
market mutual funds, with offsetting

changes in savings deposits and
small time deposits. One would ex-
pect savings deposits to decrease if
individuals withdrew cash in prepa-
ration for possible Y2K disruptions.
Bear in mind that these data are sea-
sonally adjusted—that is, they al-
ready account for the normal fluctua-
tions associated with holiday
shopping. (It may be helpful to think
of increases in the monetary aggre-
gates around Y2K as a fluctuation
that cannot be accounted for be-

(continued on next page)
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Breakdown of Recent Changes in M1 CURRENCY

Percent Percent Currency growth, 1994992 10%
Component of M1 of change 500 — 12

10

Currency 45.9 68.4
Traveler’s checks 0.7 0
Demand deposits 31.9 9.9
Other checkable deposits 21.5 21.6
Breakdown of Recent Changes
in the Monetary Base

Percent Percent
Component of base of change
Currency 87.6 55.9
Total reserves 7.0 1.6
Surplus vault cash 5.4 42,5
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a. Growth rates are percentage rates calculated on a fourth-quarter over fourth-quarter basis. The 1999 growth rates for sweep-adjusted M1 and the sweep-
adjusted base are calculated on a November over 1998:IVQ basis.
b. Sweep-adjusted M1 contains an estimate of balances temporarily moved from M1 to non-M1 accounts. The sweep-adjusted base contains an estimate of
required reserves saved when balances are shifted from reservable to nonreservable accounts.
NOTE: Data are seasonally adjusted. Last plots for M1, the monetary base, and currency are December 1999. Last plots for sweep-adjusted M1 and the

sweep-adjusted base are November 1999. Dotted lines represent growth rates and are for reference only.

SOURCE: Board of Governors of the Federal Reserve System.

cause it is a one-time event.) In ad-
dition, growth in FDIC-insured small
time deposits would be consistent
with a desire to earn interest in an
essentially risk-free environment—
just in case Y2K had brought major
problems.

Turning to narrower measures of
money, we can see a clearer pattern
of increased volume in highly liquid
assets. Annualized monthly M1
growth leapt to 18.4% for December,
spurred by an increase in the cur-
rency component. Currency con-

tributed nearly 70% of growth for
the month, although it accounts for
only 45.9% of total M1.

The most striking information
comes from the monetary base,
whose annualized monthly growth
rate soared to 44.2% in December.
Although currency contributed sub-
stantially (55.9%) to the change on
the month, banks’ surplus vault cash
contributed almost as much (42.5%)
yet accounts for only about 5% of
the monetary base.

In 1998, the Federal Reserve, an-

ticipating heightened demand for
currency around the century date
change, prepared by ordering
$50 billion of extra currency to be
printed in 1999. It injected the extra
currency into the system during the
rollover period to ensure that sup-
plies would be sufficient to cover
any surge in withdrawals. Currency
did jump during December, with the
annualized monthly growth rate
reaching 27.8%.

(continued on next page)
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SOURCES: Board of Governors of the Federal Reserve System; and Chicago Board of Trade.

It is important to note that levels
of surplus vault cash were elevated
relative to the previous year and re-
mained so into January. Following
the century date change, currency in
circulation decreased as cash flowed
back to banks. In fact, the Federal
Reserve Board announced in August
1999 that it would be unnecessary to
print new $50 or $100 bills for the
coming year because sufficient in-
ventories already would exist.

The need to provide extraordi-
nary liquidity around the century
date change caused the Federal
Open Market Committee to err on
the side of caution by injecting sur-
plus bank reserves. Briefly put, the
FOMC selects a target federal funds
rate, then adds or drains reserves
from the system on a daily basis to
match the effective federal funds
rate to the target rate. Normally, the
effective federal funds rate is very

close to the target rate, but during
the final week of 1999, the actual
fed funds rate missed its target by an
average of 76 bp, including a hefty
150 bp miss on December 31. In ret-
rospect, one might argue that the
Federal Reserve should have sup-
plied less liquidity; paradoxically,
however, by purposely supplying
excess liquidity, the Fed may have
helped prevent a currency crisis.

December January February



FRB Cleveland = February 2000

6
Interest Rates

Percent

Percent

8 [ YiELD cURVES2

January 28, 2000°

20

18 =

16 [~

3 ] ] ] ]

December 17, 1999P

5 10
December 1998¢ g |-

14 =

12 =

6

4 =

| | 2 |

0 5 10 15 20

Years to maturity

Percent

22 | 1_YEAR VS. 2-YEAR TREASURY BOND YIELD

2-year

1-year
| | | | | | | |

25 30 1976 1979 1981 1984 1986 1989 1992 1994 1997 2000

Actual 1-year rate

next period minus actual 1-year rate, percent

18

16 —

14 —

Implied
12

10

IMPLIED VS. ACTUAL 1-YEAR TREASURY BILL RATE

w

IMPLIED VS. ACTUAL CHANGES

6
Actual aF
4= S
2 | | | | | | | | | -4 H
6/77 9/79 12/81 3/84 6/86 9/88 12/90 3/93 6/95 9/97 12/99 -2 -15

a. Allyields are from constant-maturity series.

b. Weekly averages.
c. Monthly averages.

-10 05 0 0.5 1.0 15 20 25
Implied 1-year rate minus actual 1-year rate, percent

SOURCE: Board of Governors of the Federal Reserve System, “Selected Interest Rates,” Federal Reserve Statistical Releases, H.15.

The yield curve has moved upward
and steepened since last month.
The 3-month rate moved up 20
basis points (bp); the 5-year rate in-
creased fully 49 bp. The 10-year, 3-
month spread now stands at 109 bp,
up from 85 bp last month. Tradi-
tional factors such as expected infla-
tion and future real activity may be
influencing the yield curve. In addi-
tion, the supply of some maturities
is declining as the Treasury Depart-
ment begins to retire debt.

A common question regarding
the term structure of interest rates is

the extent to which implied forward
rates predict future interest rates.
This question arises from the expec-
tations hypothesis of the term struc-
ture, which posits that long-term
rates are the average of expected fu-
ture short-term rates. A look at 1-
and 2-year T-bond rates shows that
the two move together closely. Plot-
ting implied rates with actual rates
apparently shows that a high im-
plied rate reflects high current rates
more often than it does high future
rates. Extracting such information
can be tricky, however, because in-
terest rates have high serial correla-

tion—that is, high rates today gen-
erally imply high rates tomorrow.
Another approach is to look at
changes: If the implied future rate
exceeds the current rate, it predicts
that the rate will increase. If the im-
plied future rate is below the current
rate, it predicts that the rate will de-
crease. Plotting the actual change
against the predicted change indi-
cates how well the prediction does.
In the case of 1-year T-bill rates, the
prediction works poorly. At this time
horizon, at least, the expectations
hypothesis does not do so well.
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Monthly inflation data continued to
point higher at year’s end, evi-
denced by a nearly 3% annualized
rise in the Consumer Price Index
(CPI) in December. For 1999 as a
whole, the CPI rose 2.7%, more
than a percentage point higher than
its 1998 increase. Indeed, last year’s
CPI performance was about ¥ per-
centage point above the upper end
of the FOMC’s projected growth
range for 1999. However, the 1999
run-up in retail price growth does
not appear to have been broad-
based. The median CPI, which re-

duces the influence of extreme price
movements, moderated in 1999 (up
2.2% compared to 2.9% in 1998).
Perhaps the single most influential
price development in 1999 was the
dramatic (140%) spike in crude oil
prices, which greatly affected energy-
related expenditures. Excluding en-
ergy items in the CPI, retail price in-
creases were actually a bit lower last
year than in 1998. The impact of en-
ergy costs on prices this year is still
very uncertain. Higher energy costs
will likely affect a broader range of
consumer goods prices, at least tem-
porarily. But a reading of the crude

oil futures market suggests that these
effects are likely to be short-lived, as
investors have priced in a nearly 20%
drop in crude oil costs over the
course of 2000.

The CPI's behavior last year was
also influenced by recent changes in
its construction. Since 1978, 20 ad-
justments to the index have been
made, including three major revi-
sions to its market basket. At least six
alterations have occurred in just the
last three years, the cumulative im-
pact of which is estimated to have

(continued on next page)
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Inflation and Prices (cont.)
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SOURCES: U.S. Department of Labor, Bureau of Labor Statistics; U.S. Department of Commerce, Bureau of Economic Analysis; and Federal Reserve Bank

of Cleveland.

reduced the CPI growth rate by
about 0.6 percentage point per year.

To better distinguish changes in
the construction of the CPI from
changes in actual inflation, the Bu-
reau of Labor Statistics recently intro-
duced the CPI Research Series—a re-
tail price index dating back to 1978
that is based on current methodol-
ogy. According to this measure, the
recent 12-month trend in retail prices
has reverted to its 1995-96 growth
rate. A slightly different interpreta-
tion of the inflation trend is reflected
in a methodologically consistent me-
dian CPI. According to this measure,

retail price increases are tracking
percentage point under

about %
their 1995-96 average.

Recent changes in CPl methodol-

PRICE INDEXES

PCE chain-type price index
P+ 1 1 1 1 1 1 1 1
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notably housing. This latter compo-
nent was a major contributing force
in the upward movement of the CPI
between 1997 and 1998.

ogy appear to have been motivated,
in part, by growing criticism from
government officials and econo-
mists. Chairman Alan Greenspan has
been one critic of the index, most
recently questioning the weights the
index assigns to certain items. These
weights are derived from survey
data in which consumers may
under-report spending on some
items (like tobacco and alcohol) and
over-report spending on other items,

An alternative inflation measure,
called the Chain-type Price Index for
Personal Consumption Expenditures,
is constructed by the Bureau of Eco-
nomic Analysis based on the spend-
ing patterns reported by businesses.
Because this index gives less weight
to housing costs (among other
methodological differences), it has
tended to track about ¥2 percentage
point below the CPI since 1994.
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Economic Activity

Annualized percent change from previous quarter
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SOURCES: U.S. Department of Commerce, Bureau of Economic Analysis; and Blue Chip Economic Indicators, January 10, 2000.

Gross domestic product (GDP) in-
creased at a 5.8% annual rate in
1999:1VQ, according to the advance
(first) estimate, released late in Janu-
ary. Most analysts were surprised at
the strength of this measure of do-
mestic real output, although many
had raised their forecasts ahead of
the release. Also, the back-to-back
5.7% and 5.8% growth rates of the
past two quarters intensified the
anxiety of those who suspect that, in
this unprecedented ninth year of
continuous economic expansion,

the U.S. economy might soon be
pushing the unknown limits of non-
inflationary output growth.

Advance estimates often change
significantly—upward or down-
ward—as more complete informa-
tion is incorporated into the prelimi-
nary and final estimates released
over the succeeding two months.
However, 90% of the time, changes
fall within a range of -1.0 to +1.6
percentage points, so revisions are
unlikely to alter the perception that
strong economic growth persisted
through the end of 1999.

Some of the apparent sources of
GDP strength in 1999:1IVQ are prob-
ably one-time events. In their ab-
sence, growth should ease off to a
less sizzling pace in 2000, as fore-
casts now suggest. For example, the
nondurable component of personal
consumption expenditures, in which
food plays a prominent part, is un-
likely to continue contributing more
than 1 percentage point to GDP
growth rates. Likewise, inventory ac-
cumulation may not persistently

(continued on next page)
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Economic AEtivity (cont.)
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contribute more than 1% percentage
points to growth as it has in the past
two quarters, although the aggregate
inventory/sales ratio does not seem
particularly high. In addition, both
defense and nondefense spending
by the federal government hap-
pened to hit high quarterly levels,
providing almost 1 percentage point
of GDP growth.

Of course, anomalies in other sec-
tors of the economy may have
dampened growth, and their reversal

will contribute to continued strength
in 2000. Computer sales are a fre-
quently cited example of this.
Growth in personal consumption ex-
penditures on computers and pe-
ripherals fell by half between the first
and fourth quarters of 1999, al-
though retail holiday spending on
personal computers was reportedly
very strong. Also, fixed investment
expenditures on computers and
peripherals weakened in 1999:1VQ,
with businesses said to have post-

199510 1996:10 1997:10  1998:10  1999:10  2000:10

poned computer expenditures in
order to focus on Y2K preparedness.
Firming price conditions also may
have played a role. The price index
for fixed investment in computers
and peripherals declined at only a
12% annual rate in 1999:1IVQ, less
than half the rate of decline regis-
tered between 1994 and early 1999.
A similar pattern is apparent for the
analogous component of personal
consumption expenditures.
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Change, thousands of workers
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Payroll employment continued to
surge in January, recording a net in-
crease of 387,000 jobs. The propor-
tion of the population with jobs in-
creased 0.4%, reaching a record
64.8%. The unemployment rate fell
0.1% to hit 4.0%, its lowest level
since January 1970. Average hourly
earnings rose 6 cents to $13.50, a
3.5% increase since January 1999.
Buoyed by strong gains in con-
struction, employment in the goods-
producing sector, which had average
monthly losses of 7,000 in 1999, in-
creased 31,000 last month. Because

of unseasonably warm weather dur-
ing the survey reference period, con-
struction employment increased
116,000 in January. Employment
growth in the goods-producing sec-
tor was not limited to construction,
however; the manufacturing sector
gained 13,000 jobs last month.

Rapid employment growth con-
tinued in the service-producing sec-
tor. Despite a significant drop in de-
partment store employment, there
was a net increase of 43,000 jobs in
retail trade. Following four months
of stagnant growth, business

services also posted strong gains,
adding 63,000 jobs in January.

Many analysts express increased
concern about impending labor
shortages. The tight labor market is
reflected in the unemployment rate
and in the pool of available workers,
which has shrunk from about 16 mil-
lion in 1992 to fewer than 10 million
today. This count includes individu-
als aged 16 to 64 who are either un-
employed or not in the labor force,
but who report that they want jobs.

(continued on next page)
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Labor Markets (cont.)
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SOURCES: U.S. Department of Labor, Bureau of Labor Statistics, Handbook of U.S. Labor Statistics; and Bureau of the Census, Current Population Survey.

The unemployment rate is at a
30-year low, but it varies with de-
mographic factors like age, race,
sex, and education. Young workers,
who have less experience, pre-
dictably have much higher unem-
ployment rates than older cohorts.
Just as predictably, those with more
education have significantly lower
unemployment rates. In 1998, peo-
ple who had not finished high
school had quadruple the unem-
ployment rate of those with four
years of college or more. Females

have slightly lower unemployment
rates than males, while whites have
significantly lower rates than African
Americans.

The unemployment rate is the
number of unemployed as a per-
cent of the civilian labor force. The
unemployed are those who were
available for—and made specific
efforts to find—work in the four
weeks prior to the monthly survey.
Persons not in the labor force
include those 16 years and older
who are in school, retired, unable
to work (due to conditions like

disability or illness), homemakers,
and workers marginally attached to
the labor force. People in the last
category, who totaled 1.2 million in
January, are available for work and
have sought it in the prior 12
months. Marginally attached work-
ers are not counted in the labor
force, so they do not affect the un-
employment rate.

Unemployment fell during the
1990s, primarily because the num-
ber of people who lost jobs de-
creased steadily from 1992 onward.
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a. Average for August through October 1999.

b. Difference between 1998 and 1999 averages for August through October.
SOURCES: U.S. Department of Labor, Bureau of Labor Statistics; Ohio Bureau of Employment Services; Kentucky Department for Employment Services;
Pennsylvania Department of Labor and Industry; and West Virginia Bureau of Employment Programs.

Recent Fourth District unemploy-
ment rates show a distinct geo-
graphic pattern. Unemployment in
the District’s southern and eastern
counties generally exceeds the na-
tional average of 4.2%, while coun-
ties in the north and west have
below-average rates. This may be
related to shares of manufacturing
employment, which follow roughly
the opposite pattern. Counties in
the south and east of the District
tend to have lower shares of manu-
facturing employment (manufactur-
ing calculated as a percent of total

employment) than counties in the
north and west.

The greatest variance in unem-
ployment rates was seen in Ken-
tucky, which had the lowest—as
well as the highest—county unem-
ployment rate in the District. The
Lexington suburbs of Jessamine and
Woodford counties both had an ex-
tremely low unemployment rate
(1.6%). The highest unemployment
rate (12.9%) was in Harlan County,
located in the Appalachian Moun-
tains along the Virginia border.

For unemployment rate changes,

1994 1996 1998 2000

the geographic pattern is less clear.
In counties where unemployment
rates are currently low, there was
not much change from the previous
year. The largest changes, both neg-
ative and positive, were posted in
counties that currently have high un-
employment rates. The largest de-
crease occurred in Mercer County,
Ohio, while the largest increase was
seen in Letcher County, Kentucky.
Throughout the 1990s, unemploy-
ment rates for Kentucky, Ohio, and
Pennsylvania were fairly close to the
(continued on next page)
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.Employmen.t In the Fourth District (cont.)
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national average. In 1999, these rates
converged at about 4.2%. West Vir-
ginia’'s unemployment rate remains
significantly higher (about 6.4%).
However, from its peak in the early
1990s, West Virginia’s rate has fallen
by a much higher amount than rates
in other Fourth District states.

The majority of the District’s
counties have manufacturing shares
that far exceed the U.S. average
of 14.9%. (As we have seen, most of
the counties with below-average
manufacturing shares are in south-
ern Ohio and eastern Kentucky.)

The largest shares of manufacturing
employment are found in Union
County, Ohio, and Scott County,
Kentucky (both about 54%). Each of
these counties is home to an auto-
mobile assembly plant.

During the 1990s, the manufactur-
ing share of employment declined in
every Fourth District state, which
was consistent with the national
trend. Only West Virginia has a
share that lags the national average.

The largest proportions of Fourth
District manufacturing workers are
employed in the production of in-

dustrial machinery, transportation
equipment, and fabricated metals.
The production of industrial ma-
chinery has grown more than twice
as fast as total industrial production
since 1992, while that of transporta-
tion equipment and fabricated met-
als has grown a bit more slowly
than total industrial production.
However, growth in the production
of motor vehicles and parts, which
makes up the bulk of the Fourth
District’s transportation equipment
industry, has proceeded at a faster
rate than total industrial production.
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a. The sharp decline in 1996 was driven in part by a special insurance assessment on the deposits of savings institutions.
SOURCE: Federal Deposit Insurance Corporation, Quarterly Banking Profile.

Third-quarter earnings for FDIC-
insured commercial banks reached
record levels. For 1999:111Q, com-
mercial banks’ net income rose to
$19.4 billion, surpassing the previ-
ous quarterly record of $18.0 billion,
set in 1999:1Q. Third-quarter profits
were $4.4 billion stronger than the
previous quarter. The FDIC attrib-
utes the rise in profits to strong rev-
enues in noninterest income and to
containment of overhead expenses,

resulting in the best efficiency ratio
on record for banks.

For the third quarter of 1999, both
the average return on assets (ROA)
and the rate of return on equity
reached record levels (1.42% and
16.62%, respectively). The largest
banks experienced the most dra-
matic improvements in profitability.
However, nearly two-thirds of all
banks reported ROAs exceeding 1%
for the quarter.

FDIC-insured savings institutions
reported slightly lower earnings in
1999:111Q; the decrease is attributed
to reduced gains from securities
sales. Savings institutions recorded a
third-quarter ROA of 1%, down from
the record 1.14% reported a year
ago. Nonetheless, approximately
60% of savings institutions experi-
enced increases in earnings over a
year ago, and nearly one-third re-
ported ROAs of more than 1%.
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SOURCES: Board of Governors of the Federal Reserve System, Senior Loan Officer Opinion Survey on Lending Practices; and Federal Deposit Insurance

Corporation, Quarterly Banking Profile.

The continued downward trend in
noncurrent real estate loans is an-
other indication of health in the
banking system. However, noncur-
rent loans of all types witnessed a
minor increase (from 0.94% in the
second quarter of 1999 to 0.96% in
the third quarter). Total assets in the
banking system grew at the slowest

rate reported in five years. Although
total loans to individuals fell for the
third straight quarter, commercial
real estate loans rose slightly.

The Federal Reserve’s quarterly
Senior Loan Officer Opinion Survey,
updated in November, substantiates
these findings. Loan officers indi-
cated little change in demand for

commercial real estate loans, but re-
ported a slight decrease in the de-
mand for home mortgage loans.
This represents the second consecu-
tive quarter in which loan officers
reported a softening of home mort-
gage loan demand. Loan officers
also indicated a moderate weaken-
ing of demand for consumer loans.
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SOURCES: Board of Governors of the Federal Reserve System, Senior Loan Officer Opinion Survey on Lending Practices; Federal Deposit Insurance
Corporation, Quarterly Banking Profile; American Bankers Association, Consumer Credit Delinquency Bulletin; Mortgage Bankers Association of America,
National Delinquency Survey; and Bank Rate Monitor.

Household financial indicators
show little change compared to pre-
vious months. Personal bankruptcy
filings declined slightly, dropping
21,014 to 314,564, while credit card
loss rates increased somewhat to
4.38%. Consumer delinquencies on
bank credit cards and installment
loans scarcely increased. Late pay-
ments on mortgage loans showed
no change from previous figures.

Bank loan officers indicated a
minor tightening in the credit card
terms offered to customers. Credit
limits remained steady at large banks
and tightened slightly at other banks.
Minimum payments on credit cards
displayed a minor increase. Interest
rates increased slightly relative to the
cost of funds at all reporting banks.

During the last few weeks of 1999,
interest rates on home mortgages

continued the upward trend seen
throughout 1999. The overall in-
crease during 1999 in 15- and 30-
year home mortgage rates was ap-
proximately 130 basis points (bp).
During the same period, one-year
adjustable-rate mortgages increased
approximately 100 bp, whereas in-
terest rates on home equity lines of
credit rose nearly 50 bp.
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The U.S. current-account deficit has
increased sharply since 1997 and is
likely to top $360 billion (approxi-
mately 3.5% of GDP) when final
data for 1999 become available.
Most economists expect the deficit
to rise further this year and next.
For the most part, the deficit
in the U.S. current account moves in
tandem with the deficit in our coun-
try’s goods and services trade, but a
growing shortfall in our net invest-
ment income could quickly become

another important element. This
shortfall results from the financing of
trade deficits.

The U.S. has been importing
more than it exports and has been
paying for the surfeit by issuing se-
curities, such as bonds and stocks,
that give foreigners a claim on our
future income. The process requires
an inflow of foreign capital to the
U.S. Since 1997, private—rather
than official —capital inflows have
risen dramatically. In 1988, foreign

1988 1990 1992 1994 1996 1998

claims on the U.S. exceeded this
country’s claims on foreigners, mak-
ing ours a debtor country. By the
end of 1998, our international in-
debtedness totaled $1.5 trillion
(17.5% of GDP).

As our indebtedness grew, so did
our interest and dividend payments
to foreigners. By 1997, they ex-
ceeded U.S. earnings from foreign in-
vestments, creating a shortfall in the
investment-income component of

(continued on next page)
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the current account. If interest pay-
ments on our foreign indebtedness
were to exceed GDP growth, our in-
ternational indebtedness would grow
even if the trade deficit vanished.
Prospects for narrowing the trade
deficit depend, in large measure, on
our major trading partners’
prospects for economic growth.
Economists expect foreign eco-
nomic growth, at approximately
3.5%, to outpace U.S. growth next
year. Although rapid foreign eco-

nomic growth favors U.S. export
expansion, the small differential will
have little effect on the current-
account deficit overall. Typically,
foreign economic growth must ex-
ceed U.S. growth by 12 to 2 per-
centage points before the trade
deficit begins to narrow. There is no
such growth differential in the im-
mediate outlook.

Most people consider the current-
account deficit detrimental to eco-
nomic welfare, but they fail to appre-

ciate the benefits of the associated
foreign-capital inflow. Since the early
1990s, the inflow of foreign capital to
the U.S. has helped finance an in-
vestment boom, with interest rates
below what they otherwise might
have been. The ratio of investment
to GDP has risen from 17.5% to
20.3%. To the extent that this invest-
ment increase supports a higher
standard of living, the U.S. will be
able to service its international debts
without reducing consumption.
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