
Malaise…In 1979, Jimmy Carter told the American

people that we were experiencing a “crisis of confi-

dence” in our country. The Misery Index, the sum of

the unemployment and inflation rates, registered

18. The U.S. economy was heading into recession,

inflation was measured in double digits, and the

stock market was mired in a slump. The president

feared that prior assassinations of political leaders,

the “agony of Vietnam,” and the “shock of Water-

gate” had inflicted deep wounds on the nation’s

psyche, wounds that had not yet healed. He 

believed that people were struggling to find mean-

ing in their lives and a sense of national purpose. 

The proximate cause of the president’s melan-

choly was the country’s dependence on imported

oil. His “crisis of confidence” speech culminated in

a promise that the United States would never use

more foreign oil that it did in 1977. Even though

the nation was at peace, the president claimed

that dependence on foreign oil threatened our

economic independence and national security. He

proposed a massive program to develop domestic

fuel sources, encourage energy conservation, and

promote public transportation.

President Carter believed that the nation’s in-

ability to come to grips with its foreign energy 

dependence lay behind the public’s lack of confi-

dence in government, the economy, and them-

selves. Ironically, his speech ultimately caused

many to lose confidence in him. The president’s

political opponents succeeded in portraying him

as a weak leader. Ronald Reagan accepted his

party’s nomination as their presidential candidate

almost exactly one year after Carter’s plea for pub-

lic support. In his convention speech, Reagan

lamented that the country faced “three grave

threats to our very existence, any one of which

could destroy us...a disintegrating economy, a

weakened defense, and an energy policy based on

the sharing of scarcity.”

Few recognized on election day in 1980 that the

United States stood on the threshold of a far more

prosperous era, one of dramatically lower inflation,

vigorous employment and economic growth, signif-

icant improvements in productivity, and a soaring

stock market. Many explanations have been offered

for this extraordinary reversal of national fortune.

Some analysts emphasize the economic or political

policies of various people and parties; others stress

the importance of simultaneous developments in

Asia and the former Soviet Union. Technology cer-

tainly deserves credit for shaping the environment.

And then there is the random contribution of luck.

How history will ultimately allocate the credits and

the blames remains to be seen, but it is certainly

true that our nation and the spirit of its citizens did

not fulfill Jimmy Carter’s worst fears.

Today, by many measures, the U.S. economy is

stronger than it was 25 years ago. Living standards

are significantly higher. The Misery Index stands at

9, half the rate in 1979. Yet consumer and business

confidence in the economy languishes once again

as the economy works its way out of another reces-

sion. The stock market, once the embodiment of

the nation’s preeminence in global capitalism, 

remains flat on its face after a painful collapse. 

Terrorism threatens the safety of American and

pro-Western interests around the world, and, in

conjunction with religious fundamentalism, men-

aces the stability of some allied political regimes. Oil

prices have been rising as geopolitical tensions 

have escalated. Although the U.S. economy is far

more energy efficient today than it was in 1979, the

energy independence Jimmy Carter so desperately

sought has never been achieved. The circum-

stances differ, but Ronald Reagan’s citation of 

national defense, our energy policy, and the econ-

omy as the critical issues of his time regrettably

rings true again today.

Will today’s worries be succeeded by the kind of

future that followed Jimmy Carter’s presidency? Will

domestic and international actions, combined with

good fortune, be enough to create such a future

again? The nation and the world await the answers.
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Inflation and Prices
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The major inflation statistics slowed

to a virtual standstill in January, as re-

tail prices (measured by the Con-

sumer Price Index) as well as whole-

sale prices (measured by the Producer

Price Index), grew at an annualized

rate of less than 1%. For the CPI, the

January data add to a string of fairly

moderate cost-of-living reports dating

back to last fall. These recent numbers

follow the downward inflation trajec-

tory that has been suggested by the

so-called “core” inflation statistics (the

CPI excluding food and energy items

and the median CPI) for about a year. 

While the various CPI measures

still differ rather widely in their read-

ings for the past 12 months, a grow-

ing consensus among them seems to

point to an inflation trend in the

2%–3% range. For the median CPI,

produced by the Federal Reserve

Bank of Cleveland, this represents a

decline of about a percentage point

from last January’s reading; over 

the same period, the growth of the

overall CPI has risen by a similarly

large amount.

Economists’ inflation outlook is

fairly sanguine, with CPI forecasts

mostly in the 2%–3% range over the

next few years—and a consensus

view that the inflation measure will

stay at the lower end of that range.

This projection generally conforms

to households’ inflation expecta-

tions. The University of Michigan’s

survey shows that U.S. consumers ex-

pect prices to rise slightly more than

2
1/2% over the next 12 months and to

remain at (or slightly above) the 3%

level for the next five years.  

Over the near term, the price out-

look is unclear. U.S. households’ bud-

gets have been whipsawed in recent

years by wide fluctuations in energy

(continued on next page) 

December Price Statistics

Percent change, last: 2001
1 mo.a 3 mo.a 12 mo. 5 yr.a avg.

Consumer prices 

All items 0.7 1.8 2.4 2.3 1.5

Less food
and energy 0.6 1.5 2.0 2.3 2.7

Medianb 2.3 2.4 3.1 3.1 3.9

Producer prices

Finished goods 0.0 2.6 1.2 1.2 –1.7

Less food
and energy –3.9 –0.5 –0.4 1.0 0.9
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Inflation and Prices (cont.)
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and Bloomberg Financial Information Services.

prices, particularly petroleum prod-

ucts; that rather extreme volatility may

continue this year as well. The CPI’s

energy price index leaped at double-

digit rates in 2000 and much of 2001,

but fell with nearly equal intensity last

year. Recently, households’ budgets

have felt the pinch of energy price 

increases once again as the cost of

crude oil has steadily climbed in tan-

dem with tensions concerning Iraq. 

Anxiety over rising energy prices

has been further heightened by an oil

workers’ strike in Venezuela. Between

November and January, this OPEC

priced a barrel of West Texas interme-

diate crude oil at $35; this is expected

to fall to about $29 by summer. 

Certainly energy consumption per

dollar of U.S. production has fallen

over time, indeed by roughly 40% in

the past 30 years. This trend obviously

mitigates the severity of energy price

fluctuations on economic perfor-

mance and households’ cost of living.

Nevertheless, large, unexpected fluc-

tuations in energy prices are still an

important unknown in assessing the

outlook for the economy’s perfor-

mance, particularly retail prices.
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member’s production fell from an 

estimated 2.9 million barrels per day

to only 600,000. About two-thirds of

that production shortfall apparently

was made up by expanded produc-

tion by other members of the oil car-

tel, particularly Saudi Arabia, which

boosted production by about 600,000

barrels daily over the three-month 

period. The rather large excess capac-

ity of Saudi Arabia (among others) and

expectations that Venezuelan oil 

production may soon rebound have

probably contributed to the down-

ward slide in futures markets’ pro-

jected oil prices. The markets recently
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Change from
February production in

2003, November Spare
estimated 2002 capacity

Venezuela 600 –2,305 0

Saudi Arabia 8,700 600 1,550

Iran 3,700 200 50

Nigeria 2,225 215 75

United Arab
Emirates 2,200 190 300

Kuwait 2,125 185 75

All other OPEC
countries
(excluding Iraq) 4,185 95 200
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Monetary Policy
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As of January 9, 2003, instead of the

discount rate, Federal Reserve Banks

began to offer depository institutions

two discount window programs: 

primary credit and secondary credit.

Primary credit loans are extended for

a very short term (usually overnight)

to depository institutions in gener-

ally sound financial condition. This

rate (currently 2.25%) will initially 

be 100 basis points (bp) above the 

target federal funds rate set by the

Federal Open Market Committee

(FOMC). Depository institutions not

eligible for primary credit may apply

for secondary credit, which will 

initially be set 50 bp above the pri-

mary credit rate. 

At its January 28–29 meeting, the

FOMC left the intended federal funds

rate unchanged at 1.25%. As of Janu-

ary 24, the federal funds futures’ June

contract traded at 1.12%, 13 bp below

the current federal funds rate target,

suggesting that market participants

are betting the next change will 

be down.  

Long-term rates respond to

changes in inflationary expectations.

Since last July, the yield curve has

shifted down at both the short and

the long end. Long-term rates are an

average of current and implied future

short-term rates. Implied forward

rates have fallen since July, suggest-

ing that long-term inflationary expec-

tations have dropped.  Since Decem-

ber, long-term rates have fallen and

short-term rates have been essen-

tially unchanged. Both long-term and

implied forward rates suggest that

long-term inflationary expectations

continue to fall.

(continued on next page) 
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Monetary Policy (cont.)
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Another way to gauge long-term

inflation expectations is by subtract-

ing the yield on 10-year Treasury 

inflation-indexed securities (TIIS), a

signal of the real rate of interest, from

the 10-year Treasury bill. This mea-

sure of the average inflation rate that

is expected to prevail over the next

10 years has changed little in the last

18 months. 

Money is the primary driver of infla-

tion, but it is unclear which money

measure is the best. The monetary

base represents the liabilities of the

Federal Reserve and, although noisy, it

is arguably the best measure of mone-

tary policy. If the funds rate is held

below short-term market rates, base

growth tends to rise. The sweep-

adjusted monetary base currently is

rising at 7.7% per year. Its growth 

accelerated in mid-2000 and subse-

quently has been fairly stable. Its accel-

eration corresponds roughly with the

beginning of rate cuts in early 2000,

which suggests that monetary policy

eased unambiguously with the initial

cuts. Since then, however, the Federal

Reserve has lowered the funds rate

substantially, but this has followed

other market interest rates and may

not truly reflect an easing of mone-

tary policy. 

The broader monetary aggregates

sometimes track future inflation

more closely. Sweep-adjusted M1

rose at a steady pace over 2002, end-

ing the year at 7.0%. M2 slowed from

its rapid growth of 10.3% in 2001 to

6.9% in 2002. The number for Janu-

ary 2003 probably will indicate fur-

ther slowing and should come in

below 0%.
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The Taylor Rule
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Monetary policy can often be de-

scribed as a rule or strategy for

changing the federal funds rate in re-

sponse to inflation and other indica-

tors of real economic activity. Obvi-

ously, no rule can capture every

variable that the Federal Open Mar-

ket Committee considers in setting

the fed funds rate. Nevertheless, a

rule that roughly describes past 

behavior can provide a benchmark

for setting policy. An extremely sim-

ple rule, in which the central bank 

responds only to past inflation, tracks

movements in the fed funds rate

fairly closely, as shown in the upper

left chart, although large misses are

not uncommon.

The problem is that the Federal Re-

serve responds to both inflation and

some measure of real economic activ-

ity. The Taylor rule posits that the Fed

lowers (raises) the funds rate when 

inflation falls (rises) or real output is

lower (higher) than potential output. 

A fairly simple rule, in which the

Fed responds to inflation and the out-

put gap, seems to track the funds rate

quite closely, as shown in the upper

right chart. By this measure, current

monetary policy seems relatively easy.

On the basis of historical trends, the

Taylor rule would say that the current

funds rate should be almost 2%

higher than it is.

This large gap suggests that 

another factor may be important in

setting interest rates. The 1992–93 

period was another in which the

funds rate was significantly below

the Taylor rule prediction. The gap 

appeared at about the same stage of 

recovery from the recession of

1990:IIIQ as we are from 2001:IQ,

which suggests that the two reces-

sions may have a common factor.

(continued on next page) 
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The Taylor Rule (cont.)
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Both the current recession and

that of 1990 have had so-called job-

less recoveries. Although their GDP

growth rates were similar to those 

in earlier downturns, employment

growth stagnated five quarters into

the recession. Employment now and

during the same phase of the 1990 

recession was essentially flat; in ear-

lier recessions, it grew at an average 

annual rate of almost 3%.

This suggests that employment

growth might be another variable that

the Fed considers in setting interest

rates. Its addition seems important,

indicating that the Fed might respond

to inflation, the output gap, and em-

ployment growth. In fact, until less

than a year ago, the actual and pre-

dicted funds rates were virtually iden-

tical. Now policy appears to be slightly

easier than past experience would

have predicted. The discrepancy of al-

most 2% that now exists between

them is reduced to just over 1%.

Despite this improvement, it seems

possible that the Fed has not been 

responding consistently to both the

output gap and employment growth.

Improvement over the normal Taylor

rule was especially dramatic during

the current recession, whereas

improvement during the last reces-

sion and jobless recovery was slight.

The puzzle of why policy appears

relatively easy is even greater when

one considers the likelihood that 

the long-term inflation “target” has

changed. Looking five years out,

households expect the inflation rate

to average 2.5%. At the same phase of

the last recovery, inflation expecta-

tions were almost a full percentage

point higher. A partial solution to the

puzzle might be that the Fed is also

acting more aggressively in response

to inflation’s deviations from its

“long-term target.”
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Dollar Depreciation and the Current Account
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Since its most recent peak in February

2002, the U.S. dollar has depreciated

nearly 11% on a trade-weighted-

average basis against the currencies 

of the major industrial countries. 

Although the dollar’s recent move-

ments may reflect a number of factors,

many observers have long claimed

that persistent U.S. current account

deficits must eventually exert a down-

ward pressure on the dollar.  

For 20 of the past 21 years, the U.S.

has posted a current account deficit,

primarily because we import more

goods and services than we export.

In the first half of 2002, the current

account shortfall equaled $485 billion

(annual rate), roughly 4.7% of GDP.  

To finance these deficits, we have

given foreigners various financial

claims against future U.S output and

have reduced our claims on output

abroad. This process creates financial

inflows that, abstracting from mea-

surement error, exactly equal the cur-

rent account deficit. Since the late

1980s, the stock of foreign claims

against the U.S. has exceeded the

stock of U.S. claims on other coun-

tries; last year, the market value of

the nation’s negative net interna-

tional investment position equaled

nearly $3 trillion or 29% of GDP.  

Our net international investment

position cannot continue to decline

relative to GDP indefinitely. At some

point, international investors will be-

come reluctant to hold additional

claims against the U.S. Then, real in-

terest rates will rise and the exchange

value of the dollar will fall to attract

additional financing. We cannot claim

to have reached that point, but it’s a

point worth considering. 
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China’s Deflation
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Those who think deflation is always

and everywhere a bad thing must

have overlooked the People’s Repub-

lic of China, whose economy is grow-

ing by leaps and bounds despite a

falling price level. Why?

As prices fall, the real return on

holding money balances rises, entic-

ing people to hold cash. If the real

return on money balances exceeds

the real return on capital, deflation

will destroy incentives to invest; 

economic growth will slow and un-

employment will rise.  

In emerging markets, capital is 

relatively scarce and the return on

investment promises to be fairly

high. China’s rapid growth—despite

deflation—and a substantial inflow

of direct investment capital suggest

that the real return on capital there

is high and offers an attractive alter-

native to holding cash.  

Falling prices may also help China

compete in global markets where the

rest of the world is not hoarding

cash. In 2001, the country’s rapidly

growing current account surplus

topped $17 billion, or 1.5% of GDP.

The People’s Republic of China is the

fifth-largest trading partner of the

U.S., accounting for 7% of our total

trade (exports plus imports). And we

are the single biggest trading partner

of the People’s Republic, accounting

for 16% of their total trade. 
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Economic Activity

–1.5

–1.0

–0.5

0

0.5

1.0

1.5

2.0

Last four quarters

2002:IVQ

Percentage points

CONTRIBUTION TO PERCENT CHANGE IN REAL GDP

Personal
consumption

Business fixed
investment

Residential
investment

Change in
inventories

Exports

Imports

Government
spending

0

1

2

3

4

5

6

IQ IIQ IIIQ IVQ IQ IIQ IIIQ IVQ

Percent change from previous quarter

REAL GDP AND BLUE CHIP FORECAST

30-year average

Final percent change
Advance estimate
Blue Chip forecastb

2002 2003

0

1

2

3

4

5

6

7

2000 2001 2002

Percent change from previous year

REAL PERSONAL INCOME AND SPENDING TRENDS

Real personal consumption expenditures

Real disposable personal income

NOTE: All data are seasonally adjusted and annualized.
a.  Chain-weighted data in billions of 1996 dollars. Components of real GDP need not sum to the total because the total and all components are deflated using 
independent chain-weighted price indexes.
b.  Blue Chip panel of economists.
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The advance estimate from the 

national income and product

accounts shows that growth in real

gross domestic product (GDP)

slowed from 4.0% in 2002:IIIQ to

0.7% in 2002:IVQ (annual rates). 

Consumer spending increased at a

modest 1.0% annual rate during the

quarter. Declining sales in motor 

vehicles and parts accounted for a 

reduction of $19.5 billion (chained

1996 dollars) in durable goods spend-

ing. On a brighter note, real business

fixed investment rose 1.5% (annual

rate), marking the first increase in the

series since 2000:IIIQ. Business fixed

investment contributed 0.2 percent-

age point to real GDP growth—a 

reversal from the 0.2 percentage

point it took away over the previous

four quarters. Government spend-

ing, which added 0.9 percentage

point, was the largest contributor to

real GDP growth in 2002:IVQ. Busi-

ness inventories were the heaviest

drag on overall economic growth:

they fell $15.5 billion (chained 1996

dollars) from the previous quarter,

subtracting 0.6 percentage point

from GDP growth.

Total output growth fell far short

of its long-term average of 3.0% (an-

nual rate). However, Blue Chip fore-

casters predict that real GDP growth

will increase progressively through-

out 2003 and will surpass its long-

term average by the second quarter.

Real disposable personal income

increased a robust 5.8% (year over

year) in December 2002, exceeding

the year-over-year growth of 3.1% 

in real consumer spending. After 

increasing more slowly than con-

sumer spending for much of 2001, 

Real GDP and Components, 2002:IVQa

(Advance estimate)
Quarterly              Annualized
change, percent change, last:
billions Four
of 1996 $ Quarter quarters

Real GDP 17.6 0.7 2.8
Personal consumption 15.8 1.0 2.5
Durables –19.5 –7.3 2.1
Nondurables 18.4 3.9 3.1
Services 12.1 1.3 2.3

Business fixed 
investment 4.5 1.5 –1.9
Equipment 12.1 5.0 3.0
Structures –5.3 –9.3 –15.7

Residential investment 6.5 6.8 6.1
Government spending 19.5 4.6 3.6
National defense 10.8 11.2 9.4

Net exports –18.9 __ __
Exports –4.7 –1.7 5.0
Imports 14.2 3.7 9.2

Change in business
inventories –15.5 __ __

(continued on next page) 
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Economic Activity (cont.)
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SOURCES:  U.S. Department of Commerce, Bureau of the Census; U.S. Department of Labor, Bureau of Labor Statistics; Board of Governors of the Federal
Reserve System; and National Association of Realtors.

income growth surpassed it in all but

two months of 2002.

The National Bureau of Economic

Research put the beginning of the 

recent recession at March 2001 and

has not yet declared the date in 2001

or 2002 when it ended. Trends in in-

dustrial production, nonfarm payroll

employment, and retail sales for 2002 

resemble those of earlier recessions.

Industrial production declined a slight

0.7% in 2002, but this drop, coupled

with a 3.5% decrease in 2001, marked

the first time since 1974–75 that 

industrial production contracted for

two consecutive years. (The economy

was in a recession from November

1973 to March 1975.) Capacity utiliza-

tion also declined in 2001 and 2002. 

At 75.6% in 2002, it stood at its lowest

level since 1984 and nearly 6% below

its 1972–2001 average of 81.5%.  

Nonfarm payroll employment’s

0.9% contraction in 2002 appeared

quite modest when viewed by itself.

However, since 1972, growth in this

series has decreased only three other

times—1975, 1982, and 1991. The

previous contractions all occurred in

years in which recessions were taking

place. Patterns in the retail sector in

2002 also looked like past recessions.

Although retail sales grew 3.4% in

2002, this represented the smallest

annual increase since 1991.

In contrast to industrial production,

nonfarm payroll employment, and 

retail sales, the housing sector offered

a positive sign for the economy in

2002, when sales rose to historic

highs. During the year, nearly 1 mil-

lion new homes and 5.6 million exist-

ing homes were sold. Housing sales

support most economists’ belief that

the recession ended in January 2002.
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Labor Markets
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d.  An index value of 50 indicates that employment is rising in half of the industries and declining in the other half.
SOURCES:  U.S. Department of Labor, Bureau of Labor of Statistics.

Nonfarm payroll employment gained

143,000 in January. December 2002

losses were revised from 101,000 jobs

to 156,000. Payrolls fell 210,000 in

2002. In the goods-producing sector,

manufacturing employment contin-

ued downward, losing 16,000 jobs, far

less than December’s 80,000 loss or

the average monthly loss of 50,000 in

2002. Construction added 21,000 jobs

in January. Since its recent peak in

March 2001, this industry has lost

about 214,000 jobs. 

In the services sector, retail trade,

which lost 99,000 jobs in December,

gained 101,000 in January, about two-

thirds of all employment gains. The

large gain results from seasonal 

adjustment factors. The services 

industry added 35,000 jobs, most of

them (18,000) in health services; help

supply remained essentially flat.  

The unemployment rate dropped

0.3 percentage point in January to

5.7%, equal to the monthly average in

2002. Effective this month, the BLS

has implemented several changes in

the household survey, using new pop-

ulation controls from the 2000 census 

to benchmark the data. However, the 

effect of this change on the unem-

ployment rate data was small.

Manufacturing’s one-month-span

diffusion index for employment

jumped to 44.1% from 39.6% last 

December. This is a significant 

increase from the 25% recorded in 

November 2001, the lowest level since

December 1981. From July 2000 when

it measured 57%, its recent high, the

manufacturing index has declined

sharply, never touching the 50% level.

The diffusion index for total private

employment hit 50% in January for

the first time since May 2002.

Labor Market Conditions

Average monthly change
(thousands of employees)

Jan.
1999 2000 2001 2002 2003

Payroll employment 259 159 –119 –19 143
Goods-producing 8 –1 –111 –59 0

Mining –3 1 1 –1 –5
Construction 26 8 –3 –7 21
Manufacturing –16 –11 –109 –50 –16
Durable goods –5 1 –79 –39 –11
Nondurable goods –11 –12 –30 –12 –5

Service-producing 252 161 –8 40 143
TPUa 19 17 –23 –14 4
Wholesale and 

retail trade 60 25 –31 –20 98
FIREb 7 5 10 6 2
Servicesc 132 92 –2 48 35

Health services 9 15 27 21 –18
Help supply 32 0 –54 7 –2

Government 35 22 39 20 4

Average for period (percent)

Civilian unemployment 
rate 4.2 4.0 4.8 5.8 5.7
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Manufacturing Employment
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b.  Not seasonally adjusted.
c.  The diffusion index is effectively the share of three-digit SIC industries that are growing.
SOURCE:  U.S. Department of Labor, Bureau of Labor Statistics.

The manufacturing industry tends to

bear the brunt of U.S. recessions,

when the industry’s employment

typically falls more sharply than total

nonfarm private employment. In the

1970s and 1980s, manufacturing was

quick to rebound, but this has not

been the case in the two most recent

recoveries.

In the current recovery (which

many economists believe began in

January 2002), manufacturing em-

ployment has not yet begun to rise.

This results partly from the industry’s

technological advances and robust

productivity growth (5.5% for

2002:IIIQ), which have caused man-

ufacturers to downsize their work-

force. In addition, these firms are 

relying more heavily on temporary

workers (who are counted as service

workers) to complement their 

permanent labor force. 

The manufacturing industry’s cur-

rent behavior parallels its experience

in the 1990–91 recession, when its

employment level did not stabilize

until October 1993 and then fell

again in November 1995. Productivity

growth was also very strong during

that recovery, averaging 3.4% annually

(from 1992 to 1995) versus 1.6% for

the whole economy.

Despite manufacturing’s overall

employment decline during reces-

sions, some of its sub-industries show

employment growth. This can be

seen in the diffusion index of employ-

ment, which measures the share of

sub-industries in which employment

is rising at any one point in time. Even

during the 1981–82 recession (when

(continued on next page) 
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Manufacturing Employment (cont.)
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manufacturing employment declines

were the sharpest in 30 years), 10% of

manufacturing sub-industries contin-

ued to add new workers despite the

decline in overall economic activity.

Although the most recent recession

officially started in March 2001, manu-

facturers reported contraction much

earlier. In fact, most of them argue

that their industry was in recession for

much of 2000, and the employment

data support this contention. A look at

the most commonly reported compo-

nents of manufacturing employment

at the two- digit level of the Standard

Industrial Classification (SIC) code

shows growth in only one industry—

tobacco—in either 2001 or 2002.

However, an examination of the

three-digit sub-industries reveals

that several of them grew over the

last two years. From 2000 to 2002,

manufacturing employment declined

about 10%, but three-digit industries,

representing 7% of employment

posted gains. Based on employment-

weighted shares, more than half of the

sub-industries decreased only mod-

estly (less than 1%) or grew in 2002.

The largest employment declines

between November 2001 and 

November 2002 (the most recent

data available) came from industries

associated with clothing and travel.

This is not surprising, considering

anecdotal reports that retail clothing

chains, as well as travel and tourism,

were hit especially hard in this 

recession. Wool producers’ employ-

ment declined more than 35%; job

losses for makers of luggage and of

women’s and children’s undergar-

ments were roughly 20%. Just as

(continued on next page) 

Employment Growth in Manufacturing Industries
(two-digit SIC codes)

Annual Percent Growth

Dec. 2000– Dec 2001–
Dec. 2002 Dec. 2002

MANUFACTURING –5.18 –3.47

Durable goods –6.33 –4.49

Electronic and other
electrical equipment –11.21 –9.07

Industrial machinery 
and equipment –7.99 –5.46

Primary metals –7.96 –5.84

Furniture and fixtures –6.51 –2.63

Transportation equipment –5.16 –4.39

Fabricated metal products –4.77 –2.99

Lumber and wood
products –3.09 –1.43

Stone, clay, and
glass products –2.25 –0.90

Nondurable goods –3.42 –1.97

Leather and leather
products –9.09 –3.57

Textile mill products –8.82 –5.13

Apparel and other
textile products –8.09 –5.40

Printing and publishing –4.71 –3.39

Rubber and miscellaneous
plastic products –3.97 –1.40

Paper and allied products –3.16 –2.40

Chemicals and allied
products –1.12 –0.49

Petroleum and coal
products –0.40 –0.79

Food and kindred
products –0.21 0

Tobacco products 1.47 2.94
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Manufacturing Employment (cont.)
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SOURCES:  U.S. Department of Labor, Bureau of Labor Statistics; and Federal Reserve Bank of Cleveland calculations.

manufacturing industries associated

with struggling sectors of the econ-

omy underwent steep employment

losses in 2002, those associated with

more resilient sectors, such as resi-

dential construction, gained employ-

ment that year. Hydraulic cement

producers increased employment 

by almost 5%, while producers of 

asphalt paving and roofing materials

increased 4%, despite contraction in

total manufacturing employment.

The Fourth District has a higher

concentration of manufacturing 

employment than does the rest of

the country; in 2000 (last data avail-

able), roughly 16% of the District’s

jobs were derived from manufactur-

ing, compared with 12% for the U.S.

as a whole. Consequently, one might 

expect that manufacturing employ-

ment in Fourth District states would

decline more steeply than the 

nation during recessions. This has

not been true for Ohio, Kentucky,

and Pennsylvania in the most recent 

recession. In these states, manufac-

turing employment losses at the

close of 2000 were smaller than the

roughly 10% drop in the nation. 

Each state had several two-digit

sub-industries that fared better than

its manufacturing industry as a whole.

Employment in both paper and non-

farm food production have done well

in all three states; in both Kentucky

and Pennsylvania, employment in

food manufacturing has increased

from December 2000 levels.
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Savings Institutions
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FDIC-insured saving institutions re-

ported net income of $3.97 billion for

2002:IIIQ, which was $511 million

(14.8%) higher than a year earlier.

Compared to the previous quarter, it

increased by $90 million. As in recent

quarters, net income was buttressed

by one-time gains in securities

sales—to the tune of $1.87 billion. 

S&Ls’ non-interest (fee) income

decreased slightly from the previous

quarter to $2.5 billion and was 14.7%

lower than the third quarter a year

earlier. Total interest income in

2002:IIIQ was 12.9% lower than the

same quarter of 2001. However,

lower interest rates reduced the cost

of borrowing faster than interest 

income, resulting in a 7.3% increase

in net interest income.

Saving institutions’ strong earnings

performance is once again apparent

in the net interest margin (calculated

as interest plus dividends earned on

interest-bearing assets minus interest

paid to depositors and creditors; it is

expressed as a percentage of average

earning assets). During 2002:IIIQ,

S&Ls’ net interest margin declined

only slightly to 3.48% from 3.52% in

the second quarter, its highest level

since 1993. This factor, coupled with a

decline in asset growth to 3.87%,

pushed S&Ls’ return on assets to

1.2% and their return on equity to

13.19%.

In 2002:IIIQ, net loans and leases

as a share of total assets increased to

65.4%. This is less than the recent

(continued on next page) 
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Savings Institutions (cont.)
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high of 67.9% in 2000:IIIQ and indi-

cates a continued decline in savings

institutions’ direct holdings of loans. 

Asset quality improved slightly in

the third quarter. Net charge-offs

(gross charge-offs minus recoveries)

improved slightly from the end of

2001. The ratio of net charge-offs to

loans stood at 0.25%. Problem assets

(non-current assets plus other real

estate) made up 0.66% of total assets.

This represented only a slight in-

crease in the problem asset ratio

from 2002:IIQ and mirrors the results

from 2001:IIIQ.

Problem S&Ls (those with sub-

standard exam ratings) reached

1.48%, the highest level since 1997.

However, asset quality is not a signifi-

cant problem for FDIC-insured sav-

ing institutions, where the percent of

unprofitable institutions is falling.

The coverage ratio in 2002:IIIQ was

$1.08 in loan-loss reserves for every

dollar of non-current loans, up from

$1.02 at the end of 2001. The in-

crease in the coverage ratio resulted

from a $687 million increase in loan

loss reserves, which more than offset

the $239 million rise in non-current

loans since the end of 2001. For

2002:IIIQ, core capital, which pro-

tects saving institutions against unex-

pected losses, increased to 8.09%

from 7.77% in 2001.
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Foreign Central Banks
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a.  Federal Reserve: overnight interbank rate. Bank of Japan: a quantity of current account balances (since December 19, 2001, a range of the quantity of 
current account balances).  Bank of England and European Central Bank: two-week repo rate. 
b.  Current account balances at the Bank of Japan are required and excess reserve balances at depository institutions subject to reserve requirements plus the
balances of certain other financial institutions not subject to reserve requirements. Reserve requirements are satisfied on the basis of the average of a bank's
daily balances at the Bank of Japan starting the sixteenth of one month and ending the fifteenth of the next.
SOURCES:  Board of Governors of the Federal Reserve System; Bank of Japan; European Central Bank; Bank of England; and Bloomberg Financial 
Information Services.

The Bank of England reduced its pol-

icy rate by 25 basis points to 3.75% on

February 6. Its Monetary Policy Com-

mittee said the cut was necessary to

keep inflation on track, given weaker-

than-anticipated demand both globally

and domestically. The quantity-setting

Bank of Japan has been supplying

slightly more than ¥20 trillion in cur-

rent account balances, the upper end

of its target range for the past three

months. The Bank has added about

¥15 trillion to the level of current 

account balances over the past two

years, whereas required reserves have

grown by less than half a trillion.

In the Americas, several currencies

have depreciated sharply in recent

months. The Venezuelan bolivar has

lost about 30% of its value since the

onset of a widespread national strike

on December 2, 2002. In late January,

the central bank suspended foreign

currency trading for a week in re-

sponse to declining foreign exchange

reserves. Since then, the nation’s

president has announced the imposi-

tion of exchange controls, now in the

process of being formulated.

Brazil’s real has depreciated some-

what, despite the country’s smooth

transition to a new administration.

The central bank raised its policy rate

50 basis points in mid-January but 

decided to accept most of the imme-

diate impacts of last year’s deprecia-

tion on the 2003 inflation rate. 

Argentina’s peso depreciated sharply

at the end of January, even though

the country’s new credit agreement

with the International Monetary Fund

averted imminent default. For both of

these currencies (as well as the Mexi-

can peso), depreciation is said to be

partly a response to an increasing

likelihood of U.S. military action in

the Middle East.

–5

–4

–3

–2

–1

0

1

2

3

4

5

6

7

7/14/1 10/1 1/1 4/1 7/1 10/1 1/1

–35

–30

–25

–20

–15

–10

–5

0

5

10

15

20

25

Percent, daily Trillions of yen

MONETARY POLICY TARGETSa

Bank of England

European Central Bank

Federal Reserve

Bank of Japan

2001 2002 2003


	et 20030201 the economy in perspective pdf
	The Economy in Perspective

	et 20030201 inflation and prices pdf
	December Price Statistics
	CPI AND CPI EXCLUDING FOOD AND ENERGY
	CPI AND TRIMMED-MEAN CPI MEASURES
	4.00 HOUSEHOLD INFLATION EXPECTATIONS
	CPI ENERGY
	WEST TEXAS INTERMEDIATE CRUDE OIL
	OPEC Crude Oil Production, February 2003
	ENERGY CONSUMPTION PER DOLLAR OF REAL GDP (thousands of barrels per day)
	Text

	et 20030201 monetary policy pdf
	RESERVE MARKET RATES
	IMPLIED YIELDS ON FEDERAL FUNDS FUTURES
	YIELD CURVE
	IMPLIED FORWARD RATES
	TREASURY-BASED INFLATION INDICATORS
	THE MONETARY BASE
	THE M1 AGGREGATE
	THE M2 AGGREGATE
	Text

	et 20030201 the taylor rule pdf
	ESTIMATE USING INFLATION VERSUS ACTUAL FEDERAL FUNDS RATE
	ESTIMATE USING INFLATION AND THE OUTPUT GAP VERSUS ACTUAL FEDERAL FUNDS RATE
	GDP GROWTH
	EMPLOYMENT GROWTH
	3 ESTIMATE USING INFLATION, THE OUTPUT GAP, AND EMPLOYMENT VERSUS ACTUAL FEDERAL FUNDS RATE
	ERRORS IN TAYLOR RULE–TYPE ESTIMATES
	YEAR-AHEAD HOUSEHOLD INFLATION EXPECTATIONS
	FIVE-YEARS-AHEAD HOUSEHOLD INFLATION EXPECTATIONS
	Text

	et 20030201 dollar depreciation and the current account pdf
	CURRENT ACCOUNT
	MAJOR CURRENCY INDEX
	NET INTERNATIONAL INVESTMENT POSITION
	BILATERAL EXCHANGE RATES
	Text

	et 20030201 chinas deflation pdf
	REAL ECONOMIC GROWTHa
	CONSUMER PRICES
	TRADING PARTNERS, 2001
	TRADE BALANCE
	Text

	et 20030201 economic activity pdf
	Real GDP and Components, 2002:IVQ
	CONTRIBUTION TO PERCENT CHANGE IN REAL GDP
	REAL GDP AND BLUE CHIP FORECAST
	REAL PERSONAL INCOME AND SPENDING TRENDS
	INDUSTRIAL PRODUCTION AND CAPACITY UTILIZATION
	NONFARM PAYROLL EMPLOYMENT
	TOTAL RETAIL SALES
	HOME SALES
	Text

	et 20030201 labor markets pdf
	AVERAGE MONTHLY NONFARM EMPLOYMENT CHANGE
	Labor Market Conditions
	LABOR MARKET INDICATORS
	DIFFUSION INDEX OF EMPLOYMENT
	Text

	et 20030201 manufacturing employment pdf
	YEAR-OVER-YEAR EMPLOYMENT CHANGES
	FOURTH DISTRICT STATES’ MANUFACTURING EMPLOYMENT
	12-MONTH DIFFUSION INDEX OF EMPLOYMENT
	Employment Growth in Manufacturing Industries
	EMPLOYMENT GROWTH IN MANUFACTURING INDUSTRIES, 2000–02 (THREE-DIGIT SIC CODES) a
	EMPLOYMENT GROWTH IN MANUFACTURING INDUSTRIES, 2001–02 (THREE-DIGIT SIC CODES) a
	OHIO’S MANUFACTURING EMPLOYMENT
	PENNSYLVANIA’S MANUFACTURING EMPLOYMENT
	KENTUCKY’S MANUFACTURING EMPLOYMENT
	Text

	et 20030201 savings institutions pdf
	NET INCOMEa
	SOURCES OF INCOME
	NET INTEREST MARGIN AND ASSET GROWTH
	EARNINGS
	NET LOANS AND LEASES
	ASSET QUALITY
	HEALTH
	CAPITAL
	Text

	et 20030201 foreign central banks pdf
	MONETARY POLICY TARGETS
	BANK OF JAPAN
	FOREIGN CURRENCY PER U.S. DOLLAR 450 FOREIGN CURRENCY PER U.S. DOLLAR
	FOREIGN CURRENCY PER U.S. DOLLAR
	Text


