
Caveat forecaster…The most remarkable aspect of

current economic conditions is that they are so un-

remarkable. Real GDP expanded at a 3.7 percent

rate during the last four quarters, the unemploy-

ment rate stands at 5.2 percent, and core CPI infla-

tion registered 2.2 percent during the last 12

months. In other words, the economy is expanding

somewhat faster than its long-term average, unem-

ployment is at its long-term average, and the infla-

tion rate is low and stable. Many forecasters expect

real GDP to expand at a slightly slower rate in 2005

than in 2004, but still at a solid pace. Inflation is also

thought to be well anchored although inflation mea-

sures were slightly elevated during the past year. 

Most analysts’ relatively sanguine picture of 2005

does not necessarily mean that it will turn out to be

a ho-hum year. First, any forecast is just that, a fore-

cast subject to various risk factors. Some, like energy

prices, seem obvious. Others, like the pace of pro-

ductivity growth, are more subtle. If productivity

growth slows significantly from its pace of the last

decade, might pressure on wages and inflation

going forward be stronger than what is built into the

average forecast? What about household consump-

tion? If consumers decide to increase their personal

saving rates after a long period of decline, might that

not come at the expense of some of the consump-

tion spending already built into the projections? 

Professional forecasters, who know more about

these risks than the public does, use projections to

evaluate exposure to various possible scenarios—

they do not simply plan for the most likely one.

Another reason to be skeptical about forecasts

for 2005 is that economists have more talent for 

describing the future than putting a date on it. The

U.S. current account deficit and the dollar provide a

good example: Several years ago, a number of econ-

omists pointed out that if our current account con-

tinued on its (then) present course, one might 

reasonably expect the U.S. dollar to depreciate

against its trading partners’ currencies. The logic of

this prediction rested on the much-quoted observa-

tion that unsustainable events have a way of stop-

ping. If the current account deficit ever stopped

growing in proportion to our GDP, economic 

theory and historical precedent suggested that dol-

lar depreciation would probably be part of the 

adjustment process. 

Some forecasters called for a little depreciation,

others for a lot. Some expected a sharp adjustment,

others a prolonged rebalancing. Whatever their

views, they all looked foolish as long as the current

account deficit continued to deepen without conse-

quence for the dollar. Eventually, these forecasters’

main point proved correct—the dollar did depreci-

ate on a trade-weighted basis against foreign cur-

rencies. Whether the amount has been large or

small, and the pace fast or slow, lies in the eyes of

the beholder. Moreover, the current account deficit

itself has not yet begun its predicted reversal, creat-

ing yet another opportunity for differences of opin-

ion regarding the timing and magnitude of its doing

so.; it is also plausible that it will not occur at all.

Forecasters tackle even longer-term issues than

the current account, such as the solvency of the 

Social Security system. In that debate, the Social Se-

curity trustees and the Congressional Budget 

Office, respectively, estimate that the system will be

unable to pay its obligations in about 40 or 50 years.

Of course, some scenarios telescope that date 

forward and others push it back even further, but

the indisputable fact is that something’s got to give.

Some people argue that 40 to 50 years is a long

time, and since anything can happen—including a

favorable economic future—why bother to press

for reforms now. Others contend that since any-

thing can happen—including a less favorable finan-

cial future—it is prudent to plan for insolvency now. 

One reason to plan ahead for insolvency arises

from another set of projections: Medicare and Med-

icaid deficits will increase rapidly as a share of GDP

at the same time that Social Security is headed 

toward insolvency. Although many potential solu-

tions could put these programs back on sustainable

financial paths, predicting when and how a solution

will be reached seems as useless today as forecast-

ing when and how much the dollar would depreci-

ate seemed a few years ago. But we are enriched by

the exercise. 
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Inflation and Prices
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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 
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During December, the Consumer

Price Index (CPI) declined at a 0.6%

annualized rate, reflecting a 19.8%

drop in energy prices. The core CPI

rose 1.8% for the second straight

month, while the median CPI in-

creased 2.1%.

Growth in retail price measures ac-

celerated in 2004; however, core mea-

sures, which exclude the more volatile

food and energy prices, showed more

modest growth (between 1.5% and

2.5%). After rising 1.9% in 2003, the

CPI advanced 3.3% in 2004—its

largest annual increase since 2000.

The Bureau of Labor Statistics attrib-

uted about one-third of the rise to a

16.6% increase in energy prices over

the year. Growth in retail prices was

more subdued and consistent across

the alternative retail price measures.

The core CPI rose a more moderate

2.2% in 2004, but still doubled its

2003 growth rate of 1.1%. The Bureau

of Labor Statistics attributed three-

fourths of the acceleration to rising

prices for new and used vehicles and

shelter costs. In 2004, the median CPI

rose 2.4%, and the 16% trimmed-mean

CPI rose 2.2%. The core Personal Con-

sumption Expenditure (PCE) price

index, which measures prices for an al-

ternative consumer-goods market bas-

ket, rose a modest 1.5% over the year. 

Looking ahead, survey data from

U.S. households indicate that retail

prices over the next 12 months are

expected to rise 3
1/

2%—about the

same inflation expectation that

households have held over most of

the past three years. In fact, if we ex-

clude the sharp drop that followed

(continued on next page) 

December Price Statistics

Percent change, last: 2004
1 mo.a 3 mo.a 12 mo. 5 yr.a avg.

Consumer prices 

All items –0.6 3.0 3.3 2.5 3.4

Less food
and energy 1.8 2.0 2.2 2.1 2.3

Medianb 2.1 1.8 2.4 2.9 2.4

Producer prices

Finished goods –7.6 6.3 4.1 2.2 4.4

Less food and
energy 1.6 2.6 2.2 1.0 2.2
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Inflation and Prices (cont.)
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the change in the 12-month inflation trend during the previous month.
SOURCES: U.S. Department of Labor, Bureau of Labor Statistics; Federal Reserve Bank of Cleveland; and University of Michigan.

September 11, 2001, household in-

flation expectations have fluctuated

within a rather narrow range over

much of the past 10 years. In other

words, households seem to accept

that inflation has been following a

rather steady course and they expect

moderate inflation to continue in 

the future. 

Clearly, as the trend rate of infla-

tion has moderated over time, so too

has inflation’s year-to-year volatility.

Indeed, the trend’s volatility, which

decreased dramatically with the great

disinflation of the early 1980s, has

been reduced further as inflation has

moved even lower in the current

decade. The more stable inflation 

environment has been accompanied

by reduced volatility in household 

inflation expectations. That is, house-

holds’ inflation sentiment appears to

be more firmly “anchored” than in

the past. 

A crude way to gauge that steadi-

ness is to consider what impact a

change in the inflation trend has 

on household predictions for future 

inflation—are they likely to perceive

a change in the inflation trend as a

passing event or a persistent phe-

nomenon? In the late 1970s to early

1980s, about 30% of any change in

the inflation trend stayed in house-

hold inflation predictions for the next

year. Over the past 10 years, changes

in the inflation trend seem to have

had considerably less influence on the

public’s outlook; during that period,

only about 9% of the change in an 

observed trend became embedded in

year-ahead inflation expectations.
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Monetary Policy
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a.  The far-right bars refer to the most recent data available. Growth rates are calculated on a fourth-quarter over fourth-quarter basis except for the far-right bar
for M2, which refers to the annualized year-to-date growth rate from 2004:IVQ to January 2005. All data are seasonally adjusted.
b.  The sweep-adjusted base contains an estimate of required reserves saved when balances are shifted from reservable to nonreservable accounts. Sweep-
adjusted M1 contains an estimate of balances temporarily moved from M1 to non-M1 accounts.
c.  Sweep-adjusted base.
d.  Sweep-adjusted M1.
e.  Demand deposits and other checkable deposits.
SOURCE: Board of Governors of the Federal Reserve System, “Money Stock Measures,” Federal Reserve Statistical Releases, H.6.

Growth in the sweep-adjusted mone-

tary base (total currency in circulation

plus total reserves plus vault cash of

depository institutions not applied to

reserve requirements) has been fairly

constant for a couple of years. In 2004,

however, it showed an annual growth

rate of 5.9%, slower than its 7.5% aver-

age for 1999–2003. Base growth de-

clined, primarily because currency

growth slowed. Currency growth

moderated to an annual rate of 5.5%,

in contrast with its five-year average

of 7.7%. On the other hand, total

reserves rose 7.2% in 2004 after falling

0.6% over the previous five years.

M1, which consists of currency in

the hands of the public plus demand

and other checkable deposits, is a

slightly broader monetary aggregate.

Like the monetary base, sweep-

adjusted M1 growth has been fairly

stable for a couple of years. Unlike

base growth, however, M1 growth was

slightly higher than its 1999–2003 

average. Much of this acceleration 

resulted from a sharp increase in the

sum of demand deposits and other

checkable deposits, which represent

roughly 48% of M1. After falling 0.1%

in 1999–2003, its growth rate rose

5.4% in 2004. 

An even broader monetary aggre-

gate, M2, grew 5.1% in 2004, 1.8 per-

centage points less than its 1999–2003

average. This slower growth resulted

from a 12% decline in retail money

market mutual funds and a slight

(0.4%) decline in small time deposits

in 2004. These declines partly offset

the 7% advance in M1 and the 10.8%

increase in savings deposits in 2004. 
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Growth Rates of Monetary Components
(percent)

Average,
Annual 1999–

1999 2000 2001 2002 2003 2004 2003
Monetary

basec 12.7 2.1 8.8 7.8 6.2 5.9 7.5

M1d 5.0 1.7 8.5 6.7 7.5 7.0 5.9

M2 6.2 6.1 10.2 6.7 5.3 5.1 6.9

Currency 11.1 4.3 9.1 8.2 5.9 5.5 7.7

Total 
reserves –7.2 –6.2 8.7 –6.6 8.2 7.2 –0.6

Check and
demande –4.8 –6.8 5.2 –1.5 7.3 5.4 –0.1

Money market
funds 13.6 11.4 7.8 –6.6 –11.6 –12.0 2.9

Small time
deposits –0.7 9.6 –5.0 –9.1 –9.3 –0.4 –2.9

Savings
deposits 10.1 6.7 21.7 21.1 15.2 10.8 15.0

(continued on next page) 
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Monetary Policy (cont.)
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b.  Daily observations. 
c.  Probabilities are calculated using trading-day closing prices from options on February 2005 federal funds futures that trade on the Chicago Board of Trade.
d.  Probabilities are calculated using trading-day closing prices from options on April 2005 federal funds futures that trade on the Chicago Board of Trade.
e.  Probabilities are calculated using trading-day closing prices from options on May 2005 federal funds futures that trade on the Chicago Board of Trade.
f.  The corrected TIPS yield is adjusted for the liquidity premium.
g.  The liquidity premium is calculated as the difference between yields of on-the-run versus off-the-run conventional Treasuries, using data from the Board of
Governors of the Federal Reserve System.
SOURCES: Board of Governors of the Federal Reserve System, “Selected Interest Rates,” Federal Reserve Statistical Releases, H.15; Chicago Board of Trade;
and Bloomberg Financial Information Services.

At its meeting on December 14,

2004, the Federal Open Market Com-

mittee raised the target federal funds

rate 25 basis points (bp) to 2.25%, the

fifth such increase since the rate stood

at 1% in June 2003. Evidence from op-

tions on federal funds futures implies

that market participants expect a 25

bp rate increase at each of the next

three meetings, which would raise the

target federal funds rate to 3% after

the May meeting.

The yield curve has flattened con-

tinuously over the past few months.

The yield spread between the 10-year

Treasury note and the three-month

Treasury bill dropped from 343 bp 

in June to 182 bp in late January. 

Although an inversion of the yield

curve frequently portends a recession,

as it did in 2001, a flattening of the

yield curve is not necessarily bad news

for the economy. Flattening can result

from changes in economic fundamen-

tals, inflation expectations, or both.

The yield curve can be expected to

flatten with increases in short-term 

interest rates if long-term inflation

expectations remain well anchored. 

If we use Treasury inflation-protected 

securities (TIPS) to gauge inflation ex-

pectations over the next 10 years, we

see that both the raw TIPS numbers

and those adjusted for liquidity risk are

hovering around 2.6%. The five recent

hikes of 25 bp each in the target rate,

coupled with the market’s expectation

of gradual, continued tightening, seem

to have reinforced the public’s confi-

dence that the Federal Reserve will not

let inflation accelerate. 
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Effective federal funds ratea

Intended federal funds rateb

Discount rateb

Discount rateb

Anticipated Target Federal Funds Rates
(calculated January 27, 2004)

February 1–2 meeting

Target federal funds rate 2.25% 2.50% 2.75%

Implied probabilityc 0.0% 98.5% 1.5%

March 22 meeting

Target federal funds rate 2.25% 2.50% 2.75% 3.00%

Implied probabilityd 0.4% 4.5% 85.3% 9.8%

May 3 meeting

Target federal funds rate 2.50% 2.75% 3.00% 3.25%

Implied probabilitye 3.4% 13.3% 66.2% 17.1%
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Business Cycles
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a.  Shaded bars indicate periods of recession.
b.  Prices of West Texas intermediate crude oil, deflated by the Consumer Price Index. 
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SOURCES: U.S. Department of Commerce, Bureau of Economic Analysis; Board of Governors of the Federal Reserve System, “Selected Interest Rates,”
Federal Reserve Statistical Releases, H.15; and Wall Street Journal.

Oil prices and the federal funds rate

typically spike before recessions. Both

are likely to be causal factors, although

the spikes’ timing and impact on the

economy vary. Oil prices spiked before

the 2001 downturn, but earlier than

they typically do. And although the fed

funds rate also jumped, the increase

was less pronounced than usual,

which suggests that policy changes

were not as influential as they some-

times have been.

The 2001 recession was driven 

primarily by investment, which fell

nearly twice as far from its peak as it

typically does. One reason for this,

distinct from both oil prices and 

interest rates, may have been excess

investment or “capital overhang”

leading into the recession. But the

real anomaly was not how the econ-

omy behaved going into the reces-

sion but how it behaved coming out.

Now, nearly four years after the Na-

tional Bureau of Economic Research

declared the recession officially over,

employment is just approaching its

prerecession level; in a typical recov-

ery, it would be 6% higher than 

it was before the downturn. Some 

researchers believe that the persis-

tently weak employment numbers

reflect a fundamental restructuring in

the economy. They point out that 

almost all the layoffs in this recession

were permanent; temporary layoffs,

which generally increase during a 

recession, were unusually flat. 
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Business Cycles (cont.)
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b.  Shaded bars indicate periods of recession.
c.  Prices of West Texas intermediate crude oil, deflated by the Consumer Price Index, 2004 dollars per barrel.
d.  Includes peaks that started in 1973:IVQ, 1980:IQ, 1981:IIIQ, and 1990:IIIQ.
SOURCES: U.S. Department of Labor, Bureau of Labor Statistics; and Wall Street Journal.

Yet using the recession to explain

what has been going on in the recov-

ery may be misleading. The reces-

sion, which ended almost four years

ago, is in many ways a distant mem-

ory. While the recovery has been

atypical, the terminology unfortu-

nately causes us to focus on the re-

cession for what was, and to some

extent still is, happening. But the

cause of the “job-loss recovery” may

be independent of what originally

caused the 2001 downturn. If that is

so, what explains the labor market’s

sluggishness? 

Productivity growth doesn’t seem

to be the answer. It has been robust,

so that one would expect firms to

have hired more workers. Perhaps

the causes of labor’s feeble recovery

are the usual ones: interest rates, oil

prices, or a combination of the two.

Interest rates, however, were cut as

aggressively and consistently as after

a typical recession. Oil, however, is a

likely culprit. At the end of 2001,

crude oil sold for $20 per barrel; 

a year later a barrel was going for 

$30. After a short pause, oil prices 

continued their near-relentless climb,

peaking at nearly $50 per barrel at

the close of 2004. This strongly sug-

gests that oil has been a major cause

of employment’s inability to recover

from the recession. Yet high oil prices

have not translated into another 

recession; the economy seems to 

be healthy otherwise. Productivity’s

steady advance has allowed output to

continue growing.
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The Chinese Renminbi
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During the 12 months ending in No-

vember 2004, the U.S. registered a

$157.6 billion deficit in goods trade

with China, a shortfall that accounts

for nearly 25% of the total U.S. trade

deficit. In recent years, China gener-

ally has run a current account surplus

equal to approximately 3% of its GDP

and has experienced direct invest-

ment inflows of a similar magnitude.

Contrary to the claims of many ana-

lysts, China’s exchange rate policies

do not seem to explain much of its

trade performance. 

In 1995, China pegged its currency,

the renminbi, to the U.S. dollar at 

approximately Rmb 8.3 per dollar.

This peg, however, tells us nothing

about China’s competitiveness relative

to the U.S. because it ignores price 

patterns. The real renminbi–dollar 

exchange rate adjusts the exchange

rate peg for changes in relative infla-

tion rates, thereby providing a clearer

picture of China’s competitiveness. 

On a real basis, the dollar has appre-

ciated only 2.5% against the renminbi

since the beginning of the peg; that

movement cannot confer much of 

a trade advantage on China. The real 

exchange rate has, however, under-

gone some large swings. Between

June 1995 and October 1997, the dol-

lar depreciated 11.4% against the ren-

minbi because China’s inflation rate

exceeded that of the U.S. Between

October 1997 and October 2003, how-

ever, the dollar appreciated 17.3%

against the renminbi on a real basis 

because China’s inflation rate was

lower than that of the U.S. Since 

October 2003, China’s inflation rate

has generally exceeded ours, and the

dollar has again depreciated 1.4%

against the renminbi on a real basis. 

To keep the renminbi pegged at

Rmb 8.3 per dollar in the face of an

overall balance-of-payments surplus,
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The Chinese Renminbi (cont.)

CHINA’S MAJOR SOURCES OF IMPORTS, 2003
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SOURCE: International Monetary Fund, International Financial Statistics, Direction of Trade Statistics Yearbook 2004.

the People’s Bank of China, the coun-

try’s central bank, buys dollars on 

the foreign exchange market. The

process expands China’s monetary

base and risks generating inflation. In

fact, this mechanism will prevent

China from realizing a long-term

trade advantage from its peg, be-

cause a rising inflation rate will dull

China’s competitive edge. 

The People’s Bank of China can

frustrate the impact of its dollar 

acquisitions on its monetary base

and inflation by selling domestic 

assets from its portfolio or by in-

creasing nonmonetary liabilities on

its balance sheet, but since the in-

ception of the peg in 1995, the bank

has generally not done so. Between

1995:IIQ and 2004:IIIQ, China’s cen-

tral bank acquired the equivalent of

Rmb 3.4 trillion in foreign exchange,

and its monetary base grew nearly

Rmb 4 trillion. 

Since the end of 2000, however, the

picture has changed. The People’s

Bank has acquired nearly Rmb 2.4 tril-

lion in foreign assets, but the mone-

tary base has grown only Rmb1.9 tril-

lion. The bank has offset the effect of

reserve growth on its monetary base

by reducing its holdings of domestic

assets slightly and by increasing

other, nonmonetary liabilities on its

balance sheet. Overall, since 2000,

the bank has neutralized 20% of the

increase in its foreign reserves. It has

also raised reserve requirements, 

another anti-inflation measure, and

the government has tried to slow 

investment spending.  

To be sure, China has many artificial

barriers to trade and financial flows

that help it sustain an overall balance-

of-payments surplus, but the contribu-

tion of its exchange rate policies

seems to have been overstated. 
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2004:IIIQ 1,918.01 2,387.07 –92.18 376.87
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Economic Activity
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b.  Components of real GDP need not add to the total because the total and all components are deflated using independent chain-weighted price indexes.
c.  Data are seasonally adjusted and annualized.
d.  Blue Chip panel of economists.
SOURCES: U.S. Department of Commerce, Bureau of Economic Analysis; U.S. Department of Labor, Bureau of Labor Statistics; National Bureau of Economic
Research, National Income and Product Accounts; and Blue Chip Economic Indicators, January 10, 2004.

Real GDP grew at an annual rate of

3.1% in 2004:IVQ, according to the

U.S. Commerce Department’s ad-

vance estimate. This was 0.9 percent-

age point (pp) lower than the

2004:IIIQ growth rate of 4.0%. The

growth rate slowed for most subcom-

ponents, most notably exports,

which decreased at an annualized

rate of 3.9% in the fourth quarter

after increasing 6.0% in the third.

Durable goods increased 6.7% in

2004:IVQ, compared with an increase

of 17.2% the previous quarter, and

national defense spending was un-

changed after growing at an annual-

ized rate of 10.0%.

Unlike 2004:IIIQ, when changes in

private inventories subtracted 1.0 pp

(pp), they contributed 0.4 pp to real

GDP growth in 2004:IVQ.  However,

this was offset by net exports, which

subtracted 1.7 pp.  

Blue Chip forecasters had pre-

dicted growth of 3.7% for 2004:IVQ,

0.6 pp higher than the advance esti-

mate of 3.1%. It was also 0.1 pp lower

than the 30-year average and the

lowest annual growth rate since

2003:IQ, when the economy grew at

1.9%.  However, Blue Chip forecast-

ers estimate that growth will average

3.5% in 2005.

There are often substantial revisions

to the National Income and Product

Accounts between the advance and

final estimates. Supply-side compo-

nents give some hint of the likely 

direction of these revisions. Growth in

capacity utilization was up 1.4 pp.

Hours were down 1.0 pp, while em-

ployment was up more than 0.6 pp.

(continued on next page) 

Real GDP and Components, 2004:IVQa,b

(Advance estimate)
Annualized

Change, percent change 
billions Current Four
of 2000 $ quarter quarters

Real GDP 84.7 3.1 3.7
Personal consumption 87.6 4.6 3.9
Durables 18.3 6.7 6.3
Nondurables 31.5 5.8 4.3
Services 39.4 3.7 3.2

Business fixed 
investment 31.0 10.3 9.9
Equipment 35.9 14.9 13.6
Structures –2.5 –4.1 –1.6

Residential investment 0.4 0.3 5.7
Government spending 4.6 0.9 1.6
National defense 0.0 0.0 5.5

Net exports –48.7 __ __
Exports –11.1 –3.9 4.1
Imports 37.6 9.1 9.2

Change in business
inventories 11.3 __ __
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Economic Activity (cont.)
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Nonfarm employees, annualized quarterly percent changea
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INDUSTRIAL PRODUCTION AND REAL GDP GROWTH

Industrial production, annualized quarterly percent change

Real GDP, annualized quarterly percent change

NOTE: All data are seasonally adjusted and annualized.
a.  Establishment survey.
SOURCES: U.S. Department of Commerce, Bureau of Economic Analysis; U.S. Department of Labor, Bureau of Labor Statistics; and Board of Governors of the
Federal Reserve System.

Given capital and labor shares for the

U.S. economy, this evidence suggests a

more modest fall in GDP than the ad-

vance estimate. The increase in indus-

trial production lends further support

to this conclusion.

A relationship between GDP and in-

puts (which generally are measured

more frequently) allows inferences

about what the final GDP might be.

There is a positive correlation of 0.63

between growth in capacity utilization

and real GDP growth. Capacity utiliza-

tion refers to how intensively capital is

being used. Capital’s share of income

is roughly 30%, so an increase of 1 pp

in capacity utilization should raise

GDP 0.3 pp.

Labor input is probably best mea-

sured by hours of work. The correla-

tion between growth in hours and

growth in real GDP is 0.57, showing

that these series are also positively 

associated. Labor’s share of income 

is around 70%, so a 1 pp increase in

the growth of hours should translate

into a 0.7 pp increase in the growth

of real GDP.

Employment is an alternative mea-

sure of the labor input. Employment

growth is also positively correlated

with real GDP (0.50), although less

closely than hours.

Industrial production is an output

measure that is less inclusive than

GDP. An advantage of looking at this

series is that it is available monthly,

whereas GDP is available only on a

quarterly basis. The correlation be-

tween the growth in these two series

is relatively strong at 0.69.
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Labor Markets
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12-month percent change, quarterly

Compensation

Employer costs for employee benefits
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NOTE: All data are seasonally adjusted unless otherwise noted.
a.  Financial activities include the finance, insurance, and real estate sector and the rental and leasing sector.
b.  Professional and business services include professional, scientific, and technical services, management of companies and enterprises, administrative and
support, and waste management and remediation services. 
c.  Data not seasonally adjusted.
SOURCE: U.S. Department of Labor, Bureau of Labor Statistics.

Nonfarm payroll employment in-

creased 146,000 in January. Decem-

ber’s growth was revised down

24,000, although the employment

level was raised 161,000 after the

benchmark revision and updating of

seasonal factors. Payroll employment

declined by 2.7 million from February

2001 to May 2003, but has increased

by the same number since then.

Service-providing industries in-

creased by 177,000 jobs in January;

education and health services con-

tributed 35,000, approximating the

monthly gain in 2004. Manufacturing

jobs fell by 25,000 in January, nearly

half in the transportation equipment

industry. After increasing 85,000 from

January through August of last year,

manufacturing payrolls have fallen by

61,000. Construction jobs fell 9,000,

the first decline since February 2004,

possibly because of adverse weather. 

In January, the unemployment rate

fell 0.2 percentage point (pp) to 5.2%,

mostly the result of lower labor force

participation. The unemployment rate

has fallen more than 1 pp from its 6.3%

peak in June 2003. The employment-

to-population ratio, which changed 

little during the same period, re-

mained at 62.4% in January.  

The Employment Cost Index, which

measures changes in compensation

costs not influenced by employment

shifts across industries or occupations,

rose 0.7% from 2004:IIIQ to 2004:IV; its

components, wages/salaries and bene-

fits costs, increased 0.4% and 1.4%,

respectively; benefits accounted for

more than 60% of the total compensa-

tion increase, continuing recent years’

trends of accelerating benefits costs

and declining wage and salary growth. 
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AVERAGE MONTHLY NONFARM EMPLOYMENT CHANGE

200520042004

Change, thousands of workers

Labor Market Conditions

Average monthly change
(thousands of employees, NAICS)

Jan.
2001 2002 2003 2004 2005

Payroll employment –148 –45 8 181 146

Goods producing –124 –76 –42 27 –31
Construction –1 –7 10 22 –9
Manufacturing –123 –67 –51 3 –25

Durable goods –88 –48 –32 8 –12
Nondurable goods –35 –19 –19 –5 –13

Service providing –25 30 50 154 177
Retail trade –24 –10 –5 13 19
Financial activitiesa 8 6 7 12 21
PBSb –63 –17 22 43 25

Temporary help svcs. –37 2 12 16 18
Education & health svcs. 50 40 30 34 35
Leisure and hospitality 46 21 –4 22 20

Average for period (percent)

Civilian unemployment 
rate 4.8 5.8 6.0 5.5 5.2
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Job Reallocation in the Recovery
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a.  Recession periods dated by the National Bureau of Economic Research.
b.  Job losers not on temporary layoff include permanent job losers or persons who completed temporary jobs.
c.  Displaced workers are those who had three or more years-tenure on a job they lost or left because of plant or company closings or moves, insufficient work,
or elimination of their positions or shifts. Includes only private nonfarm wage and salary workers 20 years and older.
d.  For example, for workers displaced in the January 2001–December 2003 period, measures the percent unemployed in January 2004.
e.  The bubble area is proportional to industry employment (two-digit SIC) at business cycle peak. Omits metals mining and includes only commercial banks, not all
depository institutions. See Erica L. Groshen and Simon Potter, Federal Reserve Bank of New York, Current Issues in Economic and Finance, August 2003.
f.  Gross job gains are net gains at expanding or opening firms.  Gross job losses are net losses at contracting or closing firms.
SOURCE: U.S. Department of Labor, Bureau of Labor Statistics.

The labor market recovery after the

November 2001 business cycle trough

has been unusually weak. Has in-

creased sectoral reallocation (a perma-

nent shift in the way employment is

distributed among economic sectors)

been a factor in this slow transition? 

The recessions of the 1970s and

1980s had a feature that the 1990–91

and 2001 episodes lacked: a spike in

the percentage of labor force partici-

pants on temporary layoff. The de-

crease in temporary layoffs com-

pared to other layoffs during the last

recession is consistent with the idea

of increased sectoral reallocation.  

What is more likely to be seen in

sectoral reallocations is increased

worker displacement. The years cov-

ered by the two most recent Displaced

Worker Surveys (DWS) showed spikes

in displacements.  And researchers

have found that worker displacement

rates fell less in the 1990s than one

might have expected, given the strong

labor market conditions.

A less roundabout way to identify

sectoral reallocation, suggested by sev-

eral researchers, is seeing how many

industries have employment increases

both during and after a recession or

employment decreases in both phases.

According to these researchers, in-

creased sectoral reallocation is sug-

gested by the larger proportion of in-

dustries in one of these two categories

for the 2001 recession than for previ-

ous episodes. Others take issue with

this methodology. They note that

both job creation and job destruction

have fallen since the last business

cycle peak and contend that this is less

consistent with the hypothesis of 

increased sectoral reallocation.
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Fourth District Employment
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By some measures, Ohio’s economic

performance during the current re-

covery has been disappointing. Ohio

trails the other Fourth District states

in employment growth. Kentucky,

Pennsylvania, and West Virginia have

tracked the nation, more or less,

since the last business cycle peak.

Ohio employment, on the other

hand, lags the national average by

more than four percentage points.

Why is Ohio’s employment growth

so slow? Many have cited weakness in

manufacturing jobs, which account

for 15.3% of the state’s employment.

Since the last business cycle peak,

Ohio has lost 1.6% more manu-

facturing jobs than the nation.

But Pennsylvania, whose industrial

makeup is 12.2% manufacturing, has

lost an even greater percentage of its

manufacturing jobs than Ohio—

about 2% more.

Weakness in nonmanufacturing in-

dustries is what makes Ohio employ-

ment remarkable. Since the last peak,

nonmanufacturing jobs increased by

2% nationwide; in Ohio, they de-
creased by 1.6%.Nonmanufacturing

employment has fared much better in

Pennsylvania and Kentucky, where it

never fell more than 1% from its 2001

levels. These two states have tracked

U.S. nonmanufacturing employment

almost exactly. 
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Education in the U.S. and Fourth District States
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Very few people would deny that

there is a positive relationship be-

tween economic development and

education. How does the Fourth Fed-

eral Reserve District stack up against

the nation? It depends on the state.

Of the four states in the District,

West Virginia had the nation’s second-

lowest share (78.7%) of residents 25

or older with at least a high school

diploma in 2003, less than every state

except Texas. West Virginia was about

10 percentage points lower than

Ohio, the Fourth District leader.

Kentucky was in between, with

82.8% of adults obtaining a high

school diploma. The national aver-

age was 84.6%.

Not surprisingly, educational at-

tainment at the college level shows a

similar pattern. Of the 50 states, West

Virginia had the lowest rate of adults

(people 25 or older) with at least a

bachelor’s degree (15.3%). This rate

was one-third as high as Washington

D.C., the area where the highest

share of residents held at least a

bachelor’s degree. Massachusetts, at

37.6%, led every other state. In Ken-

tucky, 21.3% of the adult population

had a bachelor’s degree or higher.

Ohio and Pennsylvania, the other

Fourth District states, were near the

national average of 27.2%.
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Bankruptcies in the Fourth District
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Bankruptcies cost businesses and

consumers billions of dollars every

year, but they also offer essential pro-

tection for debtors. The two main

types of bankruptcies are Chapter 7

and Chapter 13. In a Chapter 7 bank-

ruptcy, individuals’ or businesses’

debts are abolished, but their nonex-

empt assets are liquidated. Nonex-

empt assets (property that creditors

can take as compensation) differ

from state to state. In a Chapter 13

bankruptcy (Chapter 11 for busi-

nesses), the debtor, creditors, and

court agree on a plan for repayment,

usually within three to five years. 

Bankruptcies in the Fourth District

have tracked the national average

closely over the past decade. Al-

though it is true that the number of

bankruptcies filed is influenced pri-

marily by economic conditions, such

as consumer debt and labor market

changes, it is also a function of legis-

lation. For example, large year-over-

year increases in bankruptcy filings in

2001 were caused by both economic

conditions and proposed bankruptcy

reform legislation that would have

made it more difficult to file after

2001. Although the reform never

passed into law, talk of it caused an 

increase in filings, designed to beat

the proposed legislation. As eco-

nomic conditions improved and talk

of reform quieted, the acceleration in

bankruptcy filings fell off a bit.

Bankruptcy filings in the Fourth

District states generally rose through-

out the last decade. For all four of

these states, bankruptcy levels are at

about the same level as a year ago.
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Banking Structure
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Passage of the 1994 Reigle–Neal Act,

which regulates interstate banking,

spurred consolidation of depository

institutions. The number of FDIC-

insured commercial banks fell from

10,998 at the end of 1993 to 7,672 at

the end of 2004:IIIQ, a decline of

more than 30%. Over the same 

period, the number of FDIC-insured

savings associations fell nearly 40%,

from 2,262 in 1993 to 1,365 at the

end of 2004:IIIQ.

The number of savings associations

offices also declined, but less sharply

than the number of institutions (only

around 20%, from 16,953 in 1993 to

13,571 at the end of 2004:IIIQ). Total

banking offices, however, increased

nearly 20% over that period, from

63,622 to 76,102. From the end of

1993 to September 30, 2004, the total

number of FDIC-insured depository

institutions’ offices increased 11%,

from 80,575 to 89,673. This count does

not include other channels for deliver-

ing banking services, such as auto-

mated teller machines, telephone

banking, and online banking. Hence,

the reduction in the number of in-

sured depository institutions has not

decreased the availability of bank ser-

vices for the average consumer.

Finally, the effects of interstate

consolidation of the banking indus-

try are evident: All but seven states

now report that more than 15% of

depository institutions’ branches are

part of an out-of-state bank or sav-

ings association. And in over half the

states, 30% or more of all branches

are offices of out-of-state depository

institutions. 
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Foreign Central Banks

a.  Federal Reserve: overnight interbank rate. Bank of Japan: a quantity of current account balances (since December 19, 2001, a range of quantity of current
account balances). Bank of England and European Central Bank: repo rate.
SOURCES: Board of Governors of the Federal Reserve System; Bank of England; Bank of Japan; and European Central Bank.

On February 2, the Federal Reserve’s

Federal Open Market Committee

again raised its target for the

overnight interbank (federal funds)

rate by 25 basis points, bringing the

target to 2.50%. The Bank of Eng-

land and the European Central Bank

have not changed their target repur-

chase agreement rates recently, and

the Bank of Japan continues to

maintain its ¥30–¥35 trillion target

for the supply of its current account

balance liabilities. 

The current theory of monetary

policy entails transparency of opera-

tions. Markets can operate more effi-

ciently if the public understands the

policy objective, knows how the cen-

tral bank calibrates its policy instru-

ment to achieve that objective, and 

believes that the central bank is

credible—that is, that it will do what it

says it will. Policy actions usually can be 

detected quickly by expert money

market analysts, but immediate an-

nouncement of an action ensures that

even those who are not active market

participants have up-to-date informa-

tion. Public understanding of the pol-

icy process is enhanced by timely 

release of detailed information about

policy deliberations. The Federal

Open Market Committee recently 

accelerated the release of its minutes

from just after the next meeting to 

before the next meeting. While the

European Central Bank does not

publish minutes, its governor holds a

press conference immediately after

each meeting to characterize the de-

liberations and respond to questions.
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MONETARY POLICY TARGETSa

–1

Frequency of Monetary Policy Meetings

United States: Eight regularly scheduled Federal
Open Market Committee meetings during a year, at
intervals of six to eight weeks.

European Union: Twelve regularly scheduled 
Governing Council meetings during a year, normally
on the first Thursday of each month.

United Kingdom: Twelve regularly scheduled meet-
ings during a year, normally the Wednesday and
Thursday following the first Monday of each month.

Japan: “In principle,” 24 monetary policy meetings
during a year. Typically, meetings are held monthly on
a schedule announced at the end of each quarter for
the following six months.

Minutes of Monetary Policy Meetings

United States: Minutes of scheduled meetings 
released three weeks after the policy decision. 

European Union: No minutes. 

United Kingdom: Minutes of meetings released on
the second Wednesday after the policy decision. 

Japan: Minutes approved at the first or second 
meeting, held about one month after the meeting 
concerned and released after approval.

Other Releases

United States: Press release announcing  the policy
decision immediately after the meeting. No press
conference. Meeting transcripts published with a
five-year lag. 

European Union: Press conference immediately after
the meeting. Press conference transcripts published
on the EU website a few hours later. No press release.
Meeting transcripts not yet published.

United Kingdom: Press release announcing the 
policy decision immediately after the meeting. No
press conference or meeting transcripts.

Japan: Same-day press release of policy decision.
Press conference for a policy change. Meeting tran-
scripts published with a 10-year lag.
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