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Infl ation and Prices
June Price Statistics

07.25.08
by Michael F. Bryan and Brent Meyer

Th e CPI rose at an annualized rate of 13.4 percent 
in June, outpacing all of its longer-term trends 
and pushed up by a 116.3 percent spike in energy 
prices and a 9.6 percent increase in food prices. 
Th e CPI excluding food and energy (core CPI) rose 
3.9 percent during the month, its largest monthly 
increase since November 2001. Both the median 
and trimmed-mean measures were elevated as well, 
rising 4.6 percent and 5.4 percent, respectively. 
Price pressures were not just restricted to consumers 
in June, as the Producer Price Index (PPI) jumped 
23.8 percent during the month. Over the past 
12 months, the PPI has increased 9.1 percent, its 
largest growth rate in 27 years. Excluding food and 
energy, the PPI increased 2.9 percent in June, com-
pared to 4.5 percent over the past 6 months.

Digging deeper into the price-change distribution, 
we see that nearly two-thirds of the CPI’s compo-
nents increased at rates exceeding 3.0 percent, with 
45 percent rising at rates greater than 5.0 percent. 
Over the 12 months prior to this report, only 
23.6 percent of the CPI’s components increased at 
rates greater than 5.0 percent on average. Of the 
45 components that the Federal Reserve Bank of 
Cleveland uses to compute the median CPI, 10 
increased at an annualized rate of 10.0 percent or 
greater.

Th e longer-term trend (the 12-month percent 
change) in all consumer price measures ticked up 
during the month. Since August 2007, the longer-
term trend in the CPI has increased from 2.0 per-
cent to 5.0 percent today. Over the past 12 months, 
the median CPI has increased 3.1 percent, while 
the 16 percent trimmed mean is up 3.2 percent.

Th e prices of both core goods (goods excluding 
food and energy commodities) and core services 
(services excluding energy services) jumped up 
in June, increasing 1.3 percent and 5.0 percent, 
respectively. Over the past 12 months, core services 
prices are up 3.3 percent, while core goods are only 

June Price Statistics 
  Percent change, last

 
 

1mo.a 3mo.a 6mo.a 12mo. 5yr.a 2007 avg.

Consumer Price Index
 All items 13.4 7.9 5.5 5.0 3.6 4.2
 Less food and 

energy
3.9 2.5 2.3 2.4 2.2 2.4

 Medianb 4.6 3.2 3.1 3.1 2.8 3.1
 16% trimmed 

meanb
5.4 4.0 3.5 3.2 2.6 2.8

Producer Price Index 
 Finished goods 23.8 14.1 12.4 9.1 5.0 7.1

 Less food and 
energy

2.9 3.7 4.5 3.1 2.1 2.1

 
a. Annualized.
b. Calculated by the Federal Reserve Bank of Cleveland.
Sources: U.S. Department of Labor, Bureau of Labor Statistics; and Federal Reserve 
Bank of Cleveland.
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up 0.2 percent on a year-over-year basis.

Average infl ation expectations, as measured by the 
University of Michigan’s Survey of Consumers, 
have been holding near recent highs. One-year-
ahead average infl ation expectations increased 0.4 
percentage point to 6.9 percent, according to the 
preliminary report for July. Longer-term (5–10 
year-ahead) average expectations ticked down to 
3.8 percent in July from 4.0 percent in June, but 
this is still above the series’ recent trend. 

Money, Financial Markets, and Monetary Policy
What Is the Yield Curve Telling Us?

07.16.08
by Joseph G. Haubrich and Kent Cherny 

Since last month, the yield curve has taken a paral-
lel downward shift, with both short-term and long-
term interest rates falling. One reason for noting 
this is that the slope of the yield curve has achieved 
some notoriety as a simple forecaster of economic 
growth. Th e rule of thumb is that an inverted yield 
curve (short rates above long rates) indicates a 
recession in about a year, and yield curve inversions 
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have preceded each of the last six recessions (as de-
fi ned by the NBER). Very fl at yield curves preceded 
the previous two, and there have been two notable 
false positives: an inversion in late 1966 and a very 
fl at curve in late 1998. More generally, though, a 
fl at curve indicates weak growth, and conversely, a 
steep curve indicates strong growth. One measure 
of slope, the spread between 10-year bonds and 
3-month T-bills, bears out this relation, particularly 
when real GDP growth is lagged a year to line up 
growth with the spread that predicts it.

Th e yield curve slope became slightly fl atter, with 
both long and short rates moving down. Th e spread 
remains positive, with the 10-year rate moving 
down 25 basis points to 3.90 percent and the 
3-month rate down 20 basis points to 1.77 percent 
(both for the week ending July 11). Standing at 213 
basis points, the spread is just below the 218 seen 
in June and the 221 in May. Projecting forward 
using past values of the spread and GDP growth 
suggests that real GDP will grow at about a 3.0 
percent rate over the next year. Th is remains on the 
high side of other forecasts.

While such an approach predicts when growth is 
above or below average, it does not do so well in 
predicting the actual number, especially in the case 
of recessions. Th us, it is sometimes preferable to 
focus on using the yield curve to predict a discrete 
event: whether or not the economy is in recession. 
Looking at that relationship, the expected chance of 
the economy being in a recession next July stands 
at 1.1 percent, equal to June’s prediction and just 
above May’s 0.9 percent.

Th e probability of recession is below several recent 
estimates, and perhaps seems strange the in the 
midst of recent fi nancial concerns. But one aspect 
of those concerns has been a fl ight to quality, which 
lowers Treasury yields. Also working to steepen the 
yield curve are the reductions in both the federal 
funds target rate and the discount rate by the Fed-
eral Reserve. Furthermore, the forecast is for where 
the economy will be next July, not earlier in the 
year.

To compare the 1.1 percent to some other prob-
abilities, and learn more about diff erent techniques 
of predicting recessions, head on over to the Econ-
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browser blog.

Of course, it might not be advisable to take this 
number quite so literally, for two reasons. First, 
this probability is itself subject to error, as is the 
case with all statistical estimates. Second, other 
researchers have postulated that the underlying 
determinants of the yield spread today are materi-
ally diff erent from the determinants that generated 
yield spreads during prior decades. Diff erences 
could arise from changes in international capital 
fl ows and infl ation expectations, for example. Th e 
bottom line is that yield curves contain important 
information for business cycle analysis, but, like 
other indicators, should be interpreted with cau-
tion.

For more detail on these and other issues related to 
using the yield curve to predict recessions, see the 
Commentary “Does the Yield Curve Signal Reces-
sion? ”

Money, Financial Markets, and Monetary Policy
Another Steady Rate Decision

08.07.08
by Charles T. Carlstrom and Sarah Wakefi eld

On August 5, 2008, the Federal Open Market 
Committee (FOMC) voted to keep its target for 
the federal funds rate at 2%. Th e committee’s state-
ment noted that tight credit conditions, the ongo-
ing housing contraction, and elevated energy prices 
are likely to weigh on economic growth over the 
next few quarters. However, it added that upside 
risks to infl ation are also of signifi cant concern.

Th e committee’s decision did not surprise market 
participants, who had placed the probability of the 
steady rate decision at 90%, whereas only 7% of 
participants had expected an increase of 25 basis 
points at the August meeting. Th e likelihood of a 
25-point rate increase at the September 16 meeting 
is slightly above 20%, while the probability that 
rates will again remain at 2% is just under 60%.

Following the June 25 FOMC meeting, implied 
yields on federal funds futures reached nearly 
3.25% for August 2009. Between the June and 
August meetings, implied yields for August 2009 
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gradually fell nearly 50 basis points to just above 
2.75%. After both the June and August meetings, 
implied yields dropped from their levels the day 
before the FOMC meeting.

Credit markets appear to be easing, as indicated by 
the spread between the 3-month LIBOR and the 
3-month Treasury bill. Th e spread has moderated 
signifi cantly since its high in August 2007, despite 
the spread’s increase since June. Th e Federal Re-
serve has taken further actions to improve liquidity: 
On July 30, it announced that it will lengthen the 
maturity of the Term Auction Facility and extend 
the Primary Dealer Credit Facility and the Term 
Securities Lending Facility through January 30, 
2009. In the days following this announcement, 
the spread declined, which indicates that credit 
markets are improving.
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International Markets
Th e Net International Investment Position

08.06.08
Owen F. Humpage and Michael Shenk

Th e United States has run a current account defi cit 
almost continuously since 1982. We have fi nanced 
this defi cit by issuing fi nancial claims, such as 
stocks, bonds, and bank accounts, to the rest of 
the world. Since 1986, foreigners have held more 
claims on the United States than U.S. residents 
have held on them, or, in the jargon of interna-
tional fi nance, the United States has maintained a 
negative net international investment position. Last 
year, that negative position reached a record $2.5 
trillion.

Th ese fi nancial instruments give foreigners a claim 
on future U.S. output, so economists often gauge 
them as a share of GDP. Last year, our negative 
net international investment position reached 17.7 
percent of GDP, down from a record 19.5 percent 
in 2002.

In addition to annual current-account defi cits, year-
to-year adjustments in the international investment 
position refl ect changes in the valuation of previ-
ously issued, outstanding fi nancial claims. Valu-
ation changes can result from movements in the 
market price of the underlying assets, but in recent 
years a substantial proportion of the valuation 
changes also resulted from the dollar’s deprecia-
tion. Th e dollar has depreciated approximately 26 
percent on a trade-weighted basis against our key 
trading partners since early 2002. When the dol-
lar depreciates, a fi xed amount of foreign currency 
translates into a greater number of dollars. Because 
most U.S. claims on foreigners are denominated 
in dollars, a dollar depreciation increases the dollar 
value of U.S. claims on foreigners. On the other 
hand, that depreciation has little eff ect on the dollar 
value of foreign claims on the United States, which 
are typically denominated in dollars.

Valuation changes have had a profound eff ect on 
our net international investment position since 
the end of 2001: Our cumulative current-account 
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defi cit has increased nearly $3.9 trillion, while our 
net international investment position has increased 
only $0.6 trillion. Th e diff erence primarily refl ects 
valuation changes that work in our favor.

Refl ecting the increased integration of global fi nan-
cial markets, both U.S. and foreign fi nancial claims 
have increased much faster than U.S. GDP since 
the mid 1990s, especially since 2001. Contrary to 
reports that some foreign governments have been 
diversifying out of dollars, foreign offi  cial holdings 
of U.S assets have increased steadily by 5 percent-
age points since 2001. Offi  cial reserves accounted 
for 19 percent of foreign claims on the United 
States in 2007.  U.S. holdings of foreign securities 
have also increased their share of total U.S. claims 
on foreigners in recent years; they now account 
for 43 percent of that total. Direct investments, 
however, have been shrinking as a share of both 
U.S. claims on foreigners and foreign claims on the 
United States.

Economic Activity
Will We Have Another “Jobless” Recovery?

07.30.08
by Paul W. Bauer

After the last business cycle peak—still offi  cially 
March 2001—labor productivity remained strong, 
but employment took longer than usual to recover.  
Some of the labor productivity gains had come 
from the high-tech capital boom of the late 1990s, 
which in turn was partially fueled by the need to 
address potential y2k problems.  As we continue 
through what is at least another soft economic 
patch, an important question is whether labor 
productivity will repeat the same relatively strong 
performance observed after the last business cycle 
peak.  While this would be good for real wages and 
living standards in the long run, it could again lead 
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to a slow recovery in employment growth in the 
short run. 

To answer this question, we look fi rst at past trends.  
Th e fi rst chart below plots growth in nonfarm 
labor productivity since the fi rst quarter of 2001.  
As the chart shows, labor productivity is a fairly 
volatile series—even when viewed as year-over-year 
fi gures.  Consequently, it is easier to tease out the 
underlying patterns if the raw data are statistically 
smoothed.  Th e second chart plots the smoothed 
annualized quarterly growth rate for nonfarm labor 
productivity, output, and hours for a typical post-
war expansion.

In a typical expansion, labor productivity, output, 
and hours all fall sharply after the peak   but by 
diff erent amounts.  More signifi cantly, they recover 
at diff erent rates.  Output growth plunges the most 
but then recovers quickly. It reaches its peak about 
10 quarters after the previous peak, after which it 
tends to decline over the rest of the cycle.  Growth 
in hours worked follows a similar path but does not 
tank quite as much. It recovers more slowly, about 
14 quarters out.  Th is slow recovery is evidence of 
a phenomenon called labor hoarding: Firms are re-
luctant to let skilled workers go during a temporary 
downturn because they may fi nd other employment 
and thus not be available once conditions recover.  
Th e net result is that labor productivity (output per 
hour) recovers quickly at fi rst (as output growth 
outpaces hours growth), but tends to slow once the 
recovery is well under way (as hours growth catches 
up with output growth).

Th e next chart illustrates the unusual trend of the 
current cycle.  A smoothed version of labor produc-
tivity growth in the current cycle is plotted, along 
with the average of the previous postwar cycles and 
a corresponding 95 percent confi dence interval.  
Productivity growth through the fi rst 15 quarters 
after the peak was abnormally strong, just above the 
upper end of the range of the 95 percent confi -
dence interval.  Th e latest available value for year-
over-year growth in nonfarm business labor pro-
ductivity (2008:Q1) is 3.3 percent, the largest since 
the 3.8 percent reported for the 2003:Q2–2004:Q2 
period.

Note that this analysis treats the current period as 
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part of an ongoing expansion.  Th is period would 
be even more unusual if it were treated as the 
beginning of the next period, as labor productiv-
ity has not dropped off  as it usually does after a 
business cycle peak. Even though employment has 
declined for the past six months, real GDP has not 
fallen in any quarter, so it will be interesting to see 
how the NBER dating committee treats this period 
once all the data revisions are in.

How did this unusually strong labor productivity 
growth come about?  First, output growth did not 
fall as much after the peak as it normally does, but 
over the cycle it has tracked at the lower bound of 
the 95 percent confi dence interval.  In the most 
recent observations it has even dropped below.

Th is weak output performance has been accompa-
nied by even weaker growth in hours  worked than 
normal.  Some of this weaker-than-average growth 
is due to demographics: Th e labor force is grow-
ing more slowly this cycle than in previous postwar 
cycles—a trend that is likely to continue.  Since the 
1950s, labor force growth has averaged 1.6 percent, 
but it is widely expected to continue to slow to no 
more than 0.7 or 0.8 percent by the middle of the 
next decade. 

Going forward, labor productivity’s growth rate will 
depend, in part, on whether the economy continues 
to expand or whether it enters a recession.  It will 
also depend on which sectors experience relatively 
more growth.  Currently, exports, of which manu-
factured goods comprise a large share, are doing 
relatively well given the continued growth overseas 
and the weak dollar.  As manufacturing’s gains in 
labor productivity have tended to be stronger than 
the service sector’s, this should result in at least a 
modest boost to overall labor productivity.  With 
the economy in transition, adjusting to higher 
energy prices and lower housing prices, overall out-
put demand is likely to be weak.  Combined with 
robust labor productivity growth, this could lead to 
weak employment growth as well.
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Economic Activity
Th e Employment Situation July

08.04.08
by Murat Tasci and Beth Mowry

Th e economy lost a fewer-than-expected 51,000 
jobs in July, marking the seventh consecutive 
month of payroll decline. Revisions for May and 
June also lessened those months’ losses collectively 
by 26,000. Th e unemployment rate increased from 
5.5 percent to 5.7 percent in July, reaching its high-
est point since March 2004. Th e diff usion index 
of employment change edged lower, from 42.2 to 
41.2, having remained below 50 since November 
2007. A reading below the 50 threshold indicates 
that a greater number of businesses are subtracting 
from payrolls than adding to them.

Th e goods-producing sector shed 46,000 jobs in 
July, compared to June’s larger loss of 77,000. Th is 
improvement resulted even though the manufactur-
ing industry lost the same number of jobs as last 
month (35,000), because construction lost fewer 
(22,000 versus 49,000) this month, and natural 
resources and mining added more (11,000 versus 
7,000). Service-providing industries lost 5,000 
jobs from their payrolls, despite the government’s 
positive contribution of 25,000. However, June’s 
initially reported gain of just 7,000 service jobs was 
revised up to a gain of 26,000, and May’s loss of 
8,000 was revised to a 4,000 gain.

Within the goods-producing sector, construction 
shed 22,000 jobs and manufacturing shed 35,000. 
Durable and nondurable goods manufacturing 
again faced similar losses amounting to 17,000 
and 18,000 jobs, respectively. Leading the pack for 
losses in durables was transportation equipment 
(8,300) and wood products (3,900). Machinery 
had the most positive infl uence on durables, adding 
6,100 jobs. Within the nondurable goods segment, 
the greatest losses were felt in food manufactur-
ing (4,200), printing and related support activities 
(3,300), plastics and rubber products (2,900), and 
textile mills (2,600).
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Education and health services continued to be a 
large, lone pillar of strength for the service-provid-
ing sector. Health services accounted for the bulk 
of the gain, adding 34,300 jobs last month, while 
education added 5,300. Leisure and hospitality 
(+1,000) and fi nancial services (0) held their own, 
making no signifi cant contribution either way. Th is 
virtual standstill in the two sectors marks both a 
slowdown of job gains in recent months for leisure 
and hospitality and an improvement over recent job 
losses in fi nancial services. Service-industry losses 
were concentrated in professional business services 
(24,000), retail trade (16,500), and information 
services (13,000). Motor vehicles and parts dealers 
suff ered the largest losses within retail trade, shed-
ding 10,600 jobs. Temporary help services, con-
sidered a leading indicator of overall employment 
conditions, had yet another tough month in July, 
dropping 29,000 jobs.

Labor Market Conditions
Average monthly change  (thousands of employees, NAICS) 

2005 2006 2007 2008 July 2008
Payroll employment 211 175 91 −66 −51
 Goods-producing 32 3 −38 −75 −46
  Construction 35 13 −19 −41 −22
  Heavy and civil engineering 4 3 −1 −5 −1.3
  Residentiala 23 −5 −20 −27 −14.1
  Nonresidentialb 8 14 −1 −9 −6.7
  Manufacturing −7 −14 −22 −39 −35
  Durable goods 2 −4 −16 −26 −17
  Nondurable goods −8 −10 −6 −13 −18
 Service-providing 179 172 130 8 −5
  Retail trade 19 5 6 −26 −16.5
  Financial activitiesc 14 9 −9 −6 0
  PBSd 56 46 26 −30 24
  Temporary help services 17 1 −7 −27 −29
  Education and health services 36 39 44 49 39
 Leisure and hospitality 23 32 29 7 1
 Government 14 16 21 27 25
 Local educational services 6 6 5 9 2.2
Civilian unemployment rate 5.1 4.6 4.6 5.2 5.7

a. Includes construction of residential buildings and residential specialty trade contractors.
b. Includes construction of nonresidential buildings and nonresidential specialty trade contractors.
c. Financial activities include the fi nance, insurance, and real estate sector and the rental and leasing sector.
d. PBS is professional business services (professional, scientifi c, and technical services, management of companies 
and enterprises, administrative and support, and waste management and remediation services.
Source: Bureau of Labor Statistics. 
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Th e three-month moving average of private sec-
tor employment growth remains in the negative 
territory it entered back in January, sitting roughly 
unchanged from the previous report at -90,000. 
Th is moving average removes some of the volatility 
in monthly employment numbers and discounts 
the government’s consistent addition of jobs.

Th e three-month moving average of the unemploy-
ment rate has been consistently increasing since 
the fi rst quarter of 2007. It now stands at 5.56 
percent relative to 4.46 percent in March 2007. For 
the past several months, the unemployment rate 
for teenagers (ages 16-19) was quite volatile and 
contributed to the rise in the overall unemploy-
ment rate. In July, the unemployment rate for this 
group increased to 20.3 percent from 18.1 percent 
in June, which might be partly responsible for the 
increase in the overall unemployment rate in July 
to 5.7 percent. However, household data suggest 
that most of the rise in unemployment could be 
due to a larger labor force. In July, the labor force 
increased by 213,000, while an additional 72,000 
workers became unemployed, resulting in an in-
crease of 285,000 in the unemployment pool.

Economic Activity
Aggregate Labor Force Participation

08.14.08
by Yoonsoo Lee and Beth Mowry

Th e labor force participation rate—the percentage 
of the working-age population (16 years and older) 
employed or looking for a job—rode an upward 
trend for 30 years, rising from less than 60 percent 
in the 1960s to about 67 percent in the late 1990s. 
After peaking at 67.3 percent in the fi rst quarter of 
2000, the participation rate fell steadily to around 
66 percent by early 2005 and has remained at 
around 66 percent since then.

Th e aggregate labor force participation rate typi-
cally reported is a more complicated measure than 
a simple average. It is the weighted sum of the 
labor force participation rates of all the separate age 
groups tracked, where the weights are the popu-
lation distributions of each age-specifi c group. 
Because participation rates vary substantially across 

58
59
60
61
62
63
64
65
66
67
68

1948 1955 1962 1969 1976 1983 1990 1997 2004

Labor Force Participation Rate, 1948-2008

Notes: Data are quarterly and seasonally adjusted; Shaded bars indicate 
recessions.
Source: Bureau of Labor Statistics.

Percent

2

3

4

5

6

7

8

2000 2002 2004 2006 2008
10

12

14

16

18

20

22
Percent

Notes: Seasonally adjusted rates for the civilian population. Shaded barindicates 
recession.
Source: Bureau of Labor Statistics.

Unemployment Rate
Percent

Ages 16–19
Total



13Federal Reserve Bank of Cleveland, Economic Trends | August 2008

diff erent age groups, compositional changes of the 
population can aff ect the aggregate participation 
rates.

Th e aging of the baby-boom generation is causing 
a key change in proportions of the diff erent age 
groups comprising the U.S. population. For most 
of the postwar period, the size of the labor force 
rose steadily, pushed up by baby boomers entering 
prime working age. As the baby-boom cohort starts 
to retire, the population will shift from people with 
higher participation rates toward older people with 
lower participation rates.

When the baby-boom cohort entered the labor 
force—from 1980 to 2000—the share of prime-age 
workers (ages 25 to 54) in the population increased 
from 53 percent to 56 percent. As this cohort starts 
retiring, the Census Bureau projects that the share 
of prime-age workers will decrease to 47 percent 
in the 2020s, and the share of older people will 
increase to 37 percent. Such a demographic change 
is expected to push down the aggregate labor force 
participation rate in the next decades.

Patterns in the labor force participation rates of dif-
ferent groups have changed in diff erent ways over 
the past 30 years. Th e participation rate for men 
in their prime working years (25 to 54 years) has 
declined since the late 1970s. It has been fairly fl at 
since 2002, after declining from 91.6 percent to 
90.7 percent during the most recent labor market 
downturn. Meanwhile, prime-age women helped 
to drive up the aggregate labor force participation 
rate over the past 30 years, as their participation 
rate climbed. Since 1998, however, the rate for this 
group has stayed fl at. From 2000 to 2005, their 
labor force participation rate fell relative to previous 
rates (from 76.9 percent to 75.1 percent), refl ecting 
the sluggish labor market.

Workers at opposite ends of the age spectrum have 
been moving in diff erent directions in recent years. 
Th e labor force participation rate of workers age 55 
and older has been on the rise since the middle of 
the 1990s. In fact, it has risen 2.8 percentage points 
in the four years following the most recent reces-
sion. However, at below 40 percent, it is still lower 
than the aggregate participation rate. On the other 
hand, the rate for younger workers (16-24), which 

Note: Data are 2007 annual data.
Source: Bureau of Labor Statistics.
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rose in the 1970s, has dropped dramatically since 
the 2001 recession.

In fact, the sharpest decline in labor force partici-
pation since the 2001 recession occurred among 
persons aged 16 to 24—a 5.1 percentage point 
drop between the fi rst quarter of 2001 and the fi rst 
quarter of 2005. According to a recent study, while 
the share of this group in the aggregate labor supply 
is relatively small (4.2 percent), it has played a large 
role in aggregate labor force participation, account-
ing for almost two-thirds of its fall since 2000.

Economic Activity
Real GDP: Second-Quarter Advance Estimate and Benchmark Revisions

08.11.08
by Brent Meyer

Real GDP increased at an annualized rate of 1.9 
percent in the second quarter of 2008, according to 
the advance estimate released by the BEA, 0.1 per-
centage point higher than its growth over the last 
four quarters. Personal consumption, aided by the 
stimulus checks and driven mostly by consumption 
of nondurables, rose 1.5 percent during the quarter. 
Durable goods consumption fell 3.0 percent during 
the second quarter, slightly less than the 4.3 percent 
loss experienced in the fi rst quarter. Business fi xed 
investment posted its smallest quarterly gain since 
the fourth quarter of 2006, rising 2.3 percent. Even 
though residential investment fell 15.6 percent in 
the second quarter, this is much better than last 
quarter’s 25.0 percent loss.

Real imports and real exports were the largest con-
tributors to real GDP growth in the second quarter, 
adding 1.3 percentage points and 1.2 percentage 
points to growth, respectively. It has been nearly 28 
years since net exports contributed that much to 
growth. Business inventories shrank by $52 billion 
in the second quarter, subtracting 1.9 percentage 
points from growth. Stimulus–aided consumption 
added 1.1 percentage points to real GDP growth, 
slightly higher than its contribution over the past 
four quarters.

Real GDP and Components 2007: 
Fourth-Quarter Advance Estimate 

Annualized percent change, last: 

Quarterly change 
(billions of 2000$)  Quarter Four quarters

Real GDP 54.6 1.9 1.8
Personal consumption 31.4 1.5 1.3
 Durables -9.3 -3.0 -1.2
 Nondurables 23.8 4.0 1.3
Services 13.1 1.1 1.8
Business fi xed investment 8.2 2.3 4.2
 Equipment -9.4 -3.4 0.1
 Structures 11.1 14.3 12.9
Residential investment -15.9 -15.6 -22.2
Government spending 17.2 3.4 2.5
 National defense 9.3 7.4 5.9
Net exports 66.8 — —
 Exports 33.5 9.2 10.2
 Imports -33.4 -6.6 -1.7
Change in business 
inventories 

-52.0 — —

Source: Bureau of Labor Statistics.
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Looking forward, professional forecasters are 
expecting a slightly weaker second half of 2008, be-
fore a rebound in 2009 toward trend GDP growth. 
Compared to the June Blue Chip Economic Fore-
cast, 28 of the 50 respondents marked down their 
2009 forecast.

Th e annual BEA benchmark revisions, which cover 
the past three years (back to the fi rst quarter of 
2005), were released along with the second-quarter 
advance estimate. Over the entire time period, 
real GDP growth was revised slightly down. Th e 
revision to the fourth quarter of 2007, from 0.6 
percent to −0.2 percent, garnered far more interest 
and renewed some recession speculation.

Regional Activity
Fourth District Employment Conditions

08.11.08
by Tim Dunne and Kyle Fee

Th e Fourth District’s unemployment rate notched 
up 0.1 percent in June, reaching 6.2 percent. Th e 
increase can be attributed to monthly increases in 
the number of people unemployed (0.6 percent) 
along with a decrease in the number of people 
employed (−0.3 percent). Th e District’s rate was 0.7 
percent higher than the nation’s in June, and it has 
been consistently higher since early 2004. Since the 
same time last year, the Fourth District’s unemploy-
ment rate has increased 0.6 percentage point, while 
the nation’s has increased 1.1 percentage points.
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Th ere are considerable diff erences in unemploy-
ment rates across counties in the Fourth District. 
Of the 169 counties that make up the District, 29 
had an unemployment rate below the national aver-
age in June, and 140 had a higher unemployment 
rate than the national average. Rural Appalachian 
counties continue to experience higher levels of 
unemployment, while counties along the Ohio-
Michigan border have begun to see rising rates of 
unemployment.

Unemployment rates in Fourth District counties 
range from 4.5 percent to 11.0 percent, with a 
median county unemployment rate of 6.6 percent. 
Only one of Pennsylvania’s Fourth District counties 
lies in the upper half of the distribution, compared 
to 69 percent of Ohio counties and 63 percent of 
Fourth District Kentucky counties.

Th e distribution of monthly changes in unemploy-
ment rates shows that the median county’s unem-
ployment rate increased 0.07 percentage point from 
May to June. Th e rise in county–level unemploy-
ment rates was concentrated in Ohio in the May to 
June period. In fact, 83 percent of Ohio’s counties 
experienced an increase in the unemployment rate. 
On the other hand, the unemployment rate in 75 
percent of Pennsylvania’s and Kentucky’s Fourth 
District counties actually fell or remained the same 
from May to June.

Since the beginning of 2007, employment in most 
counties in the Fourth District has fallen. Of the 
169 counties in the Fourth District, employment 
fell in 120 and increased in only 49. Th e median 
growth in county–level employment was −0.68 per-
cent. Ohio counties experienced the weakest em-
ployment growth over the period, with 80 percent 
of those counties losing employment. Moreover, 21 
counties in Ohio had employment declines of more 
than 2.0 percent, whereas only 3 counties in Fourth 
District Kentucky, and no counties in Fourth 
District Pennsylvania or West Virginia, experienced 
similarly large employment declines. In fact, only 
16 percent of Fourth District Pennsylvania counties 
showed a decline in employment from January to 
June.

County Unemployment Rates

Note: Data are seasonally adjusted using the Census Bureau’s 
X-11 procedure.
Source: U.S. Department of Labor, Bureau of Labor Statistics.
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Regional Activity
State Labor Markets

08.15.08
by Kyle Fee and Tim Dunne

Since the start of the credit crisis, labor markets 
in the 50 states have generally weakened. As the 
national unemployment rate rose from 4.7 per-
cent to 5.5 percent from September 2007 to June 
2008, the vast majority of U.S. states also saw rising 
unemployment rates. Rhode Island led the country 
with an increase of 2.4 percentage points, followed 
by Tennessee and Illinois, each with 1.5. Regions 
of the country that saw the largest percentage point 
increases were in the Midwest and Southeast. In 
the West, California and Nevada—states relatively 
hard–hit by the housing slump—also saw relatively 
sharp increases in unemployment rates.

Underlying these changes in state unemploy-
ment rates is both an expansion in the number of 
people unemployed as well as a contraction in the 
number of people employed. According to house-
hold survey data, U.S. employment declined 0.26 
percent between September 2007 and June 2008, 
with 28 states experiencing a decline in the number 
of people employed. Within the Fourth District, 
Pennsylvania was the only state adding employment 
over the period.

While employment growth was mixed across the 
50 states, there has been a substantial rise in the 

Growth in County Employment, 
January 2008–June 2008

-6.5
-6.0
-5.5
-5.0
-4.5
-4.0
-3.5
-3.0
-2.5
-2.0
-1.5
-1.0
-0.5
0.0
0.5
1.0
1.5
2.0
2.5
3.0

Percent

Note: Data are seasonally adjusted using the Census Bureau’s X-11 procedure.
Sources: U.S. Department of Labor, Bureau of Labor Statistics.

County

Median employment growth = –0.68 percent 

Ohio
Kentucky
Pennsylvania
West Virginia

-0.5 - 0.3

0.4 - 0.8

0.9 - 1.1

1.2 - 2.4

Change in the Unemployment Rate, 
September 2007 to June 2008                

Percentage points

Source: Bureau of Labor Statistics.



18Federal Reserve Bank of Cleveland, Economic Trends | August 2008

number of people unemployed in most states.  
Th is is due to the fact that labor force growth has 
remained relatively strong in comparison to em-
ployment growth in most states. For the United 
States as a whole, employment fell by 370,000 from 
September 2007 to June 2008, while the number 
of people in the labor force rose by 880,000. As a 
result, the number of unemployed workers rose by 
1.25 million—a 17.3 percent increase. Th e sub-
stantial growth in unemployment is seen across the 
50 states, with 44 out of the 50 states experiencing 
a rise in the number of people unemployed from 
September to June.

An alternative measure of the health of state–
level labor markets comes from the payroll survey 
conducted by the Bureau of Labor Statistics. Th is 
survey of fi rms paints a somewhat more optimistic 
view of labor markets over the September 2007–
June 2008 period. According to it, only 10 states 
experienced contractions in employment. However, 
it is important to note that the payroll survey is 
subject to revisions and that these revisions can be 
substantial.

Th e Federal Reserve Bank of Philadelphia con-
structs an index of state economic activity that is 
based on a combination of labor market data—the 
state’s unemployment rates, nonfarm payroll em-
ployment, average hours worked in manufacturing, 
and real wages and salaries. Using these data series, 
the Philadelphia Fed constructs an index for each 
state, as well as a diff usion index that summarizes 
economic activity across the states. Th e 50–state 
diff usion index is simply the percentage of states in 
which the index is rising minus the percentage of 
states in which the index is declining. Two versions 
of the index are constructed, each with a diff erent 
time horizon. One refl ects one–month changes and 
the other, three–month changes. A reading below 
zero implies that more than half of the 50 states 
have declining index values, while a reading above 
implies the opposite. For example, a diff usion index 
of −60 could be generated if 20 percent of the state 
indexes rose while 80 percent fell (−60=20-80).

Th e Philadelphia Fed’s diff usion index moves with 
the overall business cycle, and in each of the previ-
ous recessions it bottomed out at values in the 
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 range of −40 to −70. Th e one-month index turned 
negative in March, and the three-month index 
turned negative in April. Th e June 2008 readings 
of the one- and three-month diff usion indexes are 
−28 and −48, respectively. Given that these indexes 
are based primarily on labor market data, they show 
that labor market weakness spread across states, 
especially during the second quarter of 2008.

Banking and Financial Markets
Fourth District Bank Holding Company Conditions

07.30.08
by Joseph G. Haubrich and Saeed Zaman

A BHC is an organization that consists of a par-
ent company and one or more commercial bank 
subsidiaries. Other depository institutions and 
nonbank subsidiaries may also be included. As of 
the fi rst quarter of 2008, there are 21 bank holding 
companies (BHCs) headquartered in the Fourth 
District whose consolidated assets total more than 
$1 billion, including fi ve of the top fi fty BHCs in 
the United States.

As a consequence of the ongoing consolidation in 
the banking system, the number of BHCs in the 
Fourth District with assets over $1 billion fell from 
24 to 21 from 1999 to 2008, but their total assets 
have increased every year with one exception. Th at 
was in 2000, when Charter One Financial was ac-
quired by a BHC headquartered in another Federal 
Reserve District (Citizens Financial Group in the 
First District).

Th e largest fi ve BHCs in the Fourth District rank 
in the top 50 of the largest banking organizations 
in the nation.  Fourth District BHCs of all asset 
sizes account for roughly 4.5 percent of BHC as-
sets nationwide, and BHCs with over $1 billion in 
assets make up the majority of the assets held by 
Fourth District BHCs.
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Th e income stream of BHCs in the Fourth District 
stabilized somewhat in fi rst quarter of 2008. Th e 
return on assets (which is measured by income 
before tax and extraordinary items because a bank’s 
extraordinary items can distort the true earnings 
picture) remained fl at after having declined to its 
lowest level in the fourth quarter of 2007.  Th e 
net interest margin (interest income minus interest 
expense divided by earning assets) increased slightly 
to 3.0 percent.

Another indicator used to measure strength of earn-
ings is income earned but not received, which has 
been low for some time for BHCs in the District.  
If a loan allows the borrower to pay an amount that 
does not cover the interest accrued on the loan, 
the uncollected interest is booked as income even 
though there is no cash infl ow.  Th e assumption 
is that the unpaid interest will eventually be paid 
before the loan matures.  However, if an economic 
slowdown forces an unusually large number of bor-
rowers to default on their loans, the bank’s capital 
may be impaired unexpectedly.  Despite a slight rise 
over the past three years, income earned but not 
received fell slightly from 2007 to the fi rst quarter 
of 2008, reaching 0.52 percent, which is well below 
the recent high of 0.82 percent set at the end of 
2000.

Fourth District BHCs are heavily engaged in real-
estate-related lending.  As of the fi rst quarter of 
2008, about 40 percent of their assets are in loans 
secured by real estate.  Including mortgage-backed 
securities, the share of real-estate-related assets on 
the balance sheet is 49 percent.

Deposits continue to be the most important source 
of funds for Fourth District BHCs.   Savings and 
small time deposits (time deposits in accounts 
less than $100,000) made up 54 percent of their 
liabilities in the fi rst quarter of 2008.  Core depos-
its—the sum of transaction, savings, and small time 
deposits—made up more than 60 percent of their 
liabilities, the highest level since 1998.  Finally, 
total deposits made up about 70 percent of funds. 
Despite the requirement that large banking orga-
nizations must have a rated debt issue outstanding 
at all times, subordinated debt represents only 3.0 
percent of funding.
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Problem loans are loans that are more than 90 days 
past due but are still receiving interest payments, 
as well as loans that are no longer accruing inter-
est. Problem commercial loans rose sharply for 
Fourth District BHCs starting in 1999, peaked in 
2002, and settled below 0.75 percent of assets in 
2004.  As of the fi rst quarter of 2008, 1.01 percent 
of all their commercial loans were problem loans.  
Problem real estate loans, which peaked in 2007, 
decreased to 0.24 percent. Problem consumer loans 
(credit cards, installment loans, etc.) edged up 
slightly to 0.62 percent.

Net charge-off s are loans removed from the bal-
ance sheet because they are deemed unrecoverable, 
minus the loans that were deemed unrecoverable 
in the past but are recovered in the current year.  
As of the fi rst quarter of 2008, net charge-off s for 
the BHCs’ consumer loans increased signifi cantly, 
for real-estate loans they increased slightly, and for 
commercial loans they remained fl at. Net charge-
off s were limited to 1.76 percent of outstanding 
consumer loans during the quarter, 0.57 percent of 
outstanding commercial loans, and 0.28 percent of 
outstanding real estate loans.

Capital is a bank’s cushion against unexpected loss-
es.  Th e risk-based capital ratio (a ratio determined 
by assigning a larger capital charge on riskier assets) 
jumped to 11 percent for the Fourth District BHCs 
in the fi rst quarter of 2008 from 10.5 percent at the 
end of 2007. Th e higher the capital ratio, the more 
protected is the bank. Th e leverage ratio (balance 
sheet capital over total assets) fell slightly, to 9.1 
percent.

An alternative measure of balance sheet strength is 
the coverage ratio.  Th e coverage ratio measures the 
size of the bank’s capital and loan–loss reserves rela-
tive to its problem assets. Th is ratio has been falling 
since 2006, and as of the fi rst quarter of 2008, 
Fourth District BHCs have $6.80 in capital and 
reserves for each $1 of problem assets.
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