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Tight labor markets:
predicting inflation

by Rich R.

by Pete W.
When researching the leading indica-

tors of our red hot economy, the  one issue
that stands out is trend.  Everything in the
past six months to one year used to illus-
trate how the consumer views the Ameri-
can economy points to a situation in
which demand is outstripping supply,
thus creating an atmosphere susceptible
to demand side inflation.

The index of leading indicators has
grown at a rate of .3% for the past four
months, setting record highs.  The con-
sumer price core index has risen .02% in
each of the past four months, and has a
12-month change of a sizzling 2.7%.  The
core retail sales index, which excludes
the volatility of the automobile market,
has increased a full 1% during the month
of February, following two months of
growth before a January slump.  A sector

of retail sales, durable good orders, has
risen a modest .7% in February, after
three straight months of extreme growth.
This particular index is especially useful
to forecast the state of the economy in the
next six and nine months.  Housing starts,
one of the most interest rate sensitive
areas of the economy, showed an increase
of 2% in January, after a 5% rise in
December.  These figures may depict a
slight slowdown in this sector, but the
sustained growth demonstrates the over-
all lack of effect interest rate hikes have
had on the economy thus far.

The consumer confidence report dem-
onstrates a recent retreat from the January
high, but still tremendous growth. Two
startling figures that must stand out for
economists throughout the nation are the
levels of savings rates and consumer

credit.  The savings rate in the United
States has continuously fallen during the
past nine months and is expected to re-
main under 2% for at least the first half of
the new year.  Meanwhile, the level of
consumer credit has reached all time highs
and averaged a growth of 13 billion dol-
lars over the past three months.

These signs of demand fueled by con-
sumer confidence in the leading indica-
tors are rallied by the strong investment
in the stock market as well as the apparent
wealth effect of the American society. If
consumers continue to push the U.S.
economy into expansion, and this expan-
sion is not met with equal advances in
productivity, the limits of supply will be
reached and the Federal Reserve will be
forced to take a more aggressive stance
on cooling the economy.

Consumer confidence powers spending
Economic indicators illustrate growth trend

The Board of Governors-  The Board of Governors of the Federal  Reserve System
is made up of seven presidential nominees who are confirmed by the Senate.
Located in Washington D.C., the board is responsible for supervising the operation
of the money and banking system in the U.S.  They coordinate the activities of the
Federal Reserve System and act to promote the nation’s economic welfare.

The Federal Open Market Committee-  The Federal Open Market Committee, the
FOMC, consists of twelve members: the seven members of the Board of Governors; the
President of the Federal Reserve Bank of New York; and, for the remaining four
memberships a rotating selection of the presidents of the eleven other Reserve Banks.
The FOMC is the most important monetary policymaking body of the Federal Reserve
System.  It is responsible for formulation of a policy designed to promote economic
growth, full employment, stable prices, and a sustainable pattern of international trade
and payments.  The FOMC makes key decisions regarding the conduct of open market
operations – purchases and sales of U.S. government and federal agency securities –
which affect the provision of reserves to depository institutions and, in turn, the cost and
availability of money and credit in the U.S. economy.

Depository Institution Services- a) Currency and Coin – The Fed Reserve Banks
distribute currency and coin to depository institutions to meet the public’s need for
cash.  For example, Christmas season is a period of heavy cash demand and banks
obtain larger amounts of cash.  When demand is light banks deposit excess cash with
the Reserve Banks.

b) Check Processing – The Federal Reserve serves as a central check clearing
system, handling approximately 18 billion checks a year.

c) Wire Transfers – The Federal Reserve Communications System is a network
through which banks can transfer funds and securities nationwide in a matter of
seconds.

d) Automated Clearinghouses – Automated Clearinghouses are computerized
facilities that allow for the electronic exchange of payments among participating
depository institutions.

Interest Rates- Interest rates represent the “cost” a borrower must pay for the use of
a dollar over a period of time.  Interest rate movements affect the cost of borrowing
money.  When rates rise, the cost of borrowing increases and vice versa when rates
are lowered.  If data suggests the economy is slowing too much, raising worries of a
potential recession, the Fed may decide to target a lower Fed Funds rate, an “easing”
policy.  Lowering rates makes borrowing less expensive, enabling more people to
obtain loans, which boosts economic growth.  The opposite is true for raising the
discount rate and/or the Fed Funds Rate, or “tightening” monetary policy.

Key Indicators- a) The Employment Report – The Employment Report gives an
estimate of the number of Americans unemployed monthly.  It also helps to
determine the type of unemployment, frictional, structural, and cyclical.  The
natural unemployment rate, frictional plus structural, is presently estimated to be
about 5.5 percent.  The present unemployment rate is 4.1% of the work force.

b) The Consumer Price Index – The CPI is the most widely quoted measure of
inflation in the U.S.  It is published monthly with the purpose of measuring changes
in the prices of goods and services purchased by urban consumers.

c) The Gross Domestic Product – The GDP is the value of the total amount of final
goods and services produced by our economy during a particular period of time.
This measure is important for its own sake and because it helps to understand both
inflation and unemployment.  These figures indicate how prosperous we are, and
they are useful in forecasting the future health of the economy.  The GDP is one of
the most closely watched numbers in existence.

Five fundamental Fed facts
by Maren P.

FOCUSING ON RISKS OF INFLATION...How will the Federal Reserve Board act?  Alan Greenspan, featured right, contemplates interest rate
hikes and the actions of the Federal Reserve Bank, like this one, left, in New York.  Both are charged with making monetary policy in order to
control money supply and promote economic growth and stability.

The last decade has brought what
amounts to a small revolution in eco-
nomic principles.  The result has been
that a trusted ruler of gauging
unemployment’s impact on the economy,
the Phillip’s curve, has shifted so the
previous analysis no longer applies to it.
This principle stated that falling unem-
ployment meant rising inflation.

Throughout the 1990’s the labor mar-
ket in the United States shrank.  The
economy has experienced such a boom
that new jobs are being created at a tre-
mendous rate and absorbing a large
amount of the unemployed labor force
back into the working population.  The
past few quarterly reports have shown a
hiring rate unsurpassed in the United
States since the 1970s.  The economy has
been so productive that unemployment
figures dropped as low as 3.9% in Febru-
ary 2000.  But the demand for labor does
not end there; according to recent nation-
wide surveys employers are seeking to
hire even more workers in the future.
Thus unemployment is low, but what
about inflation?

Analysts have raised concerns that if
the shortage of workers exists, wage in-
flation will occur, contaminating the en-

tire economy.  If there are too few work-
ers in the United States then the demand
for their services in the workplace will
increase.  Once this happens, the price for
their labor, their wages, will be raised by
their employers as a means of keeping the
workers they already have.  This pay raise
will cut into the employers’ profits, and
they will thus have to raise the price of
their goods or services to compensate for
the lost funds.  Thus the prices are raised,
yet the demand for the goods or services
remains among consumers; in other words
inflation occurs.

Up to this point inflation in the United
States has not shot up as this theory
would indicate.  Productivity, the effi-
ciency of labor,  in United States industry
has increased as the labor market has
decreased, so more workers produced
more goods which were sold to bring
more profits.  However, companies can
only become so efficient before their
greatest capacity for productivity is
reached, meaning that inflation will in-
evitably catch up with the system some
day.  It is the Fed’s responsibility as the
controller of monetary policy to prevent
inflation from dampening the United
States economy.

Eye on the Federal Reserve
Special Edition
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“Irrationally exuberant”
financial markets boom

Recently, financial markets have been
the caveat to all economists that con-
sider the current boom limitless. The
implications of interest rates on the
splitting economy, “New” and “Old”,
have been varied. And in the current
standard-shattering market, even the
volatile bond market has defied prece-
dents.

Technology stocks, the buzz-word
for private investors, have thrown off
traditional effects of interest rate hikes.
Interest rates seem unable to hold down
tech companies who do not have the
same corporate costs as old economy
compan. The Nasdaq composite index,
the primary indicator of new economy
growth, continues to soar to record
heights and only recently saw a record
point dip due to biotech concerns. But
the high stock prices are fueling capital
spending and encouraging a bottle-neck
supply-demand situation that could
drive up inflation. The other danger of
the abstract tech stock is the overwhelm-
ing margin trading occurring in broker-
age firms on the Street. Private net
credit outflow rose from $17 billion last
year to $34 billion this year. This wealth
effect can have serious consequences
for the private sector.

Interest rates, however, have tamed
blue chips. The Dow Jones industrial
average has slowed its climb since its
jump in May 1999. However, it experi-
enced a single 400.19-point increase re-
cently that also marked record volume.

If the teetering market loses consumer
confidence and topples, recession could
follow. If the Fed tries to prevent that
catastrophe by changing the federal funds
rate, inflation could run rampant.

The erratic stock market is pushing
investors toward the supposed safety of
government debt. Treasuries are more
attractive to foreign investors as well
because of the strength of the dollar against
the yen. But bonds with 30-year maturity
have been traditionally affected the most
by the inverse relationship between inter-
est rates and bond prices. But the anoma-
lous inverted yield curve shows short-
term rates higher than long-term yields.
The Treasury Department made plans to
cut the supply of securities, especially the
30-year, which sparked buying of the
long-term Treasurys, and resulted in heavy
losses for some bond traders. The Trea-
sury Department has decided to issue
more short-term bonds and buy back $1
billion chunks of 30-year bonds.

by Julia G.

As the threat of inflation looms over the United States, the
Federal Reserve seems to have its eye on actions both domes-
tically and internationally.  The United States is witnessing
such phenomenal growth that has never been seen before.  The
scope of the magnifying lens of the Federal Reserve indicators
is narrowing over possible implications that US inflation could
have on other markets, the fragile economies of the Asian
markets, and the changes in monetary policies of other nations.

On Friday, March 11, 2000 a prime example of the power of
both the American economy and the Federal Reserve Board
was pasted across the pages of media publications.  While the
story was not front-page news, there was a considerable amount
of importance behind its particulars.  The Australian market
dropped on a worry of US inflation due to the increase in
tobacco and oil prices.  10-year bonds fell to $5.13 per $1000.00
bond.  However, the yield rose 7 basis points to 6.78%, the
highest since February 21.  In keeping with inflationary policy,
the New Zealand government increased interest rates 50 points.
10-year bonds, like those in Australia fell to $2.90 for every
$1000.00 bond.  On March 15, the New Zealand government
raised the official cash rate to 5.75% to prevent further exhaus-
tion of the New Zealand economy.

Inflation within the US could erode the value of fixed
payments within other countries.  Markets are fragile, and the
United States could break the stability of sustainable growth
after the Asian financial crisis, increased activity in Latin
American economies, and with the European community.
Asian governments are updating their monetary policies to
improve economic standings.  Japan’s Economic Planning
Agency announced a 0.8% rise in machinery orders in January.
Machinery orders are a strong indicator of spending on plant
and capital as much as six months ahead.  The Bank of Japan is
expected to change their target of low rate policy due to the fifth
straight increase in company profits, the growth of long term
and short term bonds, and the announced increase in capital
investment within industry.  The BOJ will maintain zero
interest rates until at least the last quarter of the year 2000.
Hideya Kubo, senior economist with the NLI Research Insti-
tute, said “After a 1.4% drop in October-December, GDP is
likely to show a robust growth of 1.7% in January-March.  But
GDP will probably fall again in April-June.” This growth has
been attributed to the increases in capital gain.

Under a plan approved by China’s central bank, regulators
will restructure and shut down more than 150 of the 240 debt
ridden financial firms through forced mergers and closures
while trying to avoid new bankruptcies that could unhinge the
state banking system.  On March 15, it was reported that 51%
of these debt-ridden banks had collapsed.  Regulators say that
Chinese trust firms are sitting on bad debt totaling at least $25
billion, while less than half of the sector’s estimated $50 billion
in assets are recoverable.  The Chinese government is expected
to change policy in order to regain these assets and promote
growth in other sectors.

Taiwan’s Weighted Index plummeted in March.  Investors
watched stocks fall 6.6% on Monday, March 13, and then
another 2.1% on the following Wednesday.  Investor’s fear a
change in the status quo opposition candidates are giving the
ruling Nationalist Party could shake the economy even further
and prevent any further comeback since 1998.  Thailand
investors are hoping for a strong comeback after the legal
system will contribute to help pull banks out from the $51
billion in bad debt they are buried beneath.  Thailand’s bench-
mark stock index climbed 2.6% on speculation that the bank-
ruptcy court would decide in favor of a petition of restructuring
the bad debt in several large firms.  Happenings in Asian
markets are coming back, but are still quite shaky.

In London, bonds are on the rise while yields were driven to
the year’s all time low.  With this confidence, the Bank of
England has decided to keep interest rates steady in the hopes
of avoided inflation.  The Bank is expected to keep rates on
hold, but they may raise rates another 25 basis points in April.
The UK’s producer price inflation index held at 0.2% in
February, thus keeping the annual rate at January’s 2.5%/year.
Bonds are on the rise as of March 12, with 10-year benchmark
gilts down 8 basis points to 5.29%.  It rose 4 basis points on
Friday, as prices were dragged down by a decline in US bonds.
The 10-year Treasury bond rose 4 basis points on March 9.  The
Bank of England has decided to keep interest rates at 6% after
four increases since December.  The Monetary Policy Commit-

tee left rates unchanged in cohesion with expected growth.
Previous rate increases were aimed at keeping climbing house
prices and rising wages from sparking inflation.

Elsewhere in the world, Mexico’s Financial Ministry con-
firmed that the World Bank issued a peso-denominated bond
on global markets.  The ministry was quoted as saying that the
bank placed one billion pesos ($106.4 million) in three-year
bonds at a fixed rate of 15.969%.  It was the first peso
denominated bond issued in WB history.  Also within Latin
America, the Internet craze has arguably taken less than 12
months to climb to—and perhaps surpass—the fever pitch it
took the US internet stocks three or four years to reach.  This
climb has occurred despite the fact that just 12% of Latin
Americans are projected to have Internet access in 2005.
Russian economics, in another hemisphere, are still strug-
gling.  They did manage to decrease their debt on the GDP
from 150% to 109%.

An increase in Federal Reserve Interest rates is evident
within the United States.  “With the welcome recovery of
foreign economies and with the leveling out of the dollar, these
factors holding down demand and prices in the United States
started to unwind,” says Alan Greenspan. “Strong growth in
foreign activity is expected to continue this year, and other
things equal, the effect of the previous appreciation of the
dollar should wane.”

Inflation in the US could imply three different things
worldwide.  Inflation could curb the growth of economies
bouncing back from the crash of 1998.  It could erode fixed
payments from other nations, and most importantly devalue
long term US Treasury bonds on the world market.  Therefore
any action from the Fed needs to keep inflation within the
scope of their focus.

Federal Reserve Board: Raising
rates and watching the world

by Keight B.

Merrill Lynch is pleased to present

Fed
Watching

A free public seminar for anyone analysing the
New Economy

This workshop will focus on factors to consider
when investing in the American Economy and how
Merrill Lynch�s innovative personal investing
programs can help the average investor:

� Lower interest rates
� Qualify for a Fed Challenge 2000 team
� Maximize your knowledge of the Treasury

Yeild Inversion and other interesting
termonology

� Keep on the right track for investing
� Build knowledge of investment and teh Federal

Reserve Board

The difference is Merrill Lynch.

DATE: Thursday, September 10
TIME: 7:00 pm
PLACE: Merrill Lynch Office

11 Reserve Bank Row
SPEAKER: William McDonough

Vice Chairman,
Financial Open Market Committee

RSVP: (321)-555-2000

Refreshments will be served

Raising rates again
WSW makes a recommendation

Editorial Staff
Once again the Fed finds itself in the

unenviable position of deciding whether
it should raise short term interest rates or
leave them be. Both NASDAQ and more
recently the Dow Jones, has shown ro-
bust growth coupled with the lowest un-
employment rates in nearly thirty years
plus aggressive consumer confidence.  In-
ternational markets show growth in the
face of the recovery  from the crash of
1998.  The global economy is becoming
stable and firms are finding exports all
the more profitable.  The financial stabil-
ity of other nations has made the dollar
increasingly weak against other forms of
currency, which allows for a more favor-
able trade deficit.

 The tight labor market leaves the pos-
sibility for cost push inflation as the
demand for labor continues to exceed
supply.  Leading economic indicators
continue to show signs of aggressive
growth throughout all sectors of the
economy.  Fed policy makers, who have
already raised short terms rates four times
since last June, are left with little or no
choice but to raise them again. This ac-
tion by the Fed is met with a great deal of
opposition by both business and labor
leaders. Recently in the Star Ledger of
Northern New Jersey on Sunday, March
19th, AFL-CIO director of public policy,
David Smith stated that, “the damage
that rate hikes do is predictable and well
understood they slow the economy down

and retard employment growth for what
is an uncertain benefit.”

It should be noted that the Fed has taken
short term interest rates of 5% last June to
5.75% currently and should be prepared
to raise them again if the economy does
not cool off when it meets in April.  Word
on the corners of financial streets around
the world is speaking to a necessary rate
increase.  Markets are prepared both do-
mestically and abroad for an increase of
interest rates.  Alan Greenspan, when he
announces his decision for rate increases
on Tuesday, must recognize the need to
cool off the economy.  With this cooling
off, Greenspan must insure that he doesn’t
freeze markets and push recession.  There-
fore, 50 basis points could slow this
economy too quickly, another 25 basis
points should keep inflation low and our
economy growing.

Given the history of the past year, this
current rate hike may not produce the
desired cooling off effect.  We have al-
ready seen that the stock market has not
responded to a rate increase of 75 basis
points since last June, nor has consumer
consumption responded.  Leaving many
economists and business leaders consid-
ering the possibility of another rate hike
in May and possibly June.  Their trepida-
tion is underscored by comments recently
made by Fed officials that such hikes are
possible and could come within the com-
ing fiscal year.
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