
 ‘New’ United States Economy is at Crossroads in 2001
As Consumer Confidence Erodes Amid Market’s Plunge

By Nikki C.
One cannot escape the recent tu-

mult created by the diving stock
market. Predictions and expectations
are clouded in the belief that the
equity markets directly affect con-
sumer confidence, and that at this
moment a quick fix by the Fed would
be all we would need to avert disas-
ter. According to the Conference
Board’s index, higher energy prices

ment is at a steady 4.2%, almost too
near full employment to say that
people are having a hard time finding
a job. What layoff announcements
and jobless claims hyped by media
spin neglect to tell consumers is that
in many cases those job cuts did not
occur in the US, and any that did
could also have been voluntary retire-
ments. One thing the media isn’t giv-
ing much press to is monthly job
gains. January job gains more than
tripled expectations with 268,000. The
three-month moving average of over
113,000 jobs gained is still indicative
of an economy growing slower than it
did a year ago. The fact that we have
seen close to three consecutive weeks
where jobless claims have been at or
near 375,000 shows, if nothing else
that the job market is steady and that

it is still able to soak up much of the
labor pool.

Adding to the quandary, personal
income grew 0.6% in January, ex-
ceeding expectations for the second
month in a row. So although our
fears that jobless-excessively-frugal-
consumers might suggest the big ‘R’
word is on the way, there are still
signs that the tight labor market could
raise Fed fears demand pull inflation
again. Moreover, though consumers
pulled back their overall spending,
vehicle sales and the housing market
have seen their best business in
months. Annually adjusted, in Feb-
ruary 17.5 million vehicle units were
sold, outpacing January in which
17.2 million units were sold. How-
ever, vehicle sales from these two
months were stronger than in the

previous four months, in which an
approximate average of only 16.3
million units were sold. Along that
same line, home building, existing
and new home sales and house price
gains have remained strong; the Na-
tional Association of Homebuilder’s
index has risen for the third straight
month. While it is not near the highs
it reached in the late 1990’s, its March
reading of 59 is indicative of a healthy
housing market. Many are convinced
that this is only an anomaly, and that
the housing markets boom is only a

result of low fixed mortgage rates of
near 7% and that January and Febru-
ary were catch-up months for build-
ers who had been stymied by the
unusually harsh December weather.
But even so, gains by both realtors
and home builders in the housing
market are not consistent with fears
that low consumer confidence is on
the verge of sending our economy
into a recession.

This is a precipitous time for the
Fed. They have to regain consumer
confidence in the economy, without
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sparking possible triggers for infla-
tion, and without sparking criticism
that they are only trying to bail out the
stock market losers. The Fed needs to
maintain its objectivity in matters con-
cerning the economy. And yes, I feel
further rate cuts in both the Federal
Funds and the Discount rate could
spark more consumer spending. How-
ever, Greenspan and his associates
must be wary that their continued slash-
ing of interest rates doesn’t spook con-
sumers into thinking that they aren’t
confident about the economy’s future.

By Conner M.
The Federal Reserve System, our

nation’s national bank, was estab-
lished by the Federal Reserve Act of
1913. This act requires that the Fed-
eral Reserve System as well as the
Federal Open Market Committee
(FOMC), in conducting monetary
policy, seek “to promote effectively
the goals of maximum employment,
stable prices, and moderate long-
term interest rates.”

The System consists of a seven
member Board of Governors with
headquarters in Washington, D.C.,
and twelve Reserve Banks located in
major cities throughout the United
States. The members of the Board
are appointed by the President and
confirmed by the Senate to serve 14-
year terms of office, with a one-term
limit. However, a member who has
been appointed to complete an unex-
pired term may be reappointed to a
full term. The President designates,
and the Senate confirms, two mem-
bers of the Board to be Chairman and
Vice Chairman, for four-year terms.

The Board is responsible for setting
reserve requirements and oversees the
discount rate policy at the District
Reserve Banks. The discount rate is
the rate which the Federal Reserve
banks charge on daily loans to private
commercial banks, savings and loan
associations, savings banks and credit
unions. In addition to monetary policy
responsibilities, the Federal Reserve
Board has regulatory and supervisory
responsibilities over banks and other
financial institutions that are mem-
bers of the System. The Board also
sets margin requirements, which limit
the use of credit for purchasing or
carrying securities.

The seven Board members also
serve on the FOMC, the most impor-
tant monetary policymaking body of
the Federal Reserve System. The
other five seats on the FOMC are
filled by the President of the New
York Fed, and four presidents from
the remaining eleven districts on a
rotating basis. Legally, the FOMC
determines its own organization, but

Fundamental  Facts About
The Federal Reserve System

by tradition it elects the Chairman of
the Board of Governors as its Chair-
man and the President of the New
York Bank as its Vice-Chairman.
The FOMC makes key decisions re-
garding the conduct of open market
operations—purchases and sales of
U.S. government and federal agency
securities—which affect the levels
of reserves to depository institutions
and, in turn, the cost and availability
of money and credit in the U.S.
economy. These open market trans-
actions are conducted through the
New York Fed, and effect the federal
funds rate—the rate which banks
charge each other for overnight loans.
The FOMC also directs system op-
erations in foreign currencies.

The Federal Reserve System, in
addition to monetary policy responsi-
bilities, provides four major deposi-
tory institution services. First is coin
and currency. The Fed Reserve banks
distribute currency and coin to de-
pository institutions to meet the
public’s need for cash. For example,
during the Christmas season there is a
heavy cash demand and banks in turn
seek higher amounts of cash to meet
the demand. When demand is light,
banks deposit the excess cash into the
Reserve Banks. The Fed also serves
as a central check-clearing system.
Approximately 18 billion checks per
year are cleared through the Reserve
Banks. The Federal Reserve Commu-
nications System is a network through
which banks can transfer funds and
securities nationwide in a matter of
minutes. In addition, Federal Reserve
Banks and their Branches operate
automated clearinghouses, comput-
erized facilities that allow for the
electronic exchange of payments
among participating depository insti-
tutions. Automated clearinghouses
are used primarily to effect recurring
transactions, such as direct deposit of
payrolls and payment of mortgages,
and serve as a replacement for checks.
The Treasury Department uses auto-
mated clearinghouses extensively to
make social security, payroll, and
vendor payments.

By Rich R.
Production in the United States

has suffered a downturn coinciding
with the recent economic problems
plaguing the once robust US
economy.

Capacity utilization, for example,
which denotes what percentage of
the nation’s capacity for production
was employed by industry, fell to
79.4% of the estimated potential in
February.  This is the lowest rate of
capacity utilization since the
economy began crawling out of
the recession in 1992 and it oc-
curs in the sixth consecutive
month of declining figures.

Coinciding with this drop in
utilization is a decline in output
from the nation’s industrial sec-
tor which in February decreased
0.6%.  The Federal Reserve
Bank supports this trend, stat-
ing that industrial production
has not risen since September of
2000, five months of steady
decline.  The February figures
are still 1.2% above their coun-
terparts a year ago in 2000, but
the recent declines have begun
to eat away at the gains shown
in the first three quarters of
2000.

Further pressuring the Fed to
act in favor of industry is the
low reading on the producer
price index, only showing 0.1
percent in February, the lowest
increase since November,
pointing to the 1.1% January
increase as an anomaly.  His
production side measure of in-
flation could further entice
FOMC interest rate cuts by as-
suring the Fed the possibility
of igniting inflation is low.

Also a concern has been the
decline in stock value of old

Conflicting Indicators Make Outlook Murky
market “brick and mortar” corpora-
tions of the New York Stock Ex-
change over the last week.  This
stock devaluation is a sign that the
volatile technology based Nasdaq is
not the only index to suffer in the
recent downturn; traditional sectors
will also witness loss.

Productivity stagnancy also raises
some concern.  The non-farm busi-
ness sector productivity measured
only 2.2% in the fourth quarter of
2000, increasing due to nominal out-

Fed Lowers Rates
On March 20, the Federal Open

Market Committee decided to
lower its target Federal Funds rate
to 5 percent. In a related action,
the Board of Governors lowered
the discount rate by 50 basis points
to 4-1/2 percent.

The FOMC press release sited
the following as reasons for its
actions: “Persistent pressures on
profit margins are restraining in-
vestment spending and, through
declines in equity wealth, con-
sumption. The associated backup
in inventories has induced a rapid
response manufacturing output
and, with spending having firmed
a bit since last year, inventory
adjustment appears to be well
underway.”

The Fed also signaled the pos-
sibility of further action saying,
“In these circumstances, when the
economic situation could be evolv-
ing rapidly, the Federal Reserve
will need to monitor developments
closely.” This is remarkably simi-
lar to the wording used on Decem-
ber 19 prior to the January 3 in-
terim rate drop.

put increases and less hours worked.
The productivity gains therefore re-
flect a declining trend in the produc-
tivity of the US economy in the
increasingly troubled environment.
Explaining this decline is a decrease
in all economic sectors in the num-
ber of hours worked by employees
from the third to fourth quarters of
last year and also a decrease in out-
put in the manufacturing sector over
the same period.

Contrary to recession-pointed in-
dicators, the real estate market
remains strong.  After record new
home sales in December, this
figure remained strong through
January.  Similarly, the housing
starts indicator remained strong
through the previous month and
has increased from the second
half of last year to its current
figure of 1.65 million unit annual
pace.

The labor situation remains un-
usually tight at 4.2% unemploy-
ment yet there are indications
that the figures are loosening.
Weekly jobless claims held
steady at 379,000 from 380,000
the previous week as help wanted
ads and the number of jobs cre-
ated both declined.

 If these early trends continue,
more pressure may be put on the
economy as unemployment,
which has not been a problem in
over a decade, again becomes a
factor.

In conclusion, there is a definite
weakening in the United States
economy’s production.  An inter-
est rate cut by the Federal Reserve
Board and a more favorable mon-
etary policy may provide the boost
the industrial sector needs to re-
verse its recent downturn before a
recession sets in.

This is a precipitous time
for the Fed. They have to
regain consumer confidence
in the economy, without
sparking possible triggers
for inflation...

and job security seem to be the major
concerns of American consumers.
So much so, that the index has de-
clined by more than 40% since last
May and currently stands at 68.6,
about where it stood towards the end
of the 1990-1991 recession. High
energy bills coupled with increased
costs of living (January’s CPI re-
ported inflation beyond energy
prices) are deterring consumers from
buying large ticket items. Durable
goods for February were flat and
retail sales declined by 0.2%.  On top
of which, layoff announcements are
spooking consumers. There seems to
be a correlation between consumer
confidence and their concern about
job stability. When times get tough,
people worry about whether they
will have a job in six month and
therefore say they won’t spend as
much to conserve their savings for
the future.

However, analysts must remember
that there is more to the economy than
the stock market and what consumers
“say” they are thinking. Yes, it is true
that confidence is low, but unemploy-
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by Sean W.

Bush’s Tax Plan calls for a
tax cut in favor of cutting capi-
tal gains taxes and marginal
tax rates over the next 8 years.
But what will it do for us now?

People want this tax plan,
they feel it will help them out
now. But in effect, it would do
little to help the lowest 60% of
the Economy. Also, by phas-
ing it in over then next eight
years leaves the problem of
what how the economy will go
over such a long period of time.
For now we are in a slump.

We are still growing at a
fairly good pace and only a
little  of 4% of our nation’s
population don’t have jobs.
By phasing the tax cut in now
over the next two years, it

could have a positive instead of
a negative effect upon the
economy. If the whole tax cut
occurs within two years, it will
be putting the money back into
the consumers pocket in large
enough sums to let them go out
and spend it as they choose.
That way, the economy could
get started from consumer
pumping the money back into
investments.

If Bush chooses to phase it in
over the eight years, there could
be inflationary pressures for
the following reasons. When
the Federal Reserve Board de-
cides to lower interest rates,
that will create a stimulus for
investment back into the
economy. By the time the tax
cut starts to take an effect upon

consumers, we will already be
heading out of our slump and
into a period of higher growth.
Also, if it comes too late, and
our economy is already stimu-
lated, we could run into the
problem of demand-pull infla-
tion. The economy will already
have money being pumped in
because of low interest rates,
and the tax cut would just give
consumers even more money
to put in, having too many dol-
lars chasing too few goods.

If anything, have Bush change
the tax cut to finish in two years,
allowing it to be a stimulus, not
a hindrance to the economy.
Any longer, and it could run the
risk of pumping a lot of money
back into an economy that will
be running strong.

Tax Cut for Consumers, A Headache for the Fed?

By Julie C.
As we look at the United States’

recent descending economy we
should think about the relationship
between this change in our economy
to the economies of other na-
tions around the world.  The
value of world currencies
compared to the dollar, along
with the United States con-
tinuous trade deficit are indi-
cators that show us the com-
parison between the US and
the international market.
Japan’s drastic slow down in
the past five years is also an
area that one should look at
when making decisions for
the economy of the United
States.

When we compare curren-
cies from other nations to the US
dollar we can see the relationship
between the two countries.  Japan’s
currency, the Yen, at 123.02 has seen
very low rates in the past few months,
falling to Y117.2 to the dollar in
January, which is the lowest it had

been in the past 17 months.  Europe’s
infant currency, the Euro, has re-
bounded from its earlier decline and
remains steady at 1.1141 to the dol-
lar.

The United States deficit rose 1.9%
to $115.3 billion in the fourth quar-
ter.  This brought the US trade deficit
for all of 2000 to a record $435.4
billion, nearly one-third larger than
the previous record.  The high num-
ber reflects a flood of imports, such

as foreign cars, oil, and industrial
machinery.  Since the increase in
imports to the United States, we have
seen a decrease in exports.  This is a
result of the weakened economies

overseas.  The US’s trade
deficit could widen even more
this year as the weakness over-
seas cuts into US export
growth.

Japan, which once led the
world in economic perfor-
mance, now struggles to keep
herself running from day to
day.  Japanese public debt of
$5.4 trillion has risen to 130%
of its gross national product.
This is a higher ratio than any
other leading industrial de-
mocracy.  The Nikkei Index,
the Japan’s stock market, hit

a 16 year low in the beginning of
March.  With Japan’s unstable
economy other nations are begin-
ning to feel its effects.  Nations, such
as the US, should be supporting Ja-
pan and helping her try to get back on
her feet.

US Economy Falters, Reflecting Global Decline
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Consumer Confidence Plummets,
Markets Follow Suit

By Jeff L.
Equity-owning Americans cer-

tainly have reason to feel poorer
than they were a year ago. Stocks
have fallen like dead birds since the
Fed’s previous rate cut on Jan 31. As
of March 19 the Nasdaq Composite
has lost 882 points, or 32%, since
then, and is now in its worst bear
market ever, off 63% from its peak
last March. The Dow Jones Indus-
trial Average, meanwhile, has fallen
1,064 points, or 10%, and is now
below 10,000 for the first
time since October. The
broader S&P 500 index,
which has shed 16% of its
value since the last rate re-
duction, is mired in its first
bear market since 1987. And
the weakness appears to be
intensifying heading into the
FOMC meeting: The Dow
lost 8% last week, its fourth-
worst performance since
World War II (the worst
being the memorable 13%
plunge in the week ended Oct. 23,
1987).

After discussing the worst week
in the financial markets since World
War II, the question comes up, what
is going on with our economy? First,
economists might take a look at the
major indicators. Inflation is now
rather tame at 2.2%, Fed’s number
one priority appears to be in check.
However, any additional increases
in the CPI could restrict the Fed’s
ability to further reduce rates.  Un-
employment is still extremely low,
which says good things about the
present state of our economy. In
fact, the current level of unemploy-
ment places our economy in a tight
labor market:  Many other leading
economic indicators are also point-
ing toward good things, but very
few investors can make anything
good out of our present situation.

With many indicators signaling
smooth sailing and a stock market
riding the plunge line many experts
are stuck with little to say, or little
we should be listening to. However,
there is one recurring explanation
for the current bear market and that
is consumer confidence. Calculated
from surveys conducted by the con-
ference board and the University of
Michigan, they acquire knowledge

from a representative sampling of
consumers about the present state of
the economy. The overall confidence
of the average American consumer
calculated by this survey, has been
dropping rapidly since the end of
August 2000, and is currently more
than 25% off its peak of last spring.

Many experts believe that the rea-
son for such lower stock prices is the
lack of confidence in the stock, the
company, or the economy in which
the company does business. Since

the stock market is a pure market the
price of the goods sold, the stock’s
prices, are in direct correlation with
the supply and demand for the stock.
With no confidence in the economy,
who would have confidence in cor-
porations within the economy. And
with no confidence with in corpora-
tions, there will be little or no de-
mand for the stocks of these same
corporations. Lets face it, would you
like to put half of your net worth into
a company in which you had no
confidence?  With demand diving to
lower levels and the supply of stocks
remaining constant, the equilibrium
price will be greatly diminished. To
worsen the situation, the supply of
stocks for sale can often be increased
on a day with high volume. If a stock
price starts to decline and many in-
vestors wish to sell their shares, this
will create a large amount of shares
trying to be sold. Since the number
of buyers is not as rapidly growing,
the supply increases, and with de-
mand near constant, the equilibrium
price declines even more.

Often, lower than projected earn-
ings or retirements of crucial chief
operation officers can lead to lower
stock prices. However, during the
last few months the weakness in
stock prices has been across the board.

It has not been due to one company
missing its earnings or another going
bankrupt.  Almost every sector of
business that makes up the U.S. mar-
kets is worth drastically less than 1
year ago. With most companies in
the U.S. markets getting slammed so
badly, you would think that these
companies must being doing just
awful to rationalize such large de-
clines in worth. The fact of the mat-
ter is that they are not. Most business
are still growing and doing much

better than last year. Most com-
panies have increased their rev-
enue year to date, and most
companies are becoming even
more profitable.

So then why is a more prof-
itable company worth less
money? There is not a rational
answer for that question. The
only possible explanation is
the lack of confidence in our
economy. If the consumers of
our country, the same consum-
ers investing in our markets,

have no confidence in our economy,
than of course they will be hesitant to
pay high prices for stocks. People
holding stocks too will be thinking to
sell them, again if they have no con-
fidence in the future, and what it
might have in store. With investors
hesitant to buy stocks at high prices
and other investors trying to dump
the stocks they own, only one thing
can happen. The equilibrium price of
the stock will go down until someone
is willing to pay that much for it, and
the price will not stop falling until
that person comes along.

This is one plausible explanation
for the recent nose-dive of the U.S.
markets. It also explains how the
broader S&P 500 index, which has
shed 16% of its value since the last
rate reduction on Jan. 31, is mired in
its first bear market since 1987.

With consumer confidence drop-
ping drastically to lower levels,  the
confidence behind corporations who
sell goods to these consumers will
also drop. Until confidence returns
to the average consumer, and more
importantly a higher level of confi-
dence is reestablished in the corpora-
tions of our economy, we could be
seeing a lot more of this weakness in
our financial markets. Winter is now
over and so is hibernation.

Vital Signs of the Labor Market

Glance At Future Fed Policy
Interest Rate Debate Continues

The Fed has lowered the Federal
Funds rate by 1.5 percent in just 11
weeks. This is the swiftest drop since
the middle of the economic crisis of
the early 1980s. At that point interest
rates were in the high teens, and the
proportionate rate  drop was not
nearly as large.

On March 20, the Fed took its
latest action dropping both the Fed
Funds rate and the discount rate 50
basis points. This scheduled action
came after the worst week for stock
markets since 1987. Many on Wall
Street were hoping for a 75-100 basis
point cut, and a negative ripple
touched the markets after the action
was announced.

Other economic indicators point
to a less threatening economic pic-
ture. For example, the economy is
still experiencing near full employ-
ment and the housing markets are
operating at near record numbers. At

the same time, old economy indica-
tors such as capacity utilization and
industrial production demonstrate a
negative growth that the US economy
as a whole is experiencing.

The overall question is  not whether
the economy is in a downturn, but
instead how severe this contraction
may be.  A recession is a serious term
that should be reserved for severe
conditions namely two consecutive
quarters of negative growth.

Therefore it is our conclusion that
the current trends do not reflect a
recessionary period in the US
economy as of yet, and therefore the
Fed should not be acting too rashly at
this stage of the business cycle. The
interest rate cuts have yet to have a
significant and full effect on eco-
nomic health. Historically the rate
cuts have been known to take at least
six months to take full effect on the
overall economy. It’s the Fed’s re-

sponsibility to ensure economic
growth and price stability, and there-
fore the recent cuts have surely been
in order. With consumer confidence
at exceedingly low levels, it’s impor-
tant for the Fed to stay committed to
orchestrating recovery from the re-
cent economic slowdown. However,
the Fed must be careful not to be too
liberal in response to market pres-
sures for lower rates.

Stimulating the economy too
quickly would unsettle prices and
may trigger inflation.

Current conditions make a interim
rate cut unwarranted although the
New Economy demands constant
oversight. A cut of at least 25 basis  at
the regularly scheduled FOMC meet-
ing on May 15 seems likely judging
from current conditions. Any addi-
tional actions will depend on how the
economy reacts to cuts since the start
of 2001.

Heads I lower rates, tails I raise them...


