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Global Liquidity: Strong But Peaking? 

Strategy 

• Global liquidity has expanded rapidly on the 
back of the lower interest rates and 
aggressive central bank actions that 
accompanied the emerging market crisis last 
year. 

• In fact the surge in liquidity has been one of 
the fastest we have witnessed in recent 
memory. 

• We have devised some liquidity measures 
• which have shown some correlation with 

equity market performance in the past. The 
recent robust growth of our liquidity 
indicators is certainly consistent with the-
current strength Of equities in the face of the 
bond marketsell off. 

But liquidity growth is slowing. The 
combination of much more moderate money 
supply growth in the US and Japan along 
with a pick up in global growth indicates 
liquidity expansion is rapidly moving back 
to its long run average levels. 

• If last year's liquidity boost has supported 
equities in the face of the bond market sell 
off, then that support is ending. 

• With e4uity valuations versus bonds looking 
stretched, we expect bonds to enjoy a period 
of outperformance versus stocks. 
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What's Up with U.S. Productivity? 

• '
In a week featuring very little fresh data, the few 
bits that were published suggest that the U.S. 

- economy retains strong momentum at mid-year. 
- For example, the Goldman Sachs Retail Index 

- of year-to-year sales gains was 6.5% in June, up 
from 5.6% in May. Auto sales also were brisk 
in June, edging down only slightly from May's 
extremely high level. 

• With demand and output rising rapidly, U.S. 
firms continue to post strong productivity gains. 
We now think that output per hour will rise 3% 
in 1999, the largest gain since 1992. 

• Although this marks the fourth year of strong 
•productivity growth, averaging 2.2%, it is still 

- premature to conclude that the long-term trend 
has risen materially. Twice before since the 
early 1970s, when the productivity trend is 
widely recognized to have sagged, we have seen 
four-year spurts like the current one in the 
êontext of strong growth in demand and output. 

• The main difference between this latest surge 
and its predecessors is that the productivity 
gains have occurred much deeper in the business 
expansion. Thus, whereas earlier surges have 
resulted mainly from putting idle resources to 
work, this one has relied on heavy investment in 
capital equipment to enhance the output per 
hour of labor resources already in use. 

• The extent to which the productivity trend has 
changed can only be judged when the economy 
slows. If, as we expect, such a slowdown is a 
'protracted affair, then a payback to the current- - 
.surge is quite likely. 

Trade Recommendations 

• We would establish a spread position, going long the January '00 federal funds contract and going short the 
December '99 federal funds contract (currently at a spread of +13 basis points), with a target of 0 basis 
points and a stop on a close above 20 basis points. 
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defense and aircraft groups. 

• But this is much too little, too late. A 25-basis-
point tightening by the FOMC is nearly certain 
on June 30. In fact, Fed officials are likely to 
keep the directive biased toward tightening (and 
disclose that decision) in order to signal that this 
first move may not be the last. 	- 

• At the same time, Fed Officials are unlikely to 
tighten monetary policy aggressively anytime 
soon. After all, the primary motivation is one of 
fine-tuning. The strength of the economy helps 
to confirm that financial conditions are 
accommodative. This indicates that monetary 
policy is not currently in the neutral to slightly 
restrictive setting that central bankers desire. 

• However, more aggressive actions in 2000 
cannot be ruled out. By then, inflation may be 
drifting higher and the nascent 'recovery in 
foreign economies may be more entrenched. At 
that point, pressures will increase on Fed 
officials to make monetary policy restrictive. 

• Our forecast calls for 50 basis points of 
tightening this year and another 50 basis points 
in 2000. Although we are quite, comfortable 
that Fed officials will not be aggressive this 
year, we are much less certain about the outlook 
in 2000. An examination of scenarios using the 
Taylor Rule suggests a wide rangeof possible 

• federal funds rate targets 18 months from now, 
ranging between 4% and 71/2%. 

How Much Tightening by the Fed?: 

The economy may be slowing slightly. The 
weekly chain-store sale reports have softened, 
and durable goods orders in May would have 
been flat but for large gains in the 'volatile 
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Trade Recommendations 

U Our long position in September T-bond futures was stopped out at 114.02 (initiated at 114.25). Although 
we believe the current sell-off is overdone, we would stay on the sidelines for the time being. 
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The Start of Something Small 

U 

World Economy 

• The rise in the Fed funds rate was in line with 
expectations and represents the first increase 
in interest rates by a 03 central bank for 
more than two years. A further 25bp rise is 
likely at the August FOMC meeting. The 
outlook for rates next year is more uncertain. 
We expect 50bp of increase in 2000, taking 
rates to 5.75%. 

• A larger increase in rates may ultimately 
prove necessary to slow the US economy to 
a sustainable rate. But monetary conditions 
in the main industrialised countries are 
broadly neutral and there seems little need 
for an aggressive tightening in global 
monetary policy: 

• Despite the neutral monetary conditions, 
markets have become more pessimistic 
about short rates during recent weeks in 
each of the three major blocs - the US, 
Euroland and the Japan. Expectations about 
short rates are now overly pessimistic in 
each of these blocs. 	- 

The deterioration in short rate sentiment 
has helped push up bond yields. But yields 
are now significantly above fair value even 
allowing for more pessimistic interest rate 
expectations. Therefore, some of the 
increase in rates represents a rise in the 
inflation risk premium. 

• The key factor in the outlook for short rates 
and inflation is growth in the main 
industrialised countries and the output gap. 
There is pressure on resources in the US but 
elsewhere in the 07 there is spare capacity. 
We have updated our model linking 
inflation to the output gap in the 07 
countries. The model suggests that 
inflation is very unlikely to rise 

U 

significantly given the extent of spare 
capacity. 

A big part of this slack comes from recent 
sluggish growth in Japan. The strong Qi 
GDP and indications of stronger private 
sector demand raise the possibility of 
continued stronger growth, which could eat 
into this spare capacity. 

Consumer spending holds the key to this 
prospect. Stronger growth in Japan requires 
a sustained recovery in consumption. 
Although this is something of a wild card in 
the prospects for the world economy, it is 
unlikely during the next two years. 
Therefore, the persistence of a global 
output gap should keep a lid on inflation 
pressures. In turn, the likely tightening in 
monetary policy should remain within 
expectations and risk premia should 
decline a little in time. 
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Stronger Growth Which Equity Markets? 

Strategy 

• Global growth is picking up. Stronger global 
growth favours some regional equity 
markets more than others. In addition, 
variations in regional growth will impact 
relative market performance. This note 
summaries a simple framework for 
assessing the importance of global and 
regional growth for relative equity market 
performance. 

• Using a statistical model, we find that over 
the last 25 years differences in regional 
business cycles have been more important 
than changes in the overall growth rate of the 
global economy in determining the relative 
performance of regional equity markets. 
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• In terms of our views on regional growth 
'surprises' we see most scope for positive 
surprises from Continental Europe and the 
emerging markets. We remain quite 
pessimistic on the Japanese economic 
outlook. 

• Pulling together the model's results with our 
views on global and regional growth we 
believe that our current recommended asset 
allocation - overweight Europe (ex UK) and 
the emerging markets versus the US and the 
UK is appropriate. Japan is the major 
uncertainty but our negative stance on 
domestic recovery leaves us neutrally 

• weighted towards Japanese equities. 
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7 	Stronger global growth tends to favour 
Japan, Canada and Europe (ex UK) over the 
US and the UK. 
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EURIJPY Intervention. A First! 

C 

IN 	The FX section discusses the BOJ's intervention in 
EURJJPY, an historic event in the markets, as it is 
the first time a G3 central bank has intervened in a 
key 'cross rate'. 

N 	We think that the BOJ's move is sensible, not least 
• as EURJJPY is about 20% undervalued, compared 

to $/JPY being fairly valued, and because most 
Japanese Government reserves are held in Dollars. 

• We discuss the latest trends in US external trade 	250 
and the Qi current account, both of which are 
better than we expected. 

• We also discuss the SEK again, suggesting that a 
- move beyond our 8.60 forecast against the Euro 
could temporarily occur. 	- 

• In addition, we include a further discussion of the 
PLN. 

• On bonds, we expect the Fed to tighten 50bp by 
• year-end but this is fully priced in to the market. 
• Moreover, there is a significant risk premium at .the 

long-end of the curve. Hence we see some .scope 
for a modest relief rally in US Treasuries. 

• We indicated last week that a move back toward a 

	

more neutral US-European stance is appropriate 	4,6 

for now. We would not shift to favour the US at this 
- 	stage, however, firstly because we doubt that there 	4.4 

is much room for US bond yields to fall and, 

	

secondly, because European bond markets remain 	4.2 

better protected against renewed US interest rate 
• ' jitters. 	 .. 	. . 

	 4.0 

	

S Lnger-term risks for global bond yields are 	3.8 
skewed to the upside, reflecting both the 

• underlying momentum of the US economy and an 3.6 
-. improvement in the outlook for global growth. A 

	

more fa'ourable global backdrop would make it 	3.4 
• . , less easy to finance the US current account deficit 

and could weigh both on the Dollar and on 
'Treasuries. 

400 

300 

200- 

5.0 

4.8 

N 	OSDEER SPOT  
/ 

EURO/YEN 

100 	I .I.ii IIIIIIHI HI!! IHI ,]II]tl I ii.I.., I IHI]I I[HITIJI TlTI!,II.,! I 
80 82 84 86 88 90 92 94 96 98 00 

98 	 99 	 00 	 01 

Trading Recommendations 

• Go long EURJ$ on a 1 day close above 1.0575. 
• Re-buy EURIJPY with 2-day stops below V125.0 
• See inside for other FX views. 
• Hold longs in Sep UST, lower target from 121 to 118, raise stop-level from 113 to 114-16 (currently 115-00, 

initiated at 114-26). 
Roll Sep JGB shorts to #213 for a target of 1.88% yield, stop on a close below 1.65% (currently 1.70%). 
Close longs in 10-yr Gilts against Bunds (currently 76bp, opened at Slbp). 

•::conMbufatqinvo.Nei1r Adè BeVaii' 'r . 
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The Uphill Road for Profits 

0,. Thehumongous $19.4-billion U.S. trade deficit 
• reported for February neutralized the impact of 

• sharp upward revisions to retail sales on our 
estimate for.first-quarter growth, which remains 
at 3:8% (annualized). 	 25 

• Thefdct that surging imports drove the increase 	20 

:in thetrade deficit is consistent with the strength 
in domestic spending. So far, weekly retail 

• sales data give no evidence that this strength has 
dissipated. 

• Last year'hiatus in profit growth resulted from 
1h&increasing difficulty that U.S. firms faced in 
raising output prices. . With compensation per 

• .• hour trending higher in response to tight labor 
markets, productivity gains—while impressive 
—were not large enough to offset the widening 

• gap between wage and price inflation. 

• For the corporate sector as a whole, we see little 
prospect that these conditions will improve 
materially in 1999 despite a shift in inflation 

:,risks.,Thus, after-tax earnings are expected to 
8e about flat 

• <However, companies in the S&P 500 should do 
better, mainly because their greater orientation 
toward manufacturing operations voffers better 
prospects of both a narrowing of the wage/price 
inflation gap and productivity gains sufficiently 
large to fill this gap Translation benefits from a 
weaker dollar and various special factors should 

1
.als& help 	All in all, our Portfolio Strategy 
Group sees a 7% recovery in earnings per share 
for these firms following last year's 2.1% dip 
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Trade Recommendations 

• Close out long January '09 TIPS/short nominal 10-year Treasury note (November '08 maturity) spread 
position (current spread is 133 basis points). 

• Get short September Eurodollar futures at a price of 95.00 or higher (currently 94.885), with a target of 
94.50, and a stop on close above 95.10. 
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Modest Factory Upturn Could Quickly Absorb Slack 

I The U.S..: economy continues: to charge ahead 
with no sign of generalized pickup in inflation 
Although' retail sales rose Only 0:2% .in March, 
sharp ,upward revisions make-the quarterly. 
increase in its core comoneñi (exclding motor 

- 	
178-- - Data as of One Month Ago 	 -178 

vehicles and buildihg materials) one of the 
largest on record in real terms Housing activity,  
also remained strong in March, suffering only . 	H 174W 

slightly from an adverse swing in weather.. .......... 
	. 	. 

.1 While ithports 'ufidoubtedly account for some of 
this strength in retail activity, it still implies that 
real GDP growth,  was even faster than our 
current 3.8% estimate— , probably between 4% 

• and 41/2% at an annual rate. We ,wilLpost a new 
figute Once we see the February trade report. 

! Consumer prices'rose,only 0.2% as the impact 
of the initial* phase of the rebound in oil prices 
was offset by weakness in prices of4f6od, motor 
vehicles, and apparel Meanwhile, the Federal 	

Core Factory Capacity Use Poised to Rise 
Reserve's industrial production index remained .tl  Percent 	 Percent 
on an anemic growth path despite anecdotal 	85 	

Projected core Manufacturing Capacity Utilization Rate 
indicationsdf an ithprovèd trend in this sector 

ry 

	
84 - 
	 One Year Forward 	

83.6% 

N.  The lack of facto resource strains has been a 
key 'faetor behind the weakness in unfinished. 
goods prices; and it may also have Splayed an 	82 

Iihipbriant role in .suprSsingwige gains amid . 	181  - 	 . 	 81 
- the ongoing squeeze on labor upplies.. These, .. 

conditions may be poised to change, however,  
in view of (1) sharply lower Federal Reserve 	79 	 -79 

.forecast. of manufacturing sector capacity: 
growth and (2) improved potential for an output 
upswing - given  can -.stockpiles and strong 
domestic demands .for .goods. 

.. 	- 
• Even a modest pickup in core factory 

production äctiyity- could .. gdnerate a broad, 
absorption of slack in this sectdrwhiCh in turn 
might give rise to a firmer tone in goods pricing 
and, perhaps, les Wage restraint;..: .. 	. 
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Trade Recommendations 

• Stay long the January '09 TIPS, and short the current nominal 10-year Treasury note (November '08 
maturity), with a target for the yield spread at 160 basis points. Raise stop to a close below 100 basis points. 

E-mail Address: william.dudley@gs.com 	
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Medicare: Still the Most Intractable Entitlement Problem 

• The U.S. economy remains on a firm trajectory,  
with consumer••  and construction spending 

- showing particular strength. 	Moreover, the 
.persistence of Strong domestic; demand 'growth,  
is helping bolster the maufactunng sector. The 
March NAPM index rose sharply. This foreshadows 

t a  recovery in manufacturing 
- I -output. 

U The weaknSs of payroll employment in March -. 
was weather' related. Labor markets remain 
unusually tight as indicated by the decline in the 
unemployment rate to a cycle low of 4:2%. 
However, this has not yet caused significant 
wage pressure judging from the modest gains in 
average hou'rly earnings in recent months. 

iThè:. 1999 Medicare trustees report has pushed, 1• 
back the projected insolvency date of the 
hospital insurance trust fund to 2015, froth 2008 
a year ago. This will reinforce the inertia 
against structural reform of this entitlement 
program. 	 - 

U Even though Medicare now appears to be 
solventfor longer, it remains the most 
intractable entitlement problem That is because 

Able mismatch between payroll- tax receipts and 
• expenditures grows rapidly after 2010 when the 

baby boom generation begins to retire in 
earnest 

• Ironically,deadlock on Medicare reform may be 
the best outcome for the bond market. A failure 
to agree on remèdiés could keep' the budget 

• surplus from being tapped. for tax cuts and/or 
• increased government spending.., After all, the 

Democrats have already had success with the 
mantra save,Social Security first"  Thits may 
now be extended to the Medicare arena to• 
frustrate those Republicans in Congress that still 
hope to cut taxes this year. 

Trade Recommendations 

• Continue to stay neutral. 

John Voun. dahi, Jali Hatzws 212 902-6807,11  
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No Monetary Policy Easing This 

1':We are raising our GDP growth forecast for 
A999 by about ½ percentage point on a fourth-

uanèr-to-fourth-quarter basis, to about 23/4%. 
This reflects firmer growth now, a sturdy equity 
market: which should help sustain spending, and 
thabidnce of significant contagion effects from 
Brazilto Mexico. 

I 	a consequen6e,we now expect Fed officiais 
Cto keep thonetary policy on hold' throüghàut 

.-t 1999. ;h faát, given the economy's momentum 
(and the ta'utness.:of U.S.. labor markets, the 

I 	?prnbabiIitg -  oftightehing is now higher than bf 
jëaMngWit1ih.o Fed easing anticipated in 1999, 

ç[&'an7tecbveryin t bond market fron he reSt 
nblloffjs likely to be much mbremuted than 
;•riiSdhtieipated: :¼ 

-. .2 	'-- :.; 	•. 	7 . 
if S ,,.b7 	 -. 

• jChairman_ Greenspaifoffere4 relatively balanced 
:?tli:tcirn$iy. thikiwéek; iiidi&ting' that FM 

)Ilcy makers ar not close totightennigcrgdit 
>Official assessmeits of thenonnflationaiy 
21--fggrowthrend in have mov&I Ill j,in response to 
4'.dt brisk productivity mereses, addmg to the 
ltbntral bkk'sëórren(preference fosWit. 

• .'Signof strerigthin-U S 

 

s" en 	and 
labSrIdë'nidds rdmain*idespid/t[ThCièAsed . 

,i 	new:and unfilled orders-for most factory.durable. - 
• Jt2'.tdSCC'4!f ..' n.S9t - • 	;.,? M .15 ....- 	I 
.jnptproducts have.lifted manufacturing firms out;of 

fr . 
; 	 • 	Wre, 	'3 - 	._4 . 	.,. 	S&%'• 	• 	- 

3 t.job'availabilitynas hat-new multi-decade high,Th 
n ,-. 	 .t.j s.. 	 -. 	• -If) a - •Percentage of people who 

say that jobs are plentiful 
less those iee4ng jobs as 

hard to get. 

Goldman Sachs Financial Conditions index 
Index 	 Index 
lOG 	 lOG 

— Job Availability Index* (right) 
Unemployment Rate. qtr. (inwfl, left) 

to 	........' 
1999 1993 1991 19112 1993 1934 1995 1996 19971998 
Source Department of Labor. The Conference Board. 

t.co non,,0  

0 	Econoailc. 
0 	R..nrthlmnth. 

O 	OS Fln.r,cl.I Wor*Snch 
CD 	at IitlpiiSww.g.co'i 

S 

S 

U.S. Economics Analyst GoIdinaH 
Saclis. 

Our Views Have Changed 

Trade Recommendations 

• We would stay short the March '99 Treasury bond futures contract, lowering our stop to a close above 
123.08 from 124.22 and lowering our target to 118.16 from 120.00. 
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k. 

Spending has sustained a faster-than-normal pace in 
early 1999. To be sure, all of the 3.9% January surge 
in new orders for durable goods took place in the 
highly volatile aircraft and defense categories; other 
bookings actually slipped 0.1%. Yet, this means core 
durable goods orders last month retained all of the 
huge gains recorded over November and December, 
which in turn caused factory order backlogs to swell 
across a wide range of industries. Reflecting these 

:developments, manufacturing firms are back in a 
growth mode, as suggested by the steep rise in the 
Chicago purchasing managers index for February, to 
52.9%. 

Real GDP During the Fourth Quarter 
Annualized percent change 	Annualized percent change 
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Eóonomlc and Market Overview 

Dot
11  'ard pressure on U.S. bond prices has been 

lhéIi.I over recent days, pushing yields up to 
seen since prior to last summer's credit 

nik'Fdislocations. This abrupt adjustment appears 
jflèct growing concerns that the economic 
xpaiiión will not slow by much as the Fed remains 
fijdSgly:. passive in the face of broadly 
&%imodative financial conditions. 

Siiare proliferating that business activity was 
fàv&ish around the turn of the year. Updated fourth-
4iiarièr real GDP estimates place the annualized 
groith rate at 6.1%, compared to the 5.6% advance 
figure, with the upward revision mainly due to higher 
exports, which resulted in a modest improvement in 
the net export deficit in the fourth quarter. This 
improvement, however, is likely to prove transitory. 
The trade accounts appear, to suffer from seasonal 
adjustment problems. Temporary improvement in the 
fourth quarter has been a hallmark of the GDP data in 
recent years. 

In another sign that the labor supply squeeze could be 
intensifying, household perceptions of job availability 
reached a new 31-year peak this month, according to 
the Conference Board's latest consumer survey. At 
+36.5%, the differential between respondents viewing 
jobs as plentiful versus hard to get during February 
was over four points higher than in any month of 
1998, and appreciably above levels recorded in any 
previous year. As this series has displayed a clear 
negative historical correlation with unemployment, it 
provides another hint that the jobless rate may be 
declining still further. 

Federal Reserve Policy 
Chairman Greenspan, as expected, offered monetary 
policy views this week that were only slightly skewed 
toward the potential for a rise in the federal funds rate 
target. He said the FOMC perceives "considerable 
upside and downside risks to the economic outlook," 
and that "monetary policy must be ready to move 
quickly in either direction." 	External demand 
weakness and financial volatility remain the greatest 
threats to continued domestic expansion, while labor 
scarcity and related potential for additional wage 
acceleration poses an inflationary danger. With such 
large concerns weighing in opposite directions, Fed 
officials probably have a strong preference for 
patience and neutrality. 

At the same time, a drift at the Fed toward more 
concern about excessive financial accommodation can 
be detected. Greenspan noted that the 75-basis-point 
easing last fall was designed to cushion the economy 
against then-prevailing financial market strains, and 
stated that. "The Federal Reserve must continue to 
evaluate . . . whether the full extent of the policy 
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easings . . . remains appropriate as those disturbances 
abate." This suggests an active debate is underway 
within the central bank as to whether some of those 
cuts should be unwound in the face of unexpectedly 
high spending trends. That said, the FOMC members 
do not betray a sense of urgency at this point, because 
they do not perceive much risk of an inflation pickup 
in the near term. That relaxed posture can be 
attributed largely to recent brisk productivity growth 
trends and more benign employment cost trends, 
which have suppressed gains in unit labor costs. 

Fiscal and Political Developments 
Republican congressional leaden are taking the very 
first steps toward framing their approach to the 
budget for fiscal 2000 and beyond. Senator Pete 
Domenici (R-New Mexico), the budget committee 
chairman, has offered a proposal to: (I) set aside the 
Social Security surplus for the next ten years, 
targeting it to marketable debt retirement, and (2) cut 
taxes by $787-$900 billion over the same period, with 
the abatements to "start out small and grow very, very 
large over time." The Domenici plan for a Social 
Security surplus "lockbox" has met with considerable 
GOP support, as it would likely neutralize Democrat 
opposition to the budget plan. At approximately $85 
billion per year, the proposed tax reductions would 
amount to about 0.75% of projected GDP, a 
consequential amount of fiscal s;imulus. This should 
be regarded as merely the opening shot of what will 
be a lengthy, partisan battle over fiscal priorities. 
Nevertheless, it is impressive that Senator Domenici, 
with his long record of budgetary caution, is willing 
to endorse such a magnitude of tax cuts, even on a 
graduated timetable. 

Market Outlook and Comments on Value 
Note: The following comments reflect trading views 
and may differ from our longer-term interest rate 
forecast. 

Although the risks are gradually becoming more 
evenly balanced, we would continue to stay short the 
March '99 Treasury bond futures contract until the 
market action itself helps to confirm that the sell-off 
is over. The next hurdle for the market is likely to be 
the February payroll employment report, which 
should show sturdy job gains and a further decline in 
the unemployment rate. We would lower the stop on 
the trade to a close above 123.08 from 124.22, and 
would also lower our target for closing out the trade 
to 118.16 from 120.00. In terms of the short end, 
fears about monetary policy tightening probably will 
intensify further. However, Fed officials are likely to 
remain patient. Thus, the most likely outcome is a 
further steepening of the Eurodollar futures yield 
curve. 
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p 
II. No Monetary Policy Easing This Year 

We no longer expect monetary policy easing in 1999. 
This reflects the continued robustness of the economy 
and our assessment that monetary policy already 
appears to be sufficiently accommodative to sustain 
the expansion. 

As a consequence of the economy's persistent 
strength, we have raised our real GDP forecast for 
1999 by ½ percentage point to 23/4% from the fourth 
quarter of 1998 to the fourth quarter of 1999 (about 
0.4 percentage points to 3.5% on a calendar-year 
basis). Real GDP growth should avenge about 3% in 
the first half and about 21/2% (both annualized) in the 
second half of the year. 

Our revised interest rate forecast is presented in the 
table below. Although the probability of a tightening 
of monetary policy is now higher than an easing, we 
expect that Fed officials will keep monetary policy on 
hold throughout 1999. We continue to show 
monetary easing in the first half of the year 2000, but 
we do not feel strongly about this. Finally, we have 
flattened out our bond yield forecast trajectory 
considerably. The recent bond market sell-off may 
run a bit further. Moreover, any rally thereafter is 
likely to be much more muted, given the absence of 
any drop in short-term interest rates in 1999. We will 
discuss the bond market outlook in more detail next 
week, when we unveil an updated GSWIRE model 
for the United States. 

Why Easing Is No Longer Likely This Year 

Our decision to revise our interest rate forecast and 
eliminate any monetary policy easing in 1999 is 
based upon a combination of factors: the economy's 
momentum and the implications of this strength for 
the tightness of U.S. labor markets, and the fact that 
our indicators of financial market conditions suggest 
that conditions are accommodative, not restrictive. 

On the growth front, the economy remains much 
stronger than anticipated. Real GDP growth in the 
fourth quarter of 1998 has been revised up to a 6.1% 
annualized rate. Moreover, there is little evidence of 
any impending sharp slowdown in economic activity. 

Revised Interest Rate Forecast 

Fed Funds 4.75 4-75 4.75 4.75 4.50 4.25 425 4.25 
3-Month LIBOR 5.10 5.20 5.10 5.00 4.70 4.50 4.50 4.50 
2-Year Note 5.10 5.00 4.90 4.80 4.50 4.20 4.40 4.50 
5-Year Note 5.20 5.05 5.00 4.90 4.70 4.50 4.65 4.80 
10-Year Bond 5.30 5.10 5.00 4.90 4.80 4.70 4.80 4.90 
30-Year Bond 5.60 5.40 5.30 5.20 5.10 5.00 5.10 5.20 

In particular, both income and consumer spending 
growth exhibit rising trends on a year-over-year basis: 
payroll employment growth has risen back to its cycle 
highs on a six-month change basis, and consumer 
confidence has recovered from its autumn slide. 
Housing activity has reached a new cycle peak, which 
almost guarantees continued strength in consumer 
spending for awhile. As a consequence, labor 
markets are extraordinarily tight. For example, the 
four-week average of initial unemployment claims 
has declined to its lowest level in more than ten years. 
The unemployment rate is at its cycle low of 43% 
and households' assessment of labor market 
conditions as measured by the Conference Board is 
the most favorable in the history of the survey, which 
goes back to 1967. 

With a slowdown still just a forecast, at a time that 
the monetary authorities want the growth pace to 
moderate because of the potential inflationary 
consequences of tight labor markets, Fed officials are 
nowhere near easing monetary policy. Monetary 
policy easing in 1999 would require a sharp 
slowdown that begins very soon and is sufficiently 
severe to push the unemployment rate up sharply. 
This seems unlikely in 1999 especially considering 
that the Y2K problem will stimulate economic 
activity toward the end of the year. Businesses are 
likely to build up inventories as insurance against 
supply disruptions caused by Y2K glitches. 

The notion of monetary policy easing is also 
contradicted by our Goldman Sachs Financial 
Conditions Index (GSFCI) and our revised Taylor 
Rule. The GSFCI, which includes short-term and 
long-term interest rates, the Goldman Sachs Trade-
Weighted Dollar Index, and the S&P 500 

Goldman Sachs Financial Conditions Index 
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price/earnings ratio as variables, has moved to its 
most accommodative reading since 1993. This is due 
to the 75 basis points of easing by Fed officials 
engineered last year, the decline in bond yields these 
rate cuts helped sustain, and the sharp rise in the 
price/earnings ratio as the stock market's appreciation 
has outstripped gains in earnings. 

Our revised Taylor Rule sends the same message. In 
our rendition of this rule, we use the index of leading 
indicators as a filter to allow the equilibrium real 
interest rate associated with monetary policy 
neutrality to fluctuate. Because the index has been 
strong recently, this has pushed the equilibrium real 
rate up to 3.6% currently. As a result, our revised 
Taylor Rule suggests that the federal funds rate target 
should be 5.2%, above the actual target of 4.759o. 

In addition, the growth rates of the broad monetary 
aggregates and of household and corporate liabilities 
have climbed sharply. Over the past 12 months, M2 
and M3 have risen 9.0% and 10.8%, respectively. 
Moreover, household and non-financial business 
liabilities have risen by 8.0% and 6.9%, respectively, 
over the past four quarters (through the third quarter 
of 1998). Although some of the climb in money 
supply growth is undoubtedly due to a shift in 
portfolio preferences (and thus has no strong 
inflationary implications), the fact that it has been 
accompanied by more rapid growth of private-sector 
debt suggests that it is another sign that financial 
market conditions may be too accommodative. 

The thread running through both the performance of 
the economy and our indicators of financial market 
conditions is the U.S. equity market. Despite a 
paucity of earnings growth, the Wilshire 5000 index 

0 
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Source: Federal Reserve Board. 

has climbed by 13.5% over the past year. This has 
boosted household net worth, excluding pension and 
insurance reserves, by more than $1 trillion, 
providing added impetus to consumer spending. 

The stock market strength that has already occurred 
suggests that the degree of slowing in U.S. economic 
activity will be limited over the near term. That is 
because there are lags between stock market 
appreciation and its impact on consumer spending. 
Our work suggests that the impact of increases in net 
worth on household spending climbs gradually, 
reaching a peak after five quarters! This implies that 
even if stocks stabilized at current levels, the equity 
market would still provide a positive impetus to the 
economy throughout 1999. 

Net Worth Gains Take Time to Boost Spending 
Dollars 	 Doi ars 

Effect of $100 Increase in Net Worth 
6 
	 on consumer Spending 
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The stock market strength also has an important role 
in the behavior of our indicators of financial market 
conditions. As shown in the chart on page 4, the 
Goldman Sachs Monetary Conditions Index, which 
does not include a stock market variable, is close to a 
neutral reading. But when stocks are added to the 
mix, the GSFCI reveals a clearly accommodative 
setting. Similarly, our revised Taylor Rule suggests 
that the Federal Reserve's target federal funds rate 

•

should be 5.2%. That is because the stock market has 
stimulated the economy and caused persistent 
strength in the index of leading economic indicators 
over the past few years. If the equity market were not 
strong, then the real equilibrium interest rate 
associated with monetary policy neutrality would be 
lower, implying a lower federal funds rate target. 

Finally, we find that the growth rate of the monetary 
aggregates and the expansion of the price/earnings 
ratio is intertwined. As shown in the accompanying 
chart, M2 growth and changes in the price/earnings 
ratio of the S&P 500 index compared to a year ago 
have followed the same path in recent years. The 
causality here probably runs both ways. On the one 
hand, accommodative financial market conditions 
help to generate economic strength and rapid money 
growth, which pushes equity prices higher. On the. 
other hand, higher stock prices boost the monetary 
aggregates by increasing the demand for money. 

Why Doesn't the FOMC Tighten? 
The arguments above suggest that Fed officials 
should be thinking hard about tightening monetary 
policy rather than easing. We agree, but we do not 
yet anticipate that the monetary authorities will 

•

tighten this year for two reasons. First, we do 
anticipate some slowdown in the growth pace. The 
pace of the equity market's advance has slowed 
somewhat. Thus, household spending should get less 
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of a boost from stock market strength. In addition, 
capital spending growth should moderate in response 
to declines in capacity utilization rates. Finally, trade 
drag is likely to resume as Latin American economic 
activity contracts. 

Second, Federal Reserve officials are also likely to be 
slow to tighten because the costs of waiting for more 
information are low given the absence of inflation 
pressure. Given the unsettled growth outlook abroad, 
the level of uncertainty is high. In this situation Fed 
officials are not going to take big risks with this 
expansion without clear cause. 

In this regard, two recent developments have 
provided support for a patient approach. First, the 
fourth-quarter employment cost index report revealed 
a moderation of compensation and wage cost 
inflation. 	As a result, Fed officials are more 
amenable to the notion that the trade-off between the 
unemployment rate and wage inflation has become 
more favorable. The hope is that the positive 
inflation shocks of the past 18 months may have 
driven down inflationary expectations and that this 
has helped to restrain wage inflation. Given the 
absence of inflationary pressures, this implies that 
wage compensation trends could continue to be more 
restrained than expected. 	Second, productivity 
growth climbed in 1998, with non-farm labor 
productivity rising by 2.5%. Combined with only a 
slight pickup in labor cost trends, this held unit labor 
cost increases to a 1.6% annual rate, hardly much to 
be disturbed about. In this regard, future evidence 
that contradicts this evidence of a more favorable 
trade-off between wage inflation and unemployment 
and/or a sustained improvement in productivity 
growth would make monetary policy tightening more 
likely. 

Chairman 	Greenspan 's 	Humphrey-Hawkins 
testimony supports the notion that Fed officials are 
likely to be patient. Although there were a few 
phrases that implied a tightening might be more 
likely than an easing, the comments overall were 
quite balanced, with the Chairman at one point noting 
explicitly that".., monetary policy must be ready to 
move quickly in either direction ....The most 
likely course is that Fed officials will discuss whether 
to tighten monetary policy at its next few meetings, 
possibly moving to an asymmetric directive biased 
toward tightening at the next FOMC meeting on 
March 30. But, in the end, caution will probably 
prevail and the FOMC will decide, as in much of 
1996 and 1997, to wait for more information. 

Bill Dudley 
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Key U.S. Economic Data 
'99 Feb 

Latest Monthly Data 
'99Jan:1:. 	'98 Dec ...Nov 

1 6Mo 
Trend 

l2Ill 
Trond 

Non 
Releaso 

Nonfarm Payrolls (ch. thousands) - 245 298 277 248 226 Mar5 

Unemployment Rate (%) - 4.3 4.3 4.4 4.4 4.5 

Index of Hours Worked (% ch) - 0.0 0.3 -0.1 1.4 1.1 

Average Hourly Earnings (%ch) - 0.6 0.3 0.3 3.9 4.0 

Producer Price Finished Goods Index (% ch) - 0.5 0.4 -02 1.7 0.9 Mar 12 

Excluding food and energy - -0.1 1.0 0.1 2.8 2.3 

Consumer Price Index (36 ch) - 0.1 0.1 0.2 1.6 1.6 Mar 18 

Excluding food and energy (% ch) - 0.1 0.3 0.1 2.2 2.3 

Retail Sales (% ch) - .0.2 1.0 0.7 7.3 6.1 Mar il 

Excluding motor vehicles (% ch) - 0.2 0.6 0.6 4.7 5.3 

Industrial Production (% ch) - 0.0 0.2 -0.1 3.1 1.7 Marls 

Manufacturing - 0.1 0.1 02 4.8 2.2 

Capacity Utilization (36) - 80.5 80.8 80.9 81.8 81.0 Mar 16 

Manufacturing - 79.6 79.9 80.1 80.1 80.6 

Housing Starts (annual rate, thousands) - 1804 1738 1654 1681 1645 Mar 16 

Single-family -. 1394 1378 1375 1327 1293 

Trade Balance (billions monthly) - - -13.8 -15.3 -14.8 -14.0 Mac 18 
Merchandise - - -20.3 -21.7 -21.2 -20.7 

Factory Orders (36 ch) - - 2.3 0.4 7.6 2.6 Mar 4 

Durable Goods - 3.9 3.4 0.4 18.8 8.8 Mar 24 

Personal Income (% ch) - - 0.5 0.4 5.1 5.1 Marl 

Wages and Salaries - - 0.5 0.5 6.4 6.3 

Purchasing Managers Index (%) - 49.5 45.3 47.0 48.0 49.9 Mar I 

Consumer Sentiment U Mich (Feb 66100) 108.1 103.9 100.5 102.7 102.3 104.2 Mar 26 
Conference Board (1985100) 132.1 128.9 126.7 126.4 126.6 131.3 Mac 30 

Note: Percentage changes are month to month for last four months, annualized for 6- and 12-month trends. 6- and 12-month figures for levels 
(n.g., unemployment rate) are averages over those periods. 
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Interest Rates: Forecast vs. Forward Yields 

3 m 6mo 12mb 
LIBOR 3-month 5.2% 5.1% 4.70/6 

Forward 5.2 5.3 5.5 

2 Year T-Note 5.0 4.9 4.5 
Forward 5.2 5.3 5.4 

0 Year T-Note 5.1 4.9 4.7 
Forward 5.3 5.4 5.5 

Key Numbers In the Business Outlook 
1998 1999 
Q4 WE 02E 19 1999E 

Real GDP 6.1% 3.5% 2.80/6 3.90/6 3.5% 
Ind. Prod., Mfg. 4.8 1.5 3.4 4.2 2.3 
CPi 1.7 2.0 1.8 1.6 1.9 
After-Tax Profits* 7.2E 2.6 3.5 3.4E 1.6 
Unemployment 4.4 4.2 4.2 4.5 4.3 

Excluding inventory profits; adjusted for depreciation distortions. 
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I$•  CalendEr.,  

Focus for the Week Ahead 

• Job growth likely remained rapid during February, probably pushing the unemployment rate down to a new 
cyclical low. Taking account of a projected firm gain in avenge hourly earnings, the employment data 
should confirm a continued solid household earnings trend (March 5). 

• Although a slight dip in the national purchasing managers index is anticipated, the level would nevertheless 
remain higher than in the autumn, implying a more stable factory environment (March 1). 

• Personal consumption should have risen only slightly in January, due to a steep month-on-month drop in 
unit motor vehicle deliveries. In turn, that should have allowed some upturn in what lately has been a very 
depressed personal saving rate (March 1). 

• The vast majority of the Conference Board's leading economic indicators posted increases last month, 
suggesting the composite index will register another hefty advance (March 2). 

Economic Releases and Other Events 

Date 	Time 	Indicator 
Estimate 

Last Report GS consensus 
Mon Mar I 8:30 Personal Income (Jan) +0.6% +0.4% +0.5% 

8:30 Personal Consumption (Jan) +0.1% +0.2% +0.80/0 

10:00 National Purchasing Managers Index (Feb) 49.0% 49.8% 49.5% 
10:00 Construction Spending (Jan) -0.81yo +0.5% +1.7% 

Domestic Motor vehicle Sales (Feb) 14.2M 13.8M 13.4M 
e Mar 2 

• 
10:00 New Home Sales (Jan) -4.90/0 -0.5% -3.60/6 

10:00 Leading Indicators (Jan) +0.4% +0.3% +0.3% 
Thu Mar  4 10:00 Factory Orders (Jan) +1.9% +0.4% +2.3% 
Fri 	Mar 5 8:30 Civilian Unemployment Rate (Feb) 4.20/6 4.3% 4.3% 

8:30 Nonfarm Payroll Employment (Feb) +250,000 +225,000 +245,000 
8:30 Average Hourly Earnings (Feb) +0.4% +0.3% +0.5% 
3:00 Consumer Credit (Jan) +$5.0 bn $5.6 bn +37.3 bn 

• Treasury 1-Year Bill Auction (rue, Mar 2) 
	

• Greenspan Testifies Before House Commerce 

• NAPM Non-Manufacturing Survey 
	 Committee on Social Security (Wed, Mar 3-10:00) 

(Wed, Mar 3-10:00) 
	

U chain-Store Sales Results (Thu, Mar 4) 
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No Monetary Policy Easing This Year.: 

I *&:are raising our GDP growth forecast for 
4 ..1999 by about ½ percentage point on a fourth-

4üarter-to4ourth-quarter basis, to abbut 23/4%. 
This reflects firmer growth now, a sturdy equity 
mârket,which should help sustain spending, and 

:the.absencedfsignifiaant contagion effects from 
Brazil to Mexico.- 

.1 -As-a consequence, , e now expect Fed officials 
to. keep Monetary policy, on hold thfoughout 
1999. In fad, given the economy's momentum 

.. 	aiid the - tautness of U.S... labor markets,, the 
probability of tightening is now higher than of 
easing. With no Fed easing anticipated in' 1999. 

• ariyrecoveryin the bond market from the recent 
Sell-off is likely' to be much more muted than 
earlier anticipated 

• Chairman Gr'eênspan offered relatively balanced 
• . 	jiolidy testimony thi' week,. indicating -that Fed 

policy makers are not close to tightening credit 
Official assessments . of the non-inflationary 
growth trend' may have moved up in response to 
recent brisk productivity increases, adding to the 
central bank's' current preference for 'passiVity. 

• U Signs of strength in -U.S. spending, output, and 
labor" demands remain' widespread. Increased' 
newand unfilled orders for.mót factory durable 
products havelifted manufacturing firms.out of, 

'the doidrunis, while consumer Optimism about' 
j6bt availability has hit a new multi-decade high, 

' hinti'ng. at.' an early further' decline in the 
uhernployrn'ent rate. 

M,  Congressional budgeting efforts,  are just getting.. 
uhderway, but all 'si'ñs poiht to a' 'push for 
sizable, multi-year tax reductiOns. This presents 
the potential for a'. fresh ,dqmestic demand 
stithulus from the fiscal realm as early as next 
fall.  

Goldman Sachs Financial Conditions Index 
Index 	 Index 
106 	  106 

Nominal 

Tighter 

87 88 99 90 91 92 93 94 95 
Source: Goldman Sachs. 
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A Further Decline in Unemployment? 
Percent 	 Index 
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Our Views Have Changed 

Trade Recommendations 

• We would stay short the March '99 Treasury bond futures contract, lowering our stop to a close above 
123.08 from 124.22 and lowering our target to 118.16 from 120.00. 

Cói*t'ibiitoB'ill:'Dthd!oy,Ed)MdK&i'è',.A' 
John' Youn • dahl, Jan 'Hatz,us 212 902-6807' 

IC 4. 

Februar 26; 1999c  
E-mail Address: william.dudley@gs.com 	

1 
Important disclosures appear at the end of this docqment. 



The Revised Taylor Rule 

84 86 88 90 92 94 96 98 
Source; Federal Reserve Board. Goldman Sachs. 

Core Retail Sales Remain on Arm Upward Trend 
Annualized percent change 	Annualized percent change 
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Revitalizing the Taylor Rule 

• The Taylor Rule has gone badly off-track in 
recent years. The problem has been the 
assumption that there is a constant equilibrium 
real federal funds rate associated with a neutral 
monetary policy. 

• Using the index of leading economic indicators 
to construct a revised Taylor Rule with a time-
varying equilibrium real rate improves the 
performance of the rule dramatically. It also 
implies that the equilibrium real rate is quite 
high now—over 31/2%. This result is consistent 
with our Goldman Sachs Financial Conditions 
Index (GSFCI), which shows that financial 
conditions are currently accommodative. 

• In the absence of forces that push inflation down 
or lower the equilibrium real interest rate 
associated with monetary policy neutrality, the 
revised Taylor Rule implies that monetary 
policy may ultimately have to be tightened. 
After all, the implied target rate from our 
revised Taylor Rule is currently 5.2% compared 
to an actual federal funds rate target of 4.75%. 

• A quiet week of economic news indicates no 
significant change in the landscape. Although 
retail sales for January were a bit softer than 
generally anticipated, this was offset by upward 
revisions to December data. The labor market 
remains very tight, with initial unemployment 
claims drifting lower, and non-farm productivity 
rose sharply in the fourth-quarter, hardly 
surprising given the surge in real GDP growth. 

• The end of the impeachment process is unlikely 
to be of much consequence for U.S. financial 
markets. 

S 

Trade Recommendations 

• Stay short the March '99 Treasury bond futures contract, lowering our stop to a close above 124.22 from 
126.16 previously, and maintaining a target of 120.00. 

Contributors: Bill Dudley, Ed McKelvey, 
John Voun • dahl,. Jan Hatzius 212 902-6807 
E-mail Address: william.dudley@gs.com 	

1 

lssuê.No:99/06 
Febrüar 12,1999 
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I. Weekly Wrapup 
Economic and Market Overview 
Although retail spending rose just 0.2% during 
January, consumer demand for goods remains on a 
brisk upward trend. Excluding vehicles and building 
materials, retail outlays last month were 4.5% at an 
annual rate above the fourth-quarter avenge, which is 
squarely in line with the strong results recorded in the 
latter half of 1998. Considering the near absence of 
goods price inflation, essentially all of these nominal 
gains reflect an expansion of sales volumes. Thus, 
real personal consumption this quarter appears to be 
persisting at a well-above-average clip; we currently 
estimate that it will rise around 31/2% annualized in 
the period. Sturdy demand at year-end depressed 
total business stockpiles of goods slightly and pushed 
down inventory-to-sales ratios across all distribution 
levels. Nonauto retail outlets have a particularly lean 
stock base, with the inventory-to-sales ratio down 
almost 3% from a year earlier to a new expansion 
low. 

The long-running household spending spree has been 
fueled in large measure by rapid employment gains 

S 
and a pickup in real wages. Judging from the weekly 
unemployment claims data, the labor market is still in 
robust condition. At 298,000, the four-week average 
of initial jobless insurance filings nearly matches the 
low point for this business cycle set last October, and 
the latest two weekly figures (294.000 and 281,000 
for the weeks ending January 30 and February 6, 
respectively) are the lowest since mid-1997. The 
exceptionally low claims numbers hint that labor 
hoarding may be occurring, particularly in regions 
where unemployment is virtually non-existent and the 
adequacy of worker supplies represents a potential 
major constraint on the economy. 

Core Retail Sales Remain on Firm Upward Trend 
Annualized percent change 	Annualized percent change 
12 	 Total Ecltding Motor Vehicles 	12 

9.5 	 and Building Materials 	
-10 10 

8 

6 

4 

2 

0 

Rapid advances in productivity, however, have 
helped to bottle up inflationary cost pressures even as 
the labor market experiences unusual strains. 
Nonfarm business output per hour jumped 3.7% at an 
annual rate last quarter, which pulled the increase for 
all of 1998 up to 2.5%, versus 1.5% for the prior 
year. As a result, even though nominal labor 
compensation expenses have been slowly gaining 
momentum, on a per-unit basis labor costs have 
stayed very mild, rising just 1.5% in the latest four 
quarters. 

The persistent strength of the economy has caused us 
to raise our first quarter real GDP growth forecast to 
3.3% (annualized) from 2.7% previously. 

Federal Reserve Policy 
The latest data illustrate the competing influences on 
monetary policy that are likely to convince Federal 
Reserve officials to hold interest rates steady for 
some time. While the forward momentum in 
domestic demand remains very impressive and 
appears to be unsustainable, there are no signs that 
this is having inflationary consequences, as was 
highlighted by the favorable productivity and labor 
costs reports. Since central bankers are sticking with 
their three-year-old forecast that real GDP growth 
will move into a steady 2.0%-2.5% annual zone soon, 
they can and probably will remain reluctant to tighten 
credit as long as wage and price statistics do not 
suggest a firming. At the same time, no serious 
thought can be given to lowering rates when interest 
rate-sensitive demands are already extraordinarily 
high and private capital markets are back to nearly 
normal functioning. The danger in the near term for 

Sales Vigor Yields Leaner Stock Base 
Billions of dollars 	 Ratio 
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Initial Unemployment Claims 
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financial markets is that Fed stability might come to 
be perceived as a sign of either complacency or a 
practical inability to act, with the consequence that 
risk premia in long-duration dollar assets could widen 
somewhat. 

Fiscal and Political Developments 
Now that the impeachment trial is over, and President 
Clinton has been allowed to remain in office, activity 
in Washington will shift back toward normal 
legislative and political concerns. Compromise 
between the parties will be difficult, but both the 
GOP Congress and the president are facing pressure 
to find agreement on some key agenda items, such as 
the budget and Social Security. Regarding the latter, 
there are reports that House Speaker Dennis Hastert 
(R-Illinois) might ask the president to sit down with 
him in an effort to set up a framework for dealing 
with the delicate subject of federal retirement 
reforms. That the Republican leader of the chamber 
that impeached President Clinton is mulling such an 
invitation reveals the degree to which Republicans 
recognize their hopes for tax reductions are dependent 
on some sort of Social Security compromise. 

Market Outlook and Comments on Value 
Note: The following comments reflect trading views 
and may differ from our longer-term interest rate 
forecast. 

We would stick with our short March T-bond futures 
trade for awhile longer. 	First, the forthcoming 
producer price and consumer price reports should be 
sufficiently firm to cause the year-over-year inflation 
rates to tick higher for both measures. This may 
cause investors to conclude that inflation has 
bottomed and may make market participants more 
nervous about the wisdom of a stand-pat stance by 
the Federal Reserve. Second, investors are likely to 
be wary about Chairman Oreenspan's Humphrey-
Hawkins Testimony on February 23 and 24. At a 
minimum, the chairman is likely to say that the Fed 
could be forced to tighten eventually should the 
economy not slow from its current torrid rate. This 
could cause market sentiment to shift further in the 
direction that tightening is now more likely than 
easing. Third, with the impeachment process 
concluded, speculation about Treasury Secretary 
Rubin's departure could become more rampant. The 
bond risk premium could increase somewhat if Mr. 
Rubin were no longer in charge at the Treasury. Our 
target remains 120.00, but we would lower.our stop 
to a close above 124.22 from 126.16 previously. 
Consistent with our negative stance on bonds, we 

S
have raised our 3-month forecast for 30-year Treasury 
bond yields to 5.6% from 5.4% previously. 
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IL Revitalizing the Taylor Rule 
The Taylor Rule, which has been used to approximate 
the reaction function of the Federal Open Market 
Committee in setting its federal funds rate target, is 
not performing well. The problem is the assumption 
that there is a stable equilibrium real interest rate 
associated with a neutral monetary policy. 

One can revitalize the Taylor Rule by allowing the 
equilibrium real interest rate associated with 
neutrality to vary with changes in the index of leading 
economic indicators. Doing this, we find that the real 
equilibrium interest rate associated with a neutral 
monetary policy is currently about 3.6%. Our revised 
Taylor Rule implies a federal funds rate of 5.2%, 
somewhat above the actual target of 4.75%. 

The Taylor Rule Goes Astray 
Historically, the Taylor Rule has provided a good 
approximation to the reaction function used by 
Federal Reserve policymakers in setting monetary 
policy. The rule states that the Federal Open Market 
Committee sets its target federal funds rate equal to 
the equilibrium real interest rate associated with a 
neutral policy plus the expected inflation rate plus 
one-half of the difference between the actual inflation 
rate and the target inflation rate and one-half of the 
difference between actual output and potential output: 

- 

FFr=R+INFE+½(INF-INfl')+½(Y-YP) 

Where FFT 
	

federal funds rate target 
R 
	

real equilibrium federal funds 
rate associated with a neutral 
monetary policy 

INFE- 
	

expected inflation 
INF 	- 	actual inflation 
INFF = 
	target inflation 

Y 	= 	actual output 
YP 	- 	potential output 

To translate me Taylor Rule into an actual federal 
funds rate target, one has to make an assumption 
about the appropriate value for the equilibrium real 
federal funds rate. Generally, this has been assumed 
to be constant and equal to 2%—which is the average 
real federal funds rate over the 1960-1998 period. 

Using actual inflation as a proxy for expected 
inflation and our own estimates for the GDP output 
gap, we can utilize the Taylor Rule to generate a 
predicted federal funds rate target. As can be seen in 
the accompanying chart, the Taylor Rule has gone off 
track. Although the correlation coefficient between 
the predicted and actual federal funds rate target is 

0.60 between 1983 and 1998, the coefficient since 
1992 is only 0.13. 

There are three potential explanations for this. First, 
the implicit weights ffssigned by Fed officials in 
meeting its inflation and output goals may be 
different than the 50% weights used in the, Taylor 
Rule. For example, Fed officials could put more 
weight on fighting inflation than on keeping output 
close to its potential. Second, the Fed's reaction 
function may have shifted over time. For example, 
the weights might change depending on the stage of 
the business cycle. Third, the error might lie in the 
assumption of a constant equilibrium real federal 
funds rate consistent with a neutral monetary policy. 
If the equilibrium real interest rate is variable and the 
Fed policymakers implicitly understand this, then the  
assumption of a constant rate may cause the Taylor 
Rule to perform poorly. 

Fixing the Taylor Rule 
The problem with the Taylor Rule does not lie in the 
assumption of equal weighting between the Fed's 
inflation and output goals. Instead, most of the 
difficulty stems from the assumption of a constant 
equilibrium real interest rate. 

Allowing the weights to deviate from 50% does not 
improve the performance of the Taylor Rule much. 
Over the 1983-1998 period, the weights that would 
minimize the tracking error of the Taylor Rule 
(minimizing the mean squared error) are 0.35 for 
inflation and 0.65 for the output gap. Using these 
weights, the improvement in the fit is slight. For 
example, the mean absolute error only shrinks to 132 
basis points from 138 basis points. 

The Taylor Rule Goes Astray 

— Actual Fed Funds Rate 
Original Taylor Rule 

0 	,,,,,,..ci..... 	0 
84 86 88 W W 94 96 

Source: Federal Reserve Board. Goldman Sachs. 
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Standard Rule 	 138 
	

0.60 
Allowing Fixed Weight 

to Diner from 0.5 
	

132 
	

0.61 
Allowing Weights 

to Vary Each Year 	 90 
	

0.85 
Revised Rule 

with Leading Indicators 	 57 
	

0.95 
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Taylor Rule Accuracy (1983-1998) 

Source: Our calculations. 

As one might expect, allowing the weights to shift 
each year to whatever values minimize the tracking 
error in that year improves the fit by a much greater 
amount. The mean absolute error shrinks to 90 basis 
points. When one plots these optimal weights, one 
sees a shift away from the emphasis on inflation that 
prevailed during the early 1980s. This suggests that a 
shift in the reaction function of the Federal Open 
Market Committee may have occurred over time. 

However, this is not a very satisfying way of 
improving the performance of the Taylor Rule 
because there is no way of knowing ex ante how the S. weights will shift each year. Thus, allowing variable 
weights provides little help in using the Taylor Rule 
in a predictive capacity. 

Similarly, allowing flexibility in the equilibrium real 
interest rate is only interesting if we can provide 
sufficient structure and intuition to avoid a 
tautological outcome. Consider that if we let the real 
equilibrium federal funds rate vary freely with no 
restrictions, we could make the Taylor Rule fit 
perfectly. The equilibrium real rate would be 
whatever level was necessary for the Taylor Rule 
prediction to equal the actual rate. This clearly would 
not be a very exciting conclusion. 

As it turns out, we can do quite a bit better than this 
by using the index of leading economic indicators to 
provide the structure for changes in the equilibrium 
real interest.' We do this in three steps: (1) calculate 
the error terms between the actual federal funds rate 
target and that predicted by the Taylor Rule using a 
2% equilibrium real interest rate; (2) regress the yeas-
over-year change in the index of leading economic 
indicators against these error terms; and (3) use this 
equation to estimate a revised Taylor Rule. From the 

In principle, one could use other macroeconomic S. variables. But the leading index has particular intuitive 
appeal for two reasons: (I) It is forward looking; and (2) 
it summarizes a plethora of real and financial variables 
into a single summary measure. 

revised Taylor Rule we can then solve for the 
equilibrium real rate, which adjusts to changes in the 
growth rate of the index of leading economic 
indicators. 

As can be seen in the accompanying chart, our 
revised Taylor Rule, which incorporates the 
information contained in the leading index, does a 
much better job in describing the federal funds rate 
target chosen by the Federal Open Market 
Committee. The mean absolute error of the forecast 
shrinks to 57 basis points from 138 basis points for 
the standard Taylor Rule formulation. 	This 
demonstrates that Fed officials pay attention to 
forward-looking activity variables in setting interest 
rates even after taking their output gap and inflation 
targets into consideration, and this strongly implies 
that the equilibrium real interest rate associated with a 
neutral monetary policy is not constant. 

Intuitively, the behavior of the index of leading 
economic indicators matters because it provides the 
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FOMC with information about the current level of the 
equilibrium real interest rate associated with 
neutrality. For example, if the leading indicators are 
surging at a time that the real federal funds rate target 
is already above 2%, this strongly suggests that the 
neutral rate may be even higher. Under such 
circumstances, the FOMC will need to raise its target 
federal funds rate to keep the gap between the target 
and its estimate of the equilibrium real rate 
unchanged. If it did not do so, then it would be 
implicitly loosening monetary policy. The FOMC's 
goal is to keep the gap between the actual real federal 
funds rate and the equilibrium rate constant given the 
output and inflation gaps. If its estimate of the 
equilibrium real rate changes, then this should also 
result in changes to the actual target rate. 

Our revised Taylor Rule implies that the real 
equilibrium interest rate varies over time. Solving for 
the real equilibrium interest rate embodied in our 
revised Taylor Rule estimates, we find that the 
equilibrium real interest rate has been both higher and 
lower than the 2% standard embodied in the simple 
Taylor Rule formulation. In the early 1980s,  real 
interest rates were high because fiscal policy was 
stimulative. In the early 1990s, real rates were low 
because the economy was fighting the headwinds of a 
damaged financial system. And, finally, real rates are 
high currently because the stock market is boosting 
economic activity as the wealth effect stimulates 
consumption and as the lower cost of equity capital 
stimulates investment. 

Easierj 
	

GSFCI 

94 	........... 	94 
87 88 89 90 91 92 9) 94 95 98 97 90 99 

Source: Goldman Sachs. 

Index), is much more accommodative than the 
Goldman Sachs Monetary Conditions Index 
(GSMCI), which does not. The current reading of the 
GSFCI implies a robust economy. This is consistent 
with strength in the leading index of economic 
indicators and a higher equilibrium real federal funds 
rate. 

Market Implications 
The revised Taylor Rule strongly suggests that the 
equilibrium real rate consistent with a neutral 
monetary policy is substantially higher than 2%. If 
this is true, then the outlook for the U.S. bond market 
is not favorable unless there are economic shocks 
(such as trade drag generated from weakneis in Latin 
American activity) that either lower. the equilibrium 
real interest rate or the expected inflation rate. It also 
suggests that real yields on Treasury Inflation 
Protection Securities (TIPS) are likely to remain 
elevated. After all, if the real short-term interest rate 
associated with a neutral monetary policy is more 
than 3%, then TIPS yielding 3.7% in real terms are 
not particularly attractive on an absolute basis, even 
though they may be attractive relative to nominal 
Treasury securities of comparable maturities. 

Our revised Taylor Rule also suggests that the pace of 
economic activity over the next few quarters could 
have important implications for the monetary policy 
outlook, if the economy keeps .growing fast, then Fed 
officials may revise upwards their estimates of the 
equilibrium real rate consistent with neutrality. Under 
such circumstances, the result could be a•  tightening 
of monetary policy even in the absence of renewed 
inflationary pressures. 

Bill Dudley 
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These results are consistent with our earlier work in 
which we constructed a financial conditions index. 
As shown in the accompanying chart, the Goldman 
Sachs Financial Conditions Index (GSFCI), which 
includes the S&P 500 price/earnings ratio as a 

S variable (in addition to short- and long-term interest 
rates and the Goldman Sachs Trade-Weighted Dollar 
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Key U.S. Economic Data 
'99 Jan 

Latest Monthly Data 
'98 Dec 	'98 Nov '98 Oct 

8 Mo 
Trend 

12 Mo 
Trend 

I Next 
Release 

Nonfarm Payrolls (ch. thousands) 245 298 277 164 246 226 MarS 
Unemployment Rate (%) 4.3 4.3 4.4 4.5 4.4 4.5 
Index of Hours Worked (% ch) 0.0 0.3 -0.1 0.6 1.4 1.1. 
Average Hourly Earnings (% ch) 0.5 0.3 0.3 0.2 3.9 4.0 

Producer Price Finished Goods Index (% ch) - 0.4 -0.2 0.2 1,1 -0.2 Feb 18 
Excluding food and energy - 1.0 0.1 0.1 3.5 2.4 

Consumer Price Index (% ch) - 0.1 0.2 0.2 1.8 1.6 Feb 19 
Excluding food and energy (% ch) - 0.3 0.2 0.2 2.4 2.5 

Retail Sales (% ch) 0.2 1.0 0.7 1.2 7.3 0.1 Mar11 
Excluding motor vehicles (% ch) 0.2 0.0 0.6 0.7 4.7 5.3 

Industrial Production I% ch) - 0.2 -0.1 0.5 3.3 1.9 Feb 17 
Manufacturing - 0.2 0.1 0.8 4.6 2.3 

Capacity Utilization (%) - 80.9 81.0 81.4 81.3 81.9 Feb 17 
Manufacturing - 79.9 80.1 80.4 80.2 80.9 

Housing Starts (annual rate, thousands) - 1720 1662 1693 1662 1618 Feb 17 
Single-family - 1357 1367 1291 1304 1274 

Trade Balance (billions, monthly) - - -15.5 -13.0 -14.9 -13.7 Feb 19 
Merchandise - - -21.9 -20.2 -21.2 -203 

Factory Orders (% ch) - 2.3 0.4 -1.7 7.6 2.6 Motif 
Durable Goods - 3.1 0.4 -2.2 13.0 5.6 Feb 25 

Personal Income (% ch) - 0.5 0.4 0.4 5.1 5.1 Mar I 
Wages and Salaries - 0.5 0.5 0.6 6.4 6.3 

Purcha&ng Managers' Index (%) 49.5 45.3 47.0 48.4 48.0 49.9 Mar I 

Consumer Sentiment U Mich (Feb 60100) 103.9 100.5 102.7 97.4 101.6 104.4 Feb 26 
Conference Board (1985100) 127.6 126.7 126.4 119.3 126.6 131.6 Feb 23 

Note: Percentage changes are month to month for last four months, annualized for 6- and 12-month trends. 6- and 12-month figures for levels 
(e.g., unemployment rate) are averages over those periods. 

01999 Goldman, Sachs & Co. All rights reserved. 

This material is for your private information, and we are not soliciting any action based upon it. This report is not to be construed as an offer to sell or the 
solicitation of an offer to buy any security in any jurisdiction where such an offer or solicitation would be illegal. Certain transactions, including those involving 
futures, options, and high yield securities, give rise to substantial risk and are not suitable for all investors. The material is based upon information that we 
consider reliable, but we do not represent that it is accurate or complete, and it should not be relied upon as such. Opinions expressed are our current opinions as 
of the date appearing on this material only. While we endeavor to update on a reasonable basis the Information discussed in this material, there may be 
regulatory, compliance, or other reasons that prevent us from doing so. We and our affiliates, officers, directors, and employees, including persons involved in the 
preparation or issuance of this material may, from time to time, have long or short positions in, and buy or sell, the securities, or derivatives (including options) 
thereof, of companies mentioned herein. No part of this material may be (i) copied, photocopied or duplicated in any form by any means or (H) redistributed without 
Goldman. Sachs & Co.'s prior written consent. 

This material has been issued by Goldman, Sachs & Co. and/or one of its affiliates and has been approved by Goldman Sachs International, which is regulated by 
The Securities and Futures Authority, in connection with its distribution in the United Kingdom and by Goldman Sachs Canada in connection with its distribution in 
Canada. This material is distributed in Hong Kong by Goldman Sachs (Asia) L.LC., in Japan by Goldman Sachs (Japan) Ud., and in Singapore through Goldman 
Sachs (Singapore) Pte. This material is not for distribution in the United Kingdom to private customers, as that term is defined under the rules of The Securities 
and Futures Authority; and any investments, including any convertible bonds or derivatives, mentioned In this material will not be made available by us to any 
such private customer. Neither Goldman, Sachs & Co. nor its representative in Seoul, Korea, is licensed to engage in the securities business in the Republic of 
Korea. Goldman Sachs International and its non-U.S. affiliates may, to the extent permitted under applicable law, have acted upon or used this research, to the 
extent it relates to non-U.S. Issuers, prior to or immediately following its publication. Foreign-currency-denominated securities are subject to fluctuations In 
exchange rates that could have an adverse effect on the value or price ci, or income derived from, the investment, in addition, investors in securities such as 
ADRs, the values of which are influenced by foreign currencies, effectively assume currency risk. 

Luther information an any of the securities mentioned In this material may be obtained upon request, and for this purpose persons In Italy should 
entact Goldman Sachs SJ.M. S.p.A. In Milan, or at its London branch office at *33 fleet Street, and persons in Hong Kong should contact Goldman 

Sachs (Asia) L.L.C. at 3 Garden Read, unless governing law permits otherwise, you must contact a Goldman Sachs entity in your home jurisdiction If you want 
to use our services in effecting a transaction in the securities mentioned in this material. 

	  7 	  
U.S. Economics Analyst 	 February 12,1999 



- Excluding Inventory profits; adjusted for depreciation distortions. 

Ind. Prod., Mfg. 
CPI 
After-Tax Prof its 

Unemployment 

Key Numbers in the Business Outlook 

1998 	1999  
04 QIE 02E 1.99 

Real GDP 
1999E 

5.6% 3.3% 2.20/6 3.90/6 3.1% 

	

5.1 	2.3 	2.7 	4.2 	2.2 

	

1.9 	2.0 	1.9 	1.6 	1.9 I 

	

5.9E 1.6 	2.8 	3.1E -0.8 
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U.S. Calendar•• 

Focus for the Week Ahead 

• Housing starts probably declined last month, as the weather and temperatures returned to more normal 
winter patterns (February 17). 

• Industrial production for January is likely to be restrained by a sharp drop in mining output. The 
manufacturing sector is should to register a moderate advance (February 17). 

• Producer prices and consumer prices are apt to advance moderately, with tobacco prices again contributing. 
Apparel prices are likely to be firm at the retail level reflecting strong sales and less promotional activity. 
The pace of inflation on a year-over-year basis should increase for both indices (February 18 and 19). 

• The trade deficit is likely to narrow somewhat, aided by a big jump in aircraft exports and a drop in the 
price of oil, which will cut into the dollar value of oil imports (February 19). 

Economic Releases and Other Events 

Estimate 

Date 

 

Time 	Indicator GS 	Consensus  Last Report 

	

-4.0% 	-2.9% 	+3.5% 

	

+0.1% 	0.00/0 	 +0.2% 

	

80.60/4 	80.60/0 	 80.90/0 

	

+0.20/6 	i0.20/a 	 +0.4% 

	

+0.1% 	+0.1% 	+1.00/0 

	

+10.0% 	+10.5% 	+12.4% 

	

+0.20/c 	+0.20/6 	 +0.1% 

	

+0.20/a 	+0.20/6 	 +0.3% 
-$14.8bn 	-$15.7bn 	-$15.5bn 

Wed Feb 17 

Thu Feb 18 

Fri Feb 19 

 

8:30 Housing Starts (Jan) 
9:15 Industrial Production (Jan) 
9:15 Capacity Utilization (Jan) 
8:30 Producer Price Index (Jan) 

Excluding Food & Energy 
10:00 Philadelphia Fed Survey (Feb) 
8:30 Consumer Price index (Jan) 

Excluding Food & Energy 
8:30 Trade Balance (Dee) 

• Home Builders' Survey (Tue, Feb 16) 
	

• Treasury Announces 2-Year Note (Wed, Feb 17-2:30) 

• Kansas City Fed Survey (Wed, Feb 17-11:00) 
	

III Import & Export Prices (Wed, Feb 17-10:00) 

I interest Rates: Forecast vs. Forward Yields 

3mo 6mo 12mo- 
UBOR 3 mo 
	

5.0% 5.0% 4.5% 
Forward 
	

5.0 	5.1 	5.3 

2 Year 1-Note 
	

4.8 	4.6 	4.2 
Forward 
	

4.9 	5.0 	5.1 

10 Yr T-Note 
	

5.3 	5.0 	4.4 
Forward 
	

5.0 
	

5.1 	5.2 
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Renewed Pressures For Treasury Funding Reforms 

• Projections of sustained high - budget surpluses 
are putting pressure on the Treasury to 
reconfigure its funding patterns once again. The 
result- should be a , substantial cut in the 

• . 	frequency of. coupon securities auctions by 
autumn..- 	.. 	.. 	-, 

• Longer term, if the surpluses persist, even more 
aggresive steps will have to be taken. In 
particular, we recommend that the Treasury 
actively push Congress to enact -legislation to 
elithinate the accounting barriers to the 
Treasury's purchase of outstanding debt. This 
would Iboth reduce long-term' interest costs and 
enhance the overall efficiency of the I U.S.  
government securities market 

S If the Treasury goes this route; aregularized 
reverse-auction framework probably would 
work best by maximizing the breadth of investor 
participation and by reducing uncertainties 
about the regularity and magnitude of such a 
debt repurchase prograni.- 

• The economic news continues' t0$int a picture 
• of robust domestic demand .but aeakiñdustrial 

sector Labor market conditions continue to 
tighten, with the four-week ,moving average of. 
initial unemploythent claims hitting a 10-year 
low in the latest week. The narrowing of the 
trade deficit in December suggests that fourth-
quarter teal GDP growth will be revised upward 
to more thab a 6% annualized rate. 

• The inflation news remains good The big gain 
in the overall producer price index was due to 
spbcial.fábtdS.. However, bnà.-year-ovér-year 
basis inflation rates appear to have bottomed. 

Avenge Treasury Coupon Auction Size*  
Billions of dollars 	 Billions of do tars 
16 	 16 

Based on cBO 
Budget Estimates, 

Current Auction 
4 	 , 	IS lllmmt 	Structure 	14 
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12 

                          

10 
	

10 

                         

a 
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Source: congressional Budget Office. Our estimates. 
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- consumer Price Index 
Producer Price Index 

4 
1990 1991 1992 1993 1994 1905 1996 1997 1998 

Source: Department of Labor. 
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Trade Recommendations 

• Stay short the March '99 Treasury bond futures contract, maintaining a stop on a close above 124.22, and a 
target of 120.00. 

John Youn.dahl, Jan Hatz,u?'212 90226807 
fIs&uèNo:;99/O7, 

Februar 19r1999' 
E-mail Address: william.dudiey@gs.com 	
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Revitalizing the Taylor Rule 

• The Taylor Rule has gone badly off-track in 
recent years. 	The, problem has been the 
assumption that thôre is a constant equilibrium 
real federal funds rate associated with a neutral 
monetary policy. 

• Using the index of leading economic indicators 
to construct a revised Taylor Rule with a time-
varying equilibrium real rate improves the 
performance of the rule dramatically. It also 
implies that the equilibrium real rate is quite 
high now—over 31/2%. This result is consistent 
with our Goldman Sachs Financial Conditions 
Index (GSFCI), which shows that financial 
conditions are currently accommodative. 

'• In the absence of forces that push inflation 'down 
or lower the equilibrium real interest rate 
associated with monetary policy neutrality, the 
revised Taylor Rule implies that monetary 
policy may ultimately have to be tightened. 
After all, , the implied target rate from our 
revised Taylor Rule is currently 5.2% 'compared 
to an actual federal funds rate target of 4.75%. 

• A quiet week of economic news indicates no 
significant change in the landscape. , Although 
retail sales for January were a bit softer than 
generally anticipated, this was offset by upward 
revisions to December data. The labor market 
remains very tight, with initial unemployment 
claims drifting lower, and non-farm productivity 
rose sharply in the fourth-quarter, hardly 
surprising given the surge in real GDP growth. 

• The end of the impeachment process is unlikely 
to be of much consequence for U.S. 'financial 
markets. 

The Revised Taylor Rule 

- Actual Fed Funds Rate 
Revised Ta4or Rule 

84 68 88 90 92 94 96 
Source: Federal Reserve Board. Goldman Sachs. 

Core Retail Sales Remain on Firm Upward Trend 
Annualized percent change 	Annualized percent change 
12 

10 9.5 

Total Excluding Motor Vehicles 
and Building Materials 
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-10  

8 6.9 7.2 -8 
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2 -2 

0 0 
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Represents January 1999 vs. 1998 Q4 average. 
Source: Department of commerce. 
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Trade Recommendations 

• Stay short the March '99 Treasury bond futures contract, lowering our stop to a close above 124.22 from 
126.16 previously, and maintaining a target of 120.00. 

Chhzribujàsi, Bill. Diidiey,'E&MdKeIve9;':.'T 
John. YdU1J 'dab!, Jan 'hatziiki 212 9024807'. 

;'Thstie No:99!O6 
.Feb/àár '12,1999 

E-mail Address: william.dudlcy@gs.com 	
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Mexico Dominates U. SJLatln America 
Trade Relationships 

Share of U.S. Exports 

Ail Other 
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Vono, Argon. Chile 
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Note: Data are calculated on a 12-month moving average 
ending in November 1998. 
Source: Department of Commerce. 	 . 
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Trade Recommendations 

• Stay short March '99 T-bond futures (currently 124.20); lower target to 120.00 and lower the stop to a close 
above 126.16. 

• Close out the Eurodollar "millennium butterfly" position (long December '99 Euros vs. a combined short in 
September '99 and March '00 contracts), at the current level of 23 basis points. 

S 

S 

S 



Global Economic Research Goldman, Sachs & Co. 

I. 	Weekly 	Wrapup 	 
Economic and Market Overview 
Bond yields have risen sharply over the past week, 
responding to a consistent pattern of strength in the 
economic news. All  signs indicate that a rebound in  

factory output is now underway. An unexpected 
Jumo 	on. 	 .00 ngs pus 	ed 
factory orders u,' in Iecem.er, 

manufacturing inventories p unged 2L2j. the biggest 
monthly drop in over seven years. Thi combination  
of firmer goods demand and leaner stocks helps to 
explain the sharp rise in the NAPM composite index 
for January to 49.5%, the high since last June. New 
export orders in particular showed surprising strength, 
1imbThflo '%a 13-month peak. This caused the 

export-import orders differential to move into 
positive territory, which suggests that the drag on 
U.S. growth from Asian weakness had dissipated by 
the turn of the year. Any negative trade shock from 
recent developments in Brazil, however, has not yet 
been reflected in these data. 

Household income and expenditures have remained 
on unusually solid growth paths. Personal income 
rose 0.5% in December, and the 0.5% gain for wagr 
and sali—nes extended a prior trend of approximately 
6% annual current-dollar increases. This translates to 
real growth of about 5% per year in core earnings. 
The explosion in real income has fostered robust 
increases in real personal spending (+0.7% during 
December) and has encouraged an extraordinary pace 
of demand for homes and other durable items. Sales 
of new single-family dwellings soared to an annual 
rate ok  962.000 Last quarter, far above the previous 
record, while the average selling rate for new motor 
vehicles also scaled new heights. 

Orders Strength Depresses Factory Stockpiles 
Percent change 	 Billions of dollars 
1.0 	 350 

0.5 

330 

0.0 

-0.5 - 
-310 

6:] Manufacturing Inventories (left) 
- Total Factory Orders (right) 

JAJOJAJOJAJO 
1996 	 1997 	 1998 

Source: Department of Commerce. 

In most respects, January's job report confirms the 
indications from other data that the U.S. economy is 
growing at an above-trend rate. Even amid less 
hospitable weather conditions, nonfarm payrolls rose 
245,000 last month, including a further 15,000 rise in 
construction workers. Moreover, the unemployment 
rate stayed low, at 4.3%, despite an 800,000 rise in 
the labor force, and hourly earnings rose 0.5%, 
bringing the 6- and 12-month wage trends back to 

.about 4% at an annual rate. Although workweeks and 
indexes of hours worked were soft, this may have 
been due to unseasonably nasty weather during the 
survey week. On balance, it appears that our 2.7% 
estimate for real GOP growth in the first quarter is 
probably too low. 

Federal Reserve Policy 
Although Fed officials very likely did not adopt a 
formal bias toward ppsible future tightening at their 
meeting this week, ihE65remafãThflrrength of 
recent statistical reports on domestic economic 
conditions has clearly raised formidable barriers to 
even the contemplation of easing anytime soon. By 
their own models of monetary policy transmission, 
central bankers should be expecting that the three 
ate-1998 rate cuts will not have their full effect on 
aggregate .omestic . 	• . . ome time. That is, 
somew a 	I .  . 	consumption 
grnwth ic already far above long-term averages and 
shows no evidence of slkening. Moreover, the 
rapid pace of new home sales and existing house 
turnover last quarter suggests the potential for an 
extended further period of vigorous housing-related 
outlays. If by late March it appears that GOP growth 
has remained brisk through the winter months, then it 
will be tough for the FOMC to justify maintaining an 

NAPM Index Rebound Aided by Net Exports 
Difference, index points 	 Index 
10 	  60 
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Source: National Association of Purchasing Management. 
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officially even-handed approach to future rate 
changes. 

Fiscal and Political Developments 
One year before the earliest presidential selection 
caucuses and primaries, the field of contestants for 
the 2000 White House race is coming into sharper 
focus. This week, House Minority Leader Richard 
Gephardt (D-MO) formally declined to make a run, 
preferring instead to lead his party's effort to 
recapture the lower chamber of the Congress. That 
seems to leave Vice President Albert Gore and former 
New Jersey Senator Bill Bradley as the main and 
perhaps sole contenders for the Democratic 
nomination. 

On the Republican side, former Vice President Dan 
Quayle and conservative activist Gary Bauer have 
both thrown their hats into the ring. At this point, the 
main uncertainty for the GOP is whether Texas 
Governor George W. Bush, son of the former 
president, will heed calls to jump into the race. 
Because he could quickly acquire the necessary huge 
financial resources, and would likely attract high-
level political talent (perhaps including some from his 
father's former team), Governor Bush currently 
looms as the most formidable threat to the 
Democrats. That said, he has not yet been tested at 
the national level, and history is littered with 
examples of early front-runners who stumbled badly 
under the intense pressure of an actual campaign. 

Market Outlook and Comments on Value 
Note: The following comments reflect trading views 
and may differ from our longer-term interest rate 	 1996 	1997 	1998 

forecast. 	 Source: Department of Labor. 

We advise sticking with a short position in Treasury 
bond futures (currently 124.20), with the price target 
lowered to 120.00 and stops brought down as well, to 
a close above 126.16. While the bond market may 
pause following its recent steep sell-off, the risks 	 3-Month LIBOR 

Percent 	 Pe cent 
remain skewed toward higher yields in the near term. 	6.5 	 6.5 
The economy is growing at an unsustainable rate; yet 
senior Fed officials apparently will be very slow to 	6.0- 	A 
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market in effect may be called upon to serve as the 	 v 	
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the bottoming of oil prices suggests that year-on-year 	50 - 	 - . - 	 5.0 

headline inflation changes may turn upward. 	
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Forecast 
We recommend closing the Eurodollar "millennium 	4.0 - 	 -4.0 
butterfly" spread trade, in which we were long the 
December '99 Euro against a combined short in the 	s.s - 	 .. - - - 3.5 

September '99 and March '00 Euros, now that the 
price has moved down to 23 basis points, fairly close 	3.0 	
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II. 	Brazil: Probably 	Only 	a Small Effect 	on 	U.S. 	Growth 	
For the third time in less than five years, the U.S. 
economy faces the prospect of a setback in foreign 
trade, this time in the wake of last month's 
devaluation of the Brazilian Real. In the two earlier 
episodes (Mexico in 1995 and Asia in 1997-1998), 
sharp cutbacks in demand from the afflicted regions 
precipitated a significant slowing in the growth of 
U.S. factory output. However, the rest of the U.S. 
economy suffered very little in 1995, and most of that 
slowdown can be attributed to the 300-basis-point 
tightening in monetary policy in 1994 and early 1995. 
In the 1998 episode, the U.S. economy outside 
manufacturing actually benefited from lower interest 
rates and lower inflation, as illustrated by the fact that 
growth in real GDP was the same as in 1997 (3.9%) 
despite the factory slowdown. 

Will the latest shock coming from Brazil go the way 
of these other two, or will it inflict more damage to 
the U.S. expansion? The simple answer is that the 
recession now getting underway in Brazil is unlikely 
to impart a significant drag on U.S. growth unless 
weakness spreads into Mexico or the U.S. stock 
market. Since neither of these seems likely, we are 
not reducing our U.S. growth outlook at this time. In 
fact, persistently stronger-than-expected domestic 
demand suggests that U.S. growth is more likely to 
surprise us on the strong side in coming months. 

Past Shocks from Mexico and Asia 

In the past five years, the U.S. economy has 
experienced two external shocks in which export 
demand fell as significant trading partners or blocs 
underwent sharp current account adjustments. In 
both cases, U.S. manufacturers experienced a sharp 
slowdown in demand growth, to the point where they 
laid off workers in large quantities, but the rest of the 
economy held up very well. 

Mexico's devaluation of the peso in December 1994 
triggered the first episode. In the wake of this 
devaluation, which cumulated to about 50% within 
three months, Mexico's $30-billion current account 
deficit virtually disappeared in 1995, as shown in the 
chart above. U.S. business firms, who supply the 
overwhelming portion of Mexico's imports (about 
70% in 1994), quickly felt the effect, as the U.S. trade 
balance in goods and services with Mexico swung 
from a $1-billion surplus to a $19-billion deficit. 
This $20-billion loss of business was worth slightly 
more than '4% of U.S. GDP at the time. 

In theory, this figure understates the full impact on 
U.S. growth for two reasons. (1) It excludes the 

The 1994-1995 Nbxlcan Peso Crisis: 
A Textbook Case of Rapid Adjustment 

Dollars/peso 	 Billions of dollars 
0.35 	 2 

1994 	 1995 	 1996 
Source: Banco de Mmdcc. Goldman Sachs. 

effect of contagion to other Latin American countries. 
(2) It also excludes any knock-on "multiplier" effect 
resulting from the impact of job and income loss on 
domestic demand. However, neither factor appears to 
have been important. 

Contagion had no impact on U.S. trade whatsoever. 
In fact, the U.S. balance with other countries in Latin 
America actually improved by $6.2 billion between 
1994 and 1995, providing a mild offset to the setback 
with Mexico. 

Assessing the multiplier impact is more problematic 
because the peso devaluation occurred near the end of 
a 300-basis-point tightening in U.S. monetary policy, 
which also slowed the growth rate. However, the 
multiplier cannot have been much of a factor given 
that the unemployment rate held steady and growth in 
wage and salary payments actually accelerated in 
1995 in the face of both events. Thus, we conclude 
that the overall dent in U.S. growth was not much 
different than the original '4% hit to real GDP. 

The second episode began with the devaluation of the 
Thai baht on July 2, 1997, which set off a round of 
devaluations in Asia during the second half of that 
year. By year-end, the currencies of seven countries 
in the area—Thailand, Malaysia, Indonesia, the 
Philippines, South Korea, Singapore, and Taiwan—
were down about 40%, weighted by U.S. exports, as 
shown in the chart on the top of page 5. Although the 
current account adjustment for the region as a whole 
was not quite as abrupt, given the large number of 
countries involved, it does appear to have occurred 
fairly rapidly. By the third quarter of 1998, we 
reckon that the consolidated current account (netting 
out a rough estimate of intra-regional flows) for these 
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The 1997-1998 Asian Shock 
Index, Jun 1997=100 	 Billions of dollars 
lID, 	- 	 25 

1995 	1996 	1997 	1998 
Note: Countries include Indonesia, Malaysia, the Philippines, 
Thailand, Korea. Singapore. and Taiwan. 
Source: Department of Commerce. IMF. Goldman Sachs. 

nations was in surplus by about $80 billion and was 
in process of stabilizing, as also shown in the chart 
above. This compares to a deficit of about $25 
billion in the year prior to the Thai baht devaluation. 
Thus, the Asian crisis appears to have imposed on the 
rest of the world a reduction in demand on the order 
of $100 billion (annualized) in a period of 15 months. 

Based on typical shares of imports into the region, 
again netting out intraregional commerce, U.S. firms 
should have shouldered between 20% and 25% of this 
adjustment. The actual impact appears to have been 
toward the upper end of this range. Over the same 
15-month period, the U.S. trade deficit with these 
nations rose $24.6 billion. 

Relative to the size of the U.S. economy, this loss 
was almost identical to the one that occurred in 1995 
—about 0.3% of GDP—as a much smaller U.S. 
exposure to the collapse in the region's imports offset 
a much larger current account adjustment.' The 1997-
1998 experience was also similar in the sense that the 
U.S. response was confined to the manufacturing 
sector, as an exceptionally tight labor market short-
circuited the multiplier. Meanwhile, the Asian crisis 
provided some offsets to its own damage on demand 
via its depressing effect on commodity prices and 
diversion of international capital flows, which 
reduced U.S. inflation and interest rates. In the end, 
the U.S. economy suffered no net damage. Growth in 
1998 was the same as in 1997 on an annual average 
basis (3.9%) and actually slightly faster on a four-
quarter change basis (4.1% during 1998 versus 3.6% 

Note that these figures exclude Japan and China. Over 
the same period, the U.S. trade deficit with these two 
nations rose $10.5 billion apiece. If these adjustments 
are counted as part of the shock, then it would be 
slightly more than ½% of GDP. 

as of mid-1997), which is a cleaner measure of 
conditions before and after the shock. 

Implications for Brazil's Effect 

What do these experiences imply about the probable 
effect on U.S. growth of the difficulties now besetting 
Brazil? In the context of the following observations, 
they suggest that these problems are unlikely to be 
the source of a material slowing in U.S. growth 
unless they prove to be contagious in one of two 
ways—either to Mexico's economy or to the U.S. 
equity market. 

In 	Brazil is a small trading partner of the United 
States. It has been commonplace to observe in 
the context of the Real devaluation that Latin 
America buys about one-fifth (20.8%) of U.S. 
merchandise exports. However, Brazil accounts 
for only about one-tenth (2.2%) of this business, 
much less than either Mexico in 1994 (10%) or 
Asia in mid-1997 (about 17%). Assuming a 
comparable share for exports of services, Brazil 
consumes only about '4% of U.S. GDP. Thus, 
the U.S. economy would suffer only a trivial 
setback if weakness following the devaluation of 
the Real were confined to Brazil. 

Is 	Mexico is by far the dominant market for U.S. 
exports in the region. Of course, weakness is 
not likely to be confined to Brazil. Our emerging 
markets team has estimated that Latin America as 
a whole would suffer a mild recession in the 
wake of the Real devaluation and experience a 
current account adjustment of about $50 billion 
more than previously thought in the process. 
However, where this weakness occurs is of 
crucial importance insofar as its effects on U.S. 
trade are concerned. As shown in the chart 
below, Mexico buys more than half of the U.S. 

Mexico Dominates U.SiLatln America 
Trade RelatIonshIps 

Percent 
15 

Share of U.S. Exports 
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Note: Data are calculated on a 12-month moving average 
ending in November 1998. 
Source: Department of Commerce. 
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Share of Imports Supplied by U.S. Firms 
Percent 	 Percent 
Ito 	 Ito 

Excluding Intraregional Trade 

exports to the region, while none of the other 
countries buy as much as 5% (1% of total U.S. 
exports). Thus, in terms of impact on U.S. trade, 
contagion into Mexico is the key issue. 

• Mexico's importance is also underscored by 
the pattern of U.S. shares of imports into the 
region. As is apparent in the foregoing analysis, 
these shares are important as a gauge of how 
automatically U.S. firms will suffer from a 
correction in the current account deficit of a 
trading partner. As shown in the chart above, 
Mexico stands apart from most other countries in 
Latin America in this respect. In the 12 months 
to November 1998. U.S. firms supplied more 
than three-quarters of Mexico's imports, whereas 
the U.S. share of imports into most other key 
Latin American countries was only about 30% to 
35% after netting out intraregional trade. 

• However, Mexico is not apt to bear the brunt 
of contagion from Brazil. This is an outgrowth 
of the preceding two points, which emphasize the 
fact that the Mexican economy is more closely 
tied to the U.S. economy than to its Latin 
American counterparts. Thus, while the outlook 
for most other economies in South America has 
deteriorated significantly in the wake of the Real 
devaluation, our emerging markets group still 
foresees moderate growth in Mexico, on the order 
of 21/2% to 3% in 1999. Thus, the U.S. share of 
the $50-billion Latin American current account 
adjustment is likely to converge toward the lower 
end of the range shown in the chart above—a 
trade hit again in the vicinity of ¼% of GDP. 

• The recent performance of the peso and the 
Mexican stock market bolsters the case for 
only minimal contagion to Mexico. Given that 
Mexico's trade linkages are primarily with the 

United States, contagion from Brazil to Mexico 
will occur mainly via disruptions in financial 
markets. Thus, it is reassuring that the peso is 
currently trading about where it was prior to the 
widening of the Real bands on January 13 (10.1 
pesos to the dollar). Meanwhile, the Mexican 
stock market has risen 23% in local currency 
terms, and only slightly less in dollar terms. 

• The other possible avenue of contagion is via 
the U.S. equity market In essence, the Real 
crisis has replaced the Asian currency crisis as 
the main opponent of domestic demand in the 
tug-of-war for U.S. growth. The foregoing points 
suggest that the shock from Latin America is 
unlikely to have a much different outcome on the 
U.S. trade balance. Could it "win" the tug-of-
war by undermining the strength in stock prices 
that has been so central to the strength in U.S. 
domestic demand? 

• However, this avenue also appears unlikely. 
To ascertain the prospects for contagion via the 
U.S. stock market, we asked our industry analysts 
about the exposures to Brazil and Latin America 
of the industries and companies they follow. The 
results of this survey are to be published in a 
separate report, but the key finding is that 
exposures in the region are quite modest overall. 
This is consistent with the market's subdued 
response to the crisis thus far, and it suggests that 
any impact on U.S. growth via this channel will 
require a significant further deterioration in the 
outlook for Latin America. 

In summary, we see no reason to reduce our forecast 
of U.S. growth at the present time on account of the 
developments in Brazil and their implications for 
growth in the region. To the contrary, incoming data 
on a wide variety of fronts strongly suggest that 
growth in U.S. domestic demand is remaining robust 
for longer than we had anticipated, as discussed more 
fully in the weekly wrap-up on page two. Thus, it 
remains the case that U.S. growth is more likely to 
exceed our expectations for domestic reasons than to 
fall short for foreign reasons, at least in the near term. 

Bill Dudley 	 Ed McKelvey 

	  6 
U.S. Economics Analyst 	 February 5, 1999 



Key U.S. Economic Data 
   	.99 Jan 

Latest Monthly Data 
   	'98 Dec 	'98 Nov '98 Oct 

6Mo 
     	Trend 

 	l2Mo 
    	Trend 

Next 
   	Release 

Nonfarm Payrolls (ch. thousands) 245 298 277 164 246 226 Mar  

Unemployment Rate (%) 4.3 4.3 4.4 4.5 4.4 4.5 

Index of Hours Worked (% ch) 0.0 0.3 -0.1 0.6 1.4 1.1 

Average Hourly Earnings (% ch) 0.5 0.3 0.3 0.2 3.9 4.0 

Producer Price Finished Goods Index (% ch) 0.4 -0.2 0.2 1.1 -0.2 Feb 18 

Excluding food and energy 1.0 0.1 0.1 3.5 2.4 

Consumer Price Index (% ch) 0.1 02 02 1.8 1.6 Feb 19 

Excluding food and energy (% ch) 0.3 0.2 0.2 2.4 2.5 

Retail Sales (% ch) -- 0.9 0.6 1.2 5.1 6.7 Feb 11 

Excluding motor vehicles (% ch) -. 0.4 0.6 0.7 4.9 6.2 

Industrial Production (% ch) 0.2 -0.1 0.5 3.3 1.9 Feb 17 

Manufacturing -- 0.2 0.1 0.8 4.6 2.3 

Capacity Utilization (%) -- 80.9 81.0 81.4 81.3 81.9 Feb 17 

Manufacturing .. 79,9 80.1 80.4 80.2 80.9 

Housing Starts (annual rate, thousands) -. 1720 1662 1693 1662 1618 Feb 17 

Single-family 1357 1367 1291 1304 1274 

Trade Balance (billions, monthly) -15.5 -13.6 -14.9 -13.7 Feb 19 

Merchandise -- -21.9 -20.2 -21.2 20.3 

Factory Orders (5'. ch) '- 2.3 0.4 -1.7 7.6 2.6 Mar 4 

Durable Goods 3.1 0.4 -2.2 13.6 5.6 Feb 25 

Personal Income (% ch) 0.5 0.4 0.4 5.1 5.1 Marl 

Wages and Salaries 0.5 0.5 0.6 6.4 6.3 

Purchasing Managers' Index (%) 49.5 45.3 47.0 48.4 48.0 49.9 Marl 

Consumer Sentiment U Mich (Feb 66=100) 103.9 100.5 102.7 974 101.6 104.4 Feb 12 

Conference Board (1985=100) 127.6 126.7 126.4 119.3 126.6 131.6 Feb 23 

Goldman, Sachs & Co. 	 Global Economic Research 

Note: Percentage changes are month to month for last four months, annualized for 6- and 12-month trends. 6- and 12-month figures for levels 

(e.g., unemployment rate) are averages over those periods. 
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Interest Rates: Forecast vs. Forward Yields 

1rn2 6 m 12 m 
LIBOR 3 mo 5.0% 5.0% 4.5% 

Forward 5.0 5.0 5.2 

2 Year T-Note 4.8 4.6 4.2 
Forward 4.8 4.9 5.0 

10 Yr T-Note 5.1 4.8 4.4 
Forward 5.0 5.0 5.1 

Key Numbers in the Business Outlook 

1998 1999 
1998 1999E 04 OlE 02E 

Real GDP 5.6% 2.7% 2.2% 3.9% 3.0% 

Ind. Prod., Mfg. 5.1 4.1 2.4 4.2 2.6 

CPI 1.9 2.1 1.6 1.6 1.8 

After-Tax Profits* 6.2E 4.0 4.8 3.1E 1.0 

Unemployment 4.4 4.4 4.4 4.5 4.5 

• Excluding inventory profits; adjusted for depreciation distortions. 

Goldman, Sachs & Co. 	 Global Economic Research 

U.S      Calendar 	 

Focus for the Week Ahead 

• A decline in the seasonally-adjusted unit vehicle sales volume last month from very high levels should have 
weighed down the total dollar amount of retail expenditures. Spending other than for cars and trucks, 
however, will likely post a respectable gain, judging from the strong year-to-year rise in our own Goldman 
Sachs Retail Index (February 11). 

• The exceptionally large (6.4% annualized) increase in nonfarm output embedded in the fourth-quarter GDP 
report implies a sharp further increase in labor productivity at year-end (February 9). 

• Preliminary data for December show a large drop in manufacturers' inventories at year-end. This, coupled 
with a probable significant drawdown of retail vehicle stocks, implies an overall reduction in business 
inventories (February 12). 

Economic Releases and Other Events 

Date Time Indicator 
Estimate 

Last Report GS Consensus 
Tue Feb9 10:00 Nonfarm Productivity (04-Preliminary) +4.5% +4.1% +3.0% 
Thu Feb 11 8:30 Retail Sales (Jan) -0.1% +0.1% +0.9% 

Excluding Autos +0.3% +0.4% +0.4% 
Fri Feb 12 8:30 Business Inventories (Dec) -0.3% +0.2% +0.4% 

• Richmond Fed Survey (Tue, Feb 9 -  10:00) 

• Treasury 5-Year Note Auction (Tue, Feb 9) 

• Wholesale Trade (Wed, Feb 10- 10:00) 

• Treasury 10-Year Note Auction (Wed, Feb 10) 

• Greenspan Testifies Before House Banking Committee 
on Financial Services Reform (Thu, Feb 11) 

• Treasury 30-Year Bond Auction (Thu, Feb 11) 

• Atlanta Fed Survey (Fri, Feb 12-9:00) 

• U. of Michigan Consumer Sentiment-Preliminary 
(Fri, Feb 12-10:00) 

8 
Goldman, Sachs & Co., 
One NY Plaza, New York, NY 10004 

Tel.#: (1) 212-902-6807 
Fax N: (1) 212-346-3115 



Clinton Presidential Records 
Digital Records Marker 

This is not a presidential record. This is used as an administrative 
marker by the William J. Clinton Presidential Library Staff. 

This marker identifies the place of a publication. 

Publications have not been scanned in their entirety for the purpose 
of digitization. To see the fill publication please search online or 

visit the Clinton Presidential Library's Research Room. 



Brazil: Probably Only a Small Effect on U.S. Growth 

to ontinue.- 

• Based on all of these indications, our estimate of 
2.7% annualized growth for thefirst quarter now 

• looks too low. A figure in the 3%-31/2% range 
seems more appropriate; we will make- a more 
specific adjustment when we review the entire 
•fdrecast in the February Pocket Chartroom. 

Against all of this domestic strength, the impact 
of the devaluation of the Brazilian Real may 
well be obscured. Based on the experience of 
earlier episodes (Mexico in 1994-1995 and Asia 
•in 1997-1998), as well as the parameters of the 
latest shock, we conclude that its impact will be 
about ¼% of U.S. GDP. Because Brazil is a 
small trading partner (2.2% of exports), the 
potential for a much bigger effect depends on 

• contagion into ,Mexico and/or the U.S. •. stock 
mark&, neither of which has happened so far. 

• U.S. consumers clearly did not make any New 
Year's resolutions about thrift, as reports on car 
sales and business at major retail chains in 
January wer quite strong. With home sales 

• also hitting all-time highs late last year, the 
momentum of domestic •. demand remains 
Unabated, 

UThis momentum is providing alift to the U.S. 
manufacturing sector. Orders were up sharply in 

A December, and the NAPM composite index 
bounced in January, bringing it into closer 
alignment with other survey data. 

• January's job report likewise indicates little, if 
• any, slowing in hiring trends, while the tight 
• labor market has pushed average hourly earnings 
•giowth back up to 4%. Thus, the strength in 

- consumer income that has fueled spending is set 

Mexico Dominates U.S./Latin America 
Trade Relationships 

Percent 	 Percent 
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ending in November 1998. 
Source; Department of Commerce. 
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Trade Recommendations 

• Stay short March '99 T-bond futures (currently 124.20); lower target to 120.00 and lower the stop to a close 
above 126.16. 

• Close out the Eurodollar "millennium butterfly" position (long December '99 Euros vs. a combined short in 
September '99 and March '00 contracts), at the current level of 23 basis points. 

CdhfribiddtsY Bill Düdlé Ed MOK&vEy,: 
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Y2K Fears Will Boost Growth, but Rate Spike Is Unlikely 

U The posibility of tx èuts in 1999 has increased 	— 
for three reasons (1) Budget surplusprojections 
cont inue to use, suggesting that sufficient funds 
are available to.  put Social Security on a sounder 
footing and cut income taxes, (2) as a result 

- Pésident.Clinton no longer proposes .to use the 
Yentire surplus to fix Social 	and (3) 	

'. I 
Republicans are united on this issue with 
Senator Domenici now favoring across the-
board cuts in personal income taxes 

• Chairman Greenspari testimony indicates that 
monetary policy is locked on hold for the 
foreseeable future. Although the Chairman 
would like equity prices to stop rising fast, he 
• shows no inclinátionitotighten for that purpose. 

• The economy remains" vibrant, with strength. in 
housing starts in December and the Fed 's 'beige 
book" report' .tindicating "solid growth.".. 
Moreover,-theie are signs that the strength of the 

'domestic economy is beginning to' prop up the' - 
ailing manufacturing sector,a 

Fears'-of Y2K.  diñriiplions should generate 
precautionary behavior, includtng a buildup of 
materials ':and --' supplies 	inventories'' by 
manufacturers and an increase 'in: financial 
liquidity by households and businesses 	' 

I This inv,éntdy building is likely, to boostreal 
(IDP growth significantly in the fourth quarter 
of 1999 ". I-joAtever,... the desire for greater 
financial liquidity is not likely to cause a spike 
in short-term interest rates because the Federal 
Reserve Will supply sufficient, liquidity to keep 

- the federal funds rate stable: Instead; indeaed. 
demand for,"safe' assets should result in lo'er 

:,..interest rites -oiyTt:easqry bills and Coupons 
maturing shortly after year-end. 

U 
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U.S. Economics Analyst 

Trade Recommendations 

• We would stay long December '99 Eurodollar futures against a September '99/March '00 butterfly, with a 
target of 15 basis points and a stop on a close above 45 basis points. 

Jan Watz;us, Alex Pate/is 1 212 002-6807 
;-isue N6:99/03,,; 

Januar 22; 1999. 
E-mail Address: williantdudley@gs.com  
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• .:The.UlSl economy barfeled -  into the holidy 
season on a strong, noninflationary . growth 

:track;. 	.Consumets - continued 'to:iiicreaseY. 
spending well ahead of  income-gains, judging  

• from the latest data on retail sales .an& 
• itistallrnent- bOrrowing.- Meanwhile,' indexes of 

producer prices fell at all stages of ,production in 

•U Thus, Our outlook for slower growth in 1999 
remains very much a forecast with little hard 
supporting,  data outside the factory sector. On a 
more anecdotal level, :the latest Federal Resen' 
"beige book" summary of regional economic 
conditions detected a pattern of slOwer growth. 

• If growth in domestic demand does slow, then 
reduced growth in ithports. is likely to CushionT 

- the effect on-real GDP lin 1999. :Already,* 
growth in realimport là falling well short of 

' predictions based on histoncal relationships 

'—' 
 I with growth in real domestic demand, ,vhich 

currently strong, and.changes in the relative- 
pnces of imports and domestic goods and 
sèri'ièe, which are fallihg. 	 . 

U.S. Economics Analyst 

Underlying Retail Sales Growth Still Brisk 
Annualized percent change 	 Annualized percent change 
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Import Forecasts: 
A Good Model Going Off Track 
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Imports: HOW Deep aCushion? 
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• M analysis of,  iñpOts by. major .product'typè 	- 

Confirms that demand is the key driver of import 
growth. It also suggests that the import cushion;. 
will be bigger to the extent that the slowdown is 	two- 

-tilted toward reduced demand for computers and: 
- other capital equipment, where the penetration 

by foreign products is deepest 	 I  
• However, because the United States is the prime,,  

locomotive.for worldgtowth,i material slowing: 
in U.S. import growth would heighten the risk. 	- 
of a prolonged stagnation in the global 	1 

economy, with 'attendant risks of reduced U.S. 
-. export growth down the road. 

- 	 Trade Recommendations 

U Buy 10-year Treasury Inflation-Protection Securities (TIPS) outright (current yield 3.81%) with a yield 
target of 3.50% and a stop on a close above 4.00%. 
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• November's employment report, which featured 
•a drop in unemployment and a bounce-back in 
nonfarm,  payroll growth, confirms the strength 
'in other -recent reports. As a result, we have 
lifted our estimate of real GDP growth in the 
fourth quarter to 3.5% from 2.7%. However, we 
still, expect growth to slow sharply during 1999, 
to 1.5% on a foUrth-quarter-to-fOurth-quarter 
basis. 

,IThe, L.S. growth, story iethains, a tale of two 
• economies, withc  the manufacturing sector 

shedding 47,000 jobs in November, purchasing 
agents reporting çhe' wea est- factory conditions 
since Febrüaiy'i996, and orders'-dropping in 

• October. 

• The sharp decline in oil prices should help 
- .'contain inflationary pressures and boost the 

purchasing power of the U.S. consumer. At the 
same time, it exerts additional', pressure on 
already 	battered 	oil-produOing ' ' emerging 

• economies, which could get recycled back to the 
United States. 

• 'the lesson from recent capital market turmoil is 
that sharp adjustments are likely to' occur more 
frequently: than in the past. This reflects the fact 

'that information i 'transmitted 'more rapidly in 
today's global capital market system whenevet 
financial and economic shocks occur. 

• 'Evn so, the recen't spasm in the dapital' markets 
. is unlikely to have much impact on ,the 
Sonomy's growth trajectory. The Federal 
Reserve's - easing steps have helped-pull d'own 
borrowing costs and settle markets, and banks 
and other financial intermediaries have acted as 

'-safety valves to accommodate borrowers 
temporarily shut out from the capital tharkets. 

Reflections on the Turmoil in the Capital Markets 

A Tale of Two Labor Markets 
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Trade Recommendations 

• We would remain neutral for now. 

COntribatoie:-BiII"Dqdey[ççIMcKeIvey, 
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Capital Spending: A Tale of Two Forces—Return v. Utilization 
• The probabilities still tilt slightly in favor of a 

25-basis-point cut in short-term' interest rates at 
the November 17 FOMC meeting, mainly as an 
insurance policy to avoid a renewal of recent 
credit supply. disruptions. If this does occur, the 
accompanying statement may signal heightened 
patience and a renewed focus on. U.S. growth 
prospects as the key factor. If it does not, then 
Fed policy, will probably stay on hold through 
year-end barring renewed market turmoil. 

• Retail sales surged in October, led by auto sales 
but bolstered by widespread gains in other areas. 
Meanwhile, September's 1.2% jump in stocks at 
wholesale distributors foreshadows either an 
upward revision to last quarter's 3.3% real GDP 
growth rate or a persistently wide trade deficit. 
Although prices of finished goods rose more 
than expected in October, there is no evidence of 
pressure deep in the production pipeline. 

• Capital spending in the 1990s has benefited 
from the favorable combination of a high and 
rising return on capital and a low cost of capital. 
As a result, its normal link with capacity 
utilization has broken down. However, signs 
that the rate of return, on capital has peaked 
(including the persistent weakness in utilization) 
suggest that this link will reconnect over the 
next year or so. 	 . 

• If growth in capital spending does slo.v, the 
initial effect may be more to contain the damage 
to the trade balance than to hurt GDP growth. 
However, in a world economy looking toward 
the United States to be the locomotive for 
growth,, the weakness may eventually come 
honie to roost via reduced exports. 
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U.S. Economics Analyst 

Trade Recommendations 

• Stay long December T-bond futures (currently 127.17), maintaining a target of 133.00, and moving the stop 
up to a close below 125.24. 

Contributors Bill Dudley,' Ed McKelvey, 
John Youngdahl, Alex eatelis (212) 902-6807 
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- MoreCrimpi 

U Fears of a &edit crunch appear overblown For 
most borrowers, interest 'rates have declined 
despite the widening in credit spreads, and the 
problems have been confined mainly, to the 
capital markets 	The bankmg system is in 
excellent shape in sharp contrast to its condition 
on theeveöf  thelast economic downturn. 

& U The widening in credit spreads reflects both a 
deterioration in the economic outlook—an 
increased risk of recession—and the fact that the 
sharp change in the. -outlook caught many 
investors,: who had underestimated the risks 

, associated 
Th 	

with credit products, "off-sides 
ey have responded by reducing their risk 

positions sharply. 	H 	 H 

-.0 Eveh- if the upward prssUreon credii spreads 
• were to Subside; the U.S. economy: remains 

vulnerable in several other respects 	A 
slowdown in Latin America is likely,  to lead to 
further trade drag, consumption is vulnerable to 
:a decline in equity prices given the depressed 
.saving rate; and capital spending growth is 
likely to slow sharply because, capacity 

r, utilizationjates are declining 

U Ksharp slowdown in economic activity remains 
nt more-of a forecast tha a reality. Real GDP 

growtlr advanced 3.3% alan annualized rate last 
quarter, led by strong gains in consumption 
durable goods orders in September advanced 
shaiply, with an especially large gain in non-
defense capital goods orders, excluding aircraft 
and compensation increases were greater than 
expected as the employment cost index rose by; 
1.0% in, the third quarter. However, two signs 
that point to slower, growth are also' evident 
Inventories' rose much more quickly last quartet, 

consumer cohsuer confidence continues to sink. 
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U.S. Economics Analyst 

- 	 - 	 Trade Recommendations 

U Go long the December '98 bond futures contract (currently 129.03) and short the March '99 eurodollar 
futures contract (currently 95.585). 
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• A ,widdning in spreads between mortgage rates' 
'and. "Treasury yields,. couplédwith.'an- extremely 
:flat- yield curve, has prevented borrowers *ho 
are refinancing mortgages :from sealizinglarge 
cuts in'' interest expense. This, coupled with au 
already high level of household debt, suggests 
that the economy will not get the same type of 
boost from refinancing as it did in' 1992-1993, 
despit,!'a comparable volume of such activity. . 

• A shift in 'public opinion-  polls' has' eased the 
fears of some Democrats. 'that .they will suffer 
big Jlbsses' in the . mid-term . congiessionál 
electións two, weeks hence. . However; bulging 
campaign coffers and the nsk of low turnout still 
tilt the probabilities toward moderate GOP 
gains: 

90 91 92 93 94 95 96 97 98 
Source: Mortgage Bankers Association of America, 

Mortgage Refinancing Index 
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Refinancing: Not Much Help for Growth. 

• Castweek s pattern of weaker-than-expected 
news on-U.S. economic activity continued with 
fresh readings on mtemational trade and housing 
starts.. The September setback in housing Was, 
mainly due to hurricanes and therefore not 
fundathental, but the same cannot- be said for the 
trade deficit; which hit a new record, in August. 
Underlying this nse is a disturbing shift in 
relative weakness ftom trade.with'Asia to trade 

• with.partnersin,the .WestQrn Herniphere.,. 

• Recent statements by Fed officials indicate that 
the October 15,  easing"was. in response to a 
general worsènihg' in -credit availability rather 
than indicative of aspecific.unhetalded problem. 
Although the equity market has., surged in 
rëspone, credit quality spreads. remain quite 
wide, especially 1 the. commercial paper 
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U.S. Economics Analyst. 

Trade Recommendations 

• Although we would stay neutral for the time being, we would look to buy long-term Treasury bonds should 
yields continue to drift higher. 
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Capital Spending Resting on Pillars of Salt 

U fle deeigion of Chaihnan b'reenêpán to cut ,the '  
federal funds rate and discount rate between 
FOMC 'meetings indicates a growing concern 
with unsettled capital market, conditions. Fed 

• officials are uhdoubted1y'disturbed by the 
increasing illiquidity evident not just in longer-
dated' fixed income assets, but also in money 
market instruments,-, including .. commercial 
paper. -TheFed's action should help smooth the 
wate'rs.:as it is a strong signal that - the monetary 
authorities will do whatever it takes to provide 
liquidity and büttres the dconomy against the. 
forces that are likely to 'lead to a substantial 
slowdown in 1999 

I The tithing of future ,fate. cuts depends critically 
on how •successful this week's move is in 
calming financial markets. But regardless of 
hdw it is' received; further rate moves are in the 
offing  
m 
n 	as'.: the economy :slow. 	The 

anufacturing sector in particular already 
appears quite weak: We reiterate our view that 
the federal fund's rate will decline to' around 4% 
before yearend 1999 

I Capita 'spending—tvhich surged at ov'eithree 
times the overall ratèof economic growth. in the 
logos —, is now resting on eroding pillars of salt. 
Deteriorating corporate profitability, falling 
exports; declining ütilizatiôn 'rates, less 

c9mtm0 twc conditions,, and. issues 
relating; to the Y2K bug all point toward a 
capital spending slowdown in 1999 

• CoMparisons of this decade's inveimeiit boom 
with the late i920sor'the Japanese bubble of the 
1980s seem premature at this point, though ,they 
could gain more credence should a capital 
spending slowdown not materialize.soo 
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Trade Recommendations 

U We would stay neutral for the time being. 
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