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Now that 2000 is history, we can put its
monetary and financial developments into
petspective and, at the same time, use
them to illuminate the current state of the
economy.

Let’s start with the growth rate of
money, the key long-run determinant of
inflation. We cannot discuss the monetary
aggregates’ behavior during 2000 without
recalling the grave concerns that sur-
rounded the century date change. These
concerns led to the substantial run-up in

liquidity that characterized late 1999 and
early 2000, as well as its subsequent fall-off
when no significant problems occurred.

In retrospect, we see that Y2K domi-
nated the behavior of the
narrow monetary aggregates. Growth
rates for currency and the sweep-
adjusted base were 4.5% and 2.1% for the
year. But it is important to
recognize that these low rates are
calculated relative to the elevated pre-Y2K
levels that resulted in sizable growth rates
during 1999. When the last two years are

combined, currency and the sweep-ad-
justed base have grown at annual rates of
7.9% and 7.5%, similar to the growth ex-
perienced in preceding years.

Y2K considerations had relatively little
impact on the broad monetary aggregates,
which grew robustly throughout 2000.
M2 and M3 ended the year up 6.8% and
10%, respectively, and neither shows signs
of slowing thus far in 2001. Year-to-date
annualized growth rates for January are

(contimued onnextpage)



+ February 2001

FRB Cleveland

6

Money ard Financial Markeas (o)

Percent, weekly average

Percent, weekly average

6.75 [ SHORT-TERM INTEREST RATES

6.25 |~

5.75

525

475

Intended federal funds rate

425

K4} I T U AT T T A T S N Y

1-year T-bill2

3-month T-bill2 5

' B | 4||||

9 [LONG-TERM INTEREST RATES

Conventional mortgage

30-year Treasury?

10-year Treasury@

1996 1997 1998 1999

Percent

2000 2001 1996 1997

Percent, weekly average

1998 1999 2000 2001

4 INTEREST RATE SPREADS

B TR I B |

10-year Treasury bond/10-year TIISP

10-year Treasury bond/3-month T-bill®

6.5 [—

6.0

~
e’

55

5.0

PR T R | 45

70 [vIELD CURVES®2

October 6, 2000

January 19, 2001

January 7, 2000

July 7, 2000

April 7, 2000

January 5, 2001

1996 1997 1998 1999

a. Constant maturity.
b. last day of week.
c. Weekly average.

2000 2001 0 5

10 15 20 25 30 35
Years to maturity

SOURCES: Board of Governors of the Federal Reserve System; and Bloarberg Financial Information Services.

estimated at 7.3% for M2 and 10.4% for
M3. While these rates are in line with the
experience of recent years, they arguably
provide reason for concern. If the econ-
omy slows in 2001, as most analysts pre-
dict, the substantial money growth rates in
2000 may contribute to a significant rise in
inflation rates later this year and into 2002.

Regarding interest rates, we see that
yields on the shortest-term government
securities rose during most of 2000, in tan-
dem with an increase of 100 basis points
(bp) in the intended federal funds rate.

However, this trend reversed itself sharply
at the end of the year as the economy
weakened. The rate on the 3-month Trea-
sury bill dropped substantially more when
a 50 bp decline in the intended federal
funds rate was announced on January 3.
The 3-month rate has fallen roughly 100 bp
since mid-November.

Medium- and long-term interest rates,
on the other hand, fell steadily during most
of 2000, even in the first half of the year
when the news media were reporting that
the Federal Reserve was “increasing inter-

est rates.” Rates on all Treasury securities
with maturities of two years or longer fell
more than 100 bp during the year, while
rates on conventional 30-year mortgages
fell 93 bp. All of these, except 30-year
mortgages, have increased somewhat since
the Federal Open Market Committee’s
rate action, possibly reflecting market con-
cerns about rising inflation. A recent in-
crease in the difference between the 10-
year Treasury rate and the 10-year TIIS
rate (a spread that may indicate long-run
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inflation expectations) is consistent with
that view. Finally, the 10-year, 3-month
Treasury spread, which has been negative
since mid-July and dipped as low as —77 bp,
has narrowed to neatly zero. A negative
spread sometimes signals an impending
recession.

Finally, 2000 witnessed unprece-
dented fluctuations in equity markets.
Most notably, the NASDAQ rose 15%
between December 1999 and February
2000, fell 28% between February and
May, gained 24% through August, then
plummeted 41% between August and
year’s end (based on end-of-month clos-

ing prices). Movements in the S&P 500
were much less dramatic, with the index
down 10% for the year. These declines
followed five annual increases of at least
19% each for both indexes.

Although these broad market indexes
are so frequently reported, the wide dis-
parity among their component stocks is
not fully appreciated. It is true that the
NASDAQ’s decline reflected widespread
decreases in the stocks included in the
index. But consider the S&P 500, which
rose 19.5% in 1999 before falling 10.1%
last year. While this change seems fairly
dramatic, note the ovetlap in the distribu-
tion of component stock price move-

1998 1999 2000 2001

ments over the two years. For example, in
1999 the stock prices of roughly 48% of
S&P companies dropped, and 38% fell
more than 10%, even as the index average
was rising, And in 2000, when the index
fell 10%, the stock price of 56% of its
companies increased, and fully 49% rose
more than 10%.

Many other countries’ markets also
had a rough 2000, although few matched
the wild gyrations of the NASDAQ. Eqg-
uity indexes in the UK., Japan, and Hong
Kong were down 10.2%, 7.5%, and 27%,
respectively, while the index for France
ended the year up 5.6%.
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