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Domestic Spending and Finance in 1996

Aggregate spending of households,
businesses, and governments recorded a
sizable advance in 1996, rising a touch
faster than real GDP. Household expen-
ditures picked up, and business invest-
ment expenditures surged, the latter bol-
stered by increases in business profits
and ready access to a variety of sources
of finance on quite favorable terms.
Government outlays for consumption
and investment rose moderately in real
terms.

The Financial Backdrop:
Interest Rates, Equity, and Debt

Declines in interest rates during the sec-
ond half of 1996, elicited by evidence
that economic growth had moderated,
only partially reversed the increases
over the first half. Longer-term Treasury
rates rose on balance on the order of
I/2 percentage point over the year, and
intermediate rates were up somewhat
more. Spreads between most private
rates and Treasuries narrowed markedly,
reflecting the high quality of business
balance sheets. Municipal rates moved

Selected Treasury Rates
Percent

up comparatively little over the first half
of 1996, as earlier relative increases in
these yields associated with discussions
of fundamental tax reform were reversed
when the likelihood of such changes
to the tax code diminished. Movements
in interest rates over the year appeared
to be basically in their real component,
as inflation expectations were little
changed, according to surveys.

The substantial rise in equity prices in
1996 was only a bit below that regis-
tered in 1995. However, in contrast to
1995, when bond rates declined substan-
tially, the equity gains came despite the
net rise in bond rates. Corporate earn-
ings were robust, but their advance fell
short of share price increases, and price-
earnings ratios rose to unusually high
levels; dividend-price ratios were even
more out of line with historical experi-
ence. Market participants appeared to
be anticipating further robust earnings
growth, and they also seemed to be re-
quiring much less compensation for the
extra risk of holding equiti *,s compared
to, say, Treasury bonds. Such evalua-
tions may have been based on a per-
ceived environment of persisting low
inflation and balanced economic growth
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that would lower the odds of disruptions
to economic activity.

Other asset prices were generally
subdued. Commodity prices were flat
to down. Commercial real estate prices,
although no longer falling, rose at little
more than the rate of inflation. Resi-
dential real estate prices increased
moderately.

Growth of the debt of nonfinancial
sectors in 1996, about 5Vi percent, was
similar to the rise in 1995. The growth
of household sector debt dropped from
SlA percent to VA percent, a decelera-
tion accounted for entirely by a sharp
slowing of consumer credit. The expan-
sion of business borrowing was held
below its 1995 pace by an increase
in internally generated funds, but at
43/4 percent it was faster than in any
other year since 1989. Its strength
reflected robust spending, extremely
favorable credit conditions, and financ-
ing needs associated with a high level of
mergers and acquisitions. Growth of
federal debt slowed a bit further in 1996.
State and local debt expanded slightly
after two years of contraction.

The Household Sector

Household expenditures picked up in
1996—both consumer spending and
residential investment. Although debt

problems arose with greater frequency
in the household sector in 1996 and
may have restrained spending in some
instances, households also benefited
from healthy increases in real income
and another year of sizable gains in
wealth. Consumers were relatively opti-
mistic about prospects for the economy
at the start of 1996, and they became
more so as the year progressed. Given
this upbeat view, households were will-
ing to take on additional mortgage debt
at a brisk pace, but they did cut back on
expansion of consumer credit after very
large increases in 1994 and 1995.

Spending, Income, and Saving

After having risen less than 2 percent in
1995, real personal consumption expen-
ditures moved up 23A percent in 1996.
Real outlays for consumer durables
rose more than 5 percent after a gain
of only VA percent the previous year.
As has been true for many years, real
expenditures on computers and elec-
tronic equipment outpaced the growth
of other household outlays by a wide
margin in 1996. Sizable increases were
also reported for most other types
of consumer durables. However, real
expenditures on vehicles changed little
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on net over the year, as gains achieved
during the first half were reversed after
midyear. Late in 1996, sales of light
vehicles may have been constrained to
some degree by supply shortages that
arose during strikes in the United States
and Canada. Consumer purchases of
nondurables rose PA percent in 1996
after having increased 1 percent during
1995. Spending for services rose nearly
23/4 percent, slightly more than the aver-
age gain in previous years of the
expansion.

After-tax personal income increased
5 percent in nominal terms over the four
quarters of 1996. Wages and salaries
rose briskly, and the income of farm
proprietors surged. Other types of
income generally exhibited moderate
gains. Given the low level of price infla-
tion, the rise in nominal income trans-
lated into another significant advance in
real disposable income—about 23A per-
cent over the year.

As in 1995, strong cross-currents
continued to shape individual house-
holds' willingness—and ability—to
spend from current income. Huge
increases in stock market wealth pro-
vided some households the wherewithal
to boost spending at a pace considerably
faster than the growth of disposable
income. But a number of households
were likely held back by the need to
divert income to the servicing of debt,
and according to some survey evidence,
households have become more con-
cerned about saving for retirement.
Responding to these influences, the
annual average of the personal saving
rate was up slightly from that of 1995;
however, it remained relatively low
compared with its longer-run average.

Residential Investment

Outlays for residential investment
expenditures posted a gain of about

4 percent in real terms over the four
quarters of 1996, more than reversing
a small decline in the previous year.
Demand for single-family housing was
especially strong. Although interest rates
on longer-term fixed-rate mortgage
loans moved up considerably in 1996, a
substantial number of homebuyers side-
stepped at least the initial costs by using
adjustable-rate loans that were available
at lower rates. The effects of the rate
increases on the single-family market
were cushioned by other influences
as well, most notably the growth of
employment and income. Even for
fixed-rate loans, mortgage financing
costs held at a level that, by historical
standards, was low relative to household
incomes. All told, sales of new homes
surged to the highest annual total of the
current expansion, and sales of existing
homes established a historical high.
New construction of single-family
dwellings also rose but not so dramati-
cally as sales, as builders apparently
chose to work off some of their inven-
tories of unsold units, which had
climbed in 1995.

Construction of multifamily units
maintained a path of recovery from the
extreme lows of the early 1990s, mov-
ing up about 14 percent in terms of
annual totals. The number of multifam-

Private Housing Starts
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ily units started—about 315,000—was
double the number started in 1993,
when construction of these units was at
a low. However, compared with pre-
vious peaks, the 1996 total was less
impressive—starts were twice as high
in some years of the 1970s and 1980s.
Although market conditions for multi-
family properties varied considerably
from city to city in 1996, the national
average vacancy rate for multifamily
rental units remained relatively high,
and demographic influences were prob-
ably less supportive of multifamily
housing than they were a decade or so
ago. Also, manufactured houses have
provided an increased number of fami-
lies with an alternative to rental apart-
ments in recent years.

Household Finance

Consumer credit grew 814 percent
in 1996, just a bit over half the pace
of the preceding two years. The sharp
retrenchment likely reflected the bur-
dens associated with a substantial accu-
mulation of outstanding consumer debt
over recent years as well as some tight-
ening of lending terms and standards
by commercial banks, particularly with
respect to credit cards.

The slowing in consumer credit
growth also was associated with a shift
toward increased use of home equity
loans. These loans were marketed vigor-
ously, particularly by finance compa-
nies, in part as a vehicle for consolidat-
ing credit card and other outstanding
consumer debt. Some of the growth in
home equity loans reflected moves by
finance companies and banks into the
"subprime" market—lending either to
higher-risk customers or on terms entail-
ing unusually high loan-to-value ratios,
or both. The push to expand home
equity lending offset to some degree the
effect of tighter lending standards and
terms on credit cards and other forms of
consumer credit.

The shift toward home equity loans,
along with a strong housing market, led
to a pickup in mortgage debt growth in
1996 to a rate of 8lA percent, the largest
advance since 1990. Mortgage borrow-
ing for home purchases was restrained
surprisingly little by the increase in
interest rates over the first half of the
year. As noted previously, many borrow-
ers were able to put off, at least for a
time, much of the impact of the increase
in rates by shifting to adjustable-rate
mortgages, the rates on which rose much
less than those on fixed-rate mortgages.

Delinquency Rates on Household Loans
Percent

Household Debt-Service Burden
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Auto loans at finance companies
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service is the sum of required interest and principal
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Although the growth of household
sector debt fell off a bit from the pace of
recent years, it still exceeded that of
disposable income. With loan rates up
on average for mortgages and down only
a little on consumer loans, debt-service
burdens continued to rise, and some
households experienced difficulties ser-
vicing certain kinds of debt. Delin-
quency rates on banks' consumer loans,
particularly credit card loans, posted a
second year of considerable increase,
although they remained below levels in
the early 1990s. At finance companies
that are subsidiaries of automakers, auto
loan delinquency rates rose to very high
levels; but this rise apparently resulted
in large part from a business strategy
to compete in the vehicle market by
easing lending standards. Auto loan
delinquency rates at commercial banks
also rose but remained well within his-
torical ranges. Delinquency rates on
residential mortgages turned up at some
lenders but remained low overall.

Despite the rise in delinquencies
on consumer debt, household balance
sheets appeared healthy overall, as
growth of household assets in 1995 and
1996 more than kept pace with the
growth of debt. Household net worth,
the sum of household financial claims
and tangible assets less liabilities,
rose approximately $5 trillion from
the end of 1994 to the end of 1996,
an amount that is equal to almost a
full year's personal disposable income.
Roughly two-thirds of that gain was
accounted for by the surge in the prices
of corporate shares, which lifted the
value of a wide range of household
investments, not only directly held
stocks but also assets held in other forms
such as pension plans. The ratio of
household net worth to personal dis-
posable income continued to climb in
1996, moving to its highest level in
recent decades.

The Business Sector
The performance of the business sector
in 1996 was marked by continued rapid
growth of fixed investment, a further
increase in profits, and a conspicuous
absence of serious imbalances. In these
circumstances, businesses were able to
obtain credit on exceptionally favorable
terms. They also benefited from the rise
in share values, which lowered the cost
of obtaining finance through the equity
markets.

Investment Expenditures

Business fixed investment recorded a
fifth consecutive year of strong expan-
sion in 1996, moving up about 9Vi per-
cent. As in other recent years, invest-
ment was driven by rising profits,
favorable trends in the cost of capital,
and the ongoing efforts of businesses
to boost efficiency. Although much of
the investment spending was to replace
depreciated equipment, the net addition
to the aggregate capital stock appears to
have been substantial. The rate of rise in
the stock has picked up over the past
two or three years after subpar growth
through the latter half of the 1980s and
first few years of the 1990s; the result-
Change in Real Business Fixed Investment
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ing rise in the level of capital per worker
should enhance labor productivity and
potential output.

Equipment outlays moved up almost
93/4 percent in real terms in 1996. Busi-
ness purchases of office and computing
equipment once again rose much faster
than the outlays for other types of equip-
ment. Computer purchases were pro-
pelled by many of the same forces
that have been at work in other recent
years—most particularly, the expansion
of networks and the availability of new
models of computers embodying sub-
stantially improved computing power
at highly attractive prices. Outlays for
communications equipment also rose
quite rapidly in 1996. Gains for other
types of equipment were generally more
modest.

Investment in nonresidential struc-
tures also rose substantially over the
four quarters of 1996, posting the largest
advance in several years. Business
spending on structures went through an
extended contraction in the latter part
of the 1980s and early 1990s, and until
recently the subsequent recovery has
been relatively slow. That the 1996 gain
in nonresidential investment would be
so large was not evident until late in the
year, when incoming data began to trace
out sizable increases in new construc-

Change in Real Business Inventories
Percent, annual rate
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from the Department of Commerce.

tion for many types of buildings. Invest-
ment in office buildings scored an espe-
cially large gain over the year, amid
widespread reports of firming market
conditions and reduced vacancy rates,
and real outlays for other commercial
structures moved up for a fifth consecu-
tive year. Financing appeared to be in
ample supply for commercial construc-
tion, and according to reports from the
District Reserve Banks, speculative
office building projects—that is, those
without pre-committed tenants—were
becoming more common.

Inventory investment was relatively
subdued in 1996. The stock of nonfarm
business inventories rose only V/i per-
cent over the four quarters of the
year, the smallest increase since 1992.
Businesses had been moving toward a
reduced rate of stockpiling over much of
1995, and the rate of accumulation came
almost to a halt in early 1996, when
stocks of motor vehicles plummeted in
conjunction with a strike at two plants
that manufacture auto parts. Thereafter,
inventory developments were relatively
uneventful. Stocks of vehicles changed
little on net over the final three quarters
of the year, and accumulation of inven-
tories by other nonfarm businesses was
moderate on average. Stocks at year-end
generally appeared to be at comfortable
levels—or perhaps even a little tight—
relative to trends in sales.

Corporate Profits and
Business Finance

Business profits turned in another strong
performance in 1996, building on the
impressive gains of other recent years.
Economic profits earned by foreign sub-
sidiaries of U.S. corporations fluctuated
from quarter to quarter but remained at
high levels, and returns from domestic
operations rose substantially for both
financial and nonfinancial firms. Domes-
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tic profits of nonfinancial corporations,
measured in proportion to the nominal
value of these firms' output, reached the
highest levels of the current expansion.

Although many interest rates rose in
1996, businesses continued to find credit
readily available and at favorable terms.
This accommodation likely resulted in
part from the strong financial condition
of firms, reflected in minimal delin-
quency rates on bank loans to busi-
nesses and very low default rates on
corporate bonds, including those of
low-rated issuers. With securitization of
household debt instruments proceeding
apace and with high levels of capital,
banks appeared to have ample room on
their balance sheets for business loans.
This situation encouraged the develop-
ment of a highly competitive lending
environment in which banks further
eased a variety of credit terms, such as
covenants and markups over base rates.
In capital markets, interest rate spreads
of private debt instruments over Trea-
suries narrowed, particularly in the
case of high-yield bonds. Surveys by
the National Federation of Independent
Business revealed a rising tendency of
small businesses to borrow over 1996,
with credit availability reported to be in

Corporate Profits before Taxes
Percent
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NOTE. Profits of nonfinancial corporations from
domestic operations, with adjustments for inventory valu-
ation and capital consumption, as a percentage of GDP
of nonfinancial corporate sector. Last observation is
1996:Q3.

a range more favorable than at any time
in the current economic expansion.

On a gross basis, a pickup in bond
issuance by nonfinancial firms in
1996 was accounted for mainly by
speculative-grade offerings, likely in
part a reaction to the improved pric-
ing. In the fourth quarter, however,
investment-grade issuance was substan-
tial, responding to the decline in interest
rates that began in late summer. Com-
mercial paper declined in the final
months of the year, primarily because of
paydowns from bond proceeds, but bank
lending to businesses was strong, in
part because of robust merger activity.
Despite a marked increase in gross stock
issuance—with strong gains both for
initial public offerings and for sea-
soned offerings—equity continued to
be retired on net, as merger activity
remained brisk and businesses used
ample cash resources to repurchase their
outstanding shares.

The Government Sector
Real federal expenditures on consump-
tion and gross investment—the part of
federal spending that is included in
GDP—rose about Wi percent, on net,
from the fourth quarter of 1995 to the
fourth quarter of 1996, but the rise was

Change in Real Federal Expenditures on
Consumption and Investment

Percent, Q4 to Q4
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mostly an artifact of late-1995 real pur-
chases having been pushed to especially
low levels by government shutdowns.
The underlying trend of federal con-
sumption and investment expenditures
is probably better represented by the
23/4 percent annual rate of decline from
the fourth quarter of 1994 to the final
quarter of 1996. Reductions were appar-
ent over this period both in real defense
purchases and in real nondefense
purchases.

Federal expenditures in the unified
budget increased about 3 percent in
nominal terms in fiscal 1996 after hav-
ing increased 33A percent in fiscal 1995.
Slower growth was recorded across
many budgetary categories in fiscal
1996, and outright declines were re-
ported in some. Combined expenditures
on health, social insurance, and income
security—items that account for more
than half of all federal outlays—moved
up 4Vi percent, the smallest increase this
decade. Defense spending was down
about 2]A percent in nominal terms, and
net interest outlays rose much less rap-
idly than in fiscal 1995. Measured rela-
tive to the size of nominal GDP, total
outlays in fiscal 1996 were the smallest
since 1979. Legislative restraint has
led to cuts in a number of discretion-
ary programs in recent years, and the

Change in Real State and Local
Expenditures on
Consumption and Investment

Percent, Q4 to Q4
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expanding economy has relieved pres-
sure on those outlays that tend to vary
inversely with the strength of activity.

Federal receipts increased about
IV2 percent in fiscal 1996, the third year
in which growth of receipts outpaced
growth of nominal GDP by a signifi-
cant margin. Receipts from individual
income taxes climbed more than 11 per-
cent in the most recent fiscal year, in
conjunction with healthy increases in
households' taxable earnings from capi-
tal and labor. Taxes on corporate profits
also continued to rise rapidly, more or
less in step with the growth of business
earnings. The rapid growth of receipts,
coupled with the restrained growth of
expenditures, brought the unified budget
deficit down to $107 billion in fiscal
1996 from almost $165 billion in fiscal
1995. The deficit as a share of nominal
GDP was 1.4 percent, the smallest in
more than twenty years.

Federal government debt grew
33/4 percent, the lowest rate in more than
two decades. The growth of federal debt
was held down in 1996 by legislative
constraints on spending and by the boost
to tax receipts from both the stronger
economy and a booming stock market.

The aggregate consumption and
investment expenditures of state and
local governments rose slightly more
than 2 percent in real terms over 1996.
This gain was about the same as those of
the two previous years. Outlays for ser-
vices, which consist mainly of employee
compensation and account for more than
two-thirds of all state and local pur-
chases, rose roughly 1 Vi percent in real
terms. Investment expenditures, which
make up the next biggest portion of state
and local purchases, rose about AVi per-
cent, according to preliminary data. In
the aggregate, the budget picture for
state and local governments was rela-
tively stable in 1996, as the surplus of
nominal receipts over nominal current
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expenditures changed little from the
positive readings of other recent years.

Two years of contraction of state and
local government debt ended in 1996.
The declines had occurred as issues that
were pre-refunded earlier in the dec-
ade, when interest rates were unusually
favorable, matured or became eligible to
be called. Pre-refunded debt continued
to be called in 1996, albeit at a reduced
pace, but this decline was just offset by
gross issuance, which picked up. •
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