
In Brief
Economic Capsules

Currency Diversification 
and LDC Debt

Between 1979 and 1982, the nonoil developing coun
tries (LDCs) borrowed about $137 billion from com 
mercial banks worldwide, virtually all in terms of dollars. 
Had these countries diversified the currency composition 
of the ir borrow ings to correspond broadly w ith the cu r
rency co m p o s itio n  o f th e ir  trade , they w ou ld  have 
incurred substantial savings in interest payments as well 
as in the conversion value of the ir p rinc ipa l.1

To estim ate these savings, w eights were assigned to 
various m ajor currencies. The weights were based on 
the com position of nonoil LDC trade in 1980.2

The re lative cost of borrow ing was determ ined by 
comparing three-month average Eurodollar interest rates 
from 1979 to 1982 w ith three-m onth average Euro-rates

1To the extent that borrowing and rolled-over maturing debt took 
place in currencies other than dollars, our estimates may overstate 
the benefits. Nevertheless, data for five major nonoil LDC borrowers 
indicate that only 1.4 percent of syndicated loans to these countries 
in 1980 took place in currencies other than dollars. A lthough this 
percentage has tended to increase in recent years, totaling 11.9 in
1982, it still lags well behind the world average. For example, the 
percentage of all syndicated loans in nondollar currencies was 10.6 
in 1980 and 20.8 in 1982. Excluding the five major nonoil LDC 
borrowers, these percentages were 12.8 in 1980 and 30.1 in 1982. 
The five nonoil borrowers include Mexico, Brazil, Argentina, Korea, 
and the Philippines.

2Weights were based on aggregate nonoil LDC imports. Weights 
based on aggregate exports in the same year would have been 
almost identical. Over the past five years, the trade patterns have 
been reasonably stable. In our calculations, imports from Belgium 
and Denmark were attributed to the German mark. Imports from 
OPEC countries, from each other, and from those countries not 
accounted for in the currencies specified below were attributed to 
the dollar. The trade weights in percentage terms were: U.S. dollar 
67.0, Japanese yen 10.5, German mark 8.5, French franc 4.8, 
pound sterling 4.6, Italian lira 3.0, Dutch guilder 1.6.

fo r the trade-w eighted mix of currencies. The in terest 
rate for the mix of currencies was lower in each year 
(Table 1).

R e la tive  exchange  ra te  changes are re fle c te d  in 
changes in the level of the trade-w eighted index of the

Tabte 1

Average Annual Rates of Interest
In percent

Year

Three-month 
Euro-rates 

Three-month for a trade- 
Eurodollar weighted 

interest mix of 
rates currencies

1979 ....... .......... 11.93 11.03
1980 .........  13 96 13 36
1981 ....... .......... 16.80 15.32
1982 13.10 12.45

Table 2

Effect on Principal of Borrowing in a
Trade-Weighted Mix of Currencies

Conversion
Trade- Net value of

weighted borrowings Cumulative cumulative
index from banks borrowings borrowings

Year (1978= 100) ($ billion) ($ billion) ($ billion)

1979 . . . . 101.2 35 35 35.4
1980 . . . . 101.3 38 73 73 9
1981 , . 96.0 41 114 109.4
1982 91.6 23 137 125.5

FRBNY Q uarterly Review /Autum n 1983 19
Digitized for FRASER 
http://fraser.stlouisfed.org/ 
Federal Reserve Bank of St. Louis

Autumn 1983



mix of currencies vis-a-vis  the U.S. do llar (1978 = 100). 
W ith do llar deprecia tion during 1979 and 1980, the 
index rose slightly, i.e. appreciated, against the dollar 
in these two years. By contrast, the strengthening of the 
do llar during 1981 and 1982 caused the index to fall, 
i.e. depreciate, by roughly 51A? percent and 4 1/2 percent, 
respectively, in each of these years.

Between 1979 and 1982, nonoil LDC cum ulative net 
borrow ings from banks am ounted to $137 billion. Had 
this borrowing been denominated in the trade-weighted 
mix of currencies, its conversion value at end-1982 
would have been about $125.5 billion (Table 2). This 
would have represented a savings of about $11.5 billion 
or 8 V2 percent over borrow ing sole ly in U.S. dollars.

The in terest rate on the trade-w eighted mix of cur
rencies was 1.48 pe rcen tage  poin ts low er than the 
com parable do lla r rate in 1981 and 0.65 percentage 
points lower than that in 1982. Exchange rate changes 
reduced the value of the trade-w eighted index against 
the U.S. do llar by 4 percent between 1978 and 1981 
and by 8.4 percent between 1978 and 1982. As a result, 
interest payments on cumulative bank borrowings by the 
nonoil LDCs would have been lower by about $2 billion 
in 1981 and in 1982 (Table 3).

If m aturing debt had also been rolled over into the 
trade-w eighted mix of currencies, the savings effects 
would have been even greater. Additional savings would 
have am ounted to $13 billion on the principal at end- 
1982 and roughly $2 billion on the interest payments in 
1981 and in 1982.

Table 3

Effects on Interest Payments of Borrowing in 
a Trade-Weighted Mix of Currencies
In billions of dollars

Exchange
Average Pure rate

cumulative interest savings Total
Year borrow ings savings (loss) savings*

1979   17.5 0.16 (0.02) 0.13
1980   54.0 0.33 (0.09) 0.23
1981   93.5 1.39 0.58 1.96
1982   125.5 0.82 1.31 2.13

Average cumulative borrow ings were calculated on the 
assumption that the borrow ings were distributed evenly 
through the year. Pure interest savings measures the gain 
from borrowing at a lower interest rate using the trade- 
weighted mix of currencies. Exchange rate savings (loss) 
adjusts the interest payments for movements in the trade- 
weighted index against the U.S. dollar since 1978.

*Because of rounding, figures may not add to totals.

In total, these estim ates suggest that the com bined 
savings to the nonoil LDCs in term s of lower in terest 
costs and exchange rate gains of diversifying their new 
and m aturing bank debt between 1979 and 1982 could 
have amounted to over $30 billion.

Andrew Mohl and D orothy Sobol

Bank Size and U.S. Bank 
Lending to Latin America
The reluctance of some regional banks to join in recent 
reschedulings has focused attention on bank size as a 
determinant in bank lending behavior. The results of our 
current research indicate that different size banks have 
behaved differently during the recent period of payments 
d ifficu lties and that d iffe ren tia l behavior during 1982 
reflects fundamental differences in the patterns of bank 
lending to Latin A m erica tha t deve loped during  the 
period of 1977-81.1

Patterns of bank lending from 1978-81
An analysis of reported U.S. bank claims on non-OPEC 
Latin America from end-1977 through end-1981 reveals 
that the sm allest banks reporting in the C ountry Expo
sure Lending Survey  have developed patterns of bank 
lending d istinct from those of the larger banks. The 
growth rates for the various size banks shown on the 
table indicate that small bank claims have grown faster 
on average throughout this period. Both the large money 
center banks and the m edium -sized banks a lready had 
relatively large exposures in Latin America in 1977. The 
smallest banks in the survey thus expanded their claims 
at a faster rate to take advantage of new ly developing 
profitable markets.

Claims held by small banks have been relatively more 
concentrated in shorter m aturities. From 1977 to the 
present, the sm allest banks in the survey have held a 
higher proportion of claims maturing in one year or less. 
The variation in the m aturity structure of cla im s may 
reflect small bank preference fo r involvem ent in trade

1The primary data source for the analysis is the U.S. Federal 
Financial Institutions Examinations Council, Country Exposure 
Lending Survey. This semiannual series dates from end-1977 and 
provides information supplied by all U.S. commercial banks with 
more than $20 million in claims on residents of foreign countries.
The banks are grouped according to the size of their total assets— 
the nine largest, the next fifteen, and all other. These groups are 
referred to here as large, medium, and smaller.
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U.S. Bank Claims on Non-OPEC 
Latin America and Caribbean

'Bank size
Total

claims

Claims 
maturing 
in 1 year 

or less

Claims Claims on Claims on 
on public private 

banks borrowers nonbanks

Large 15.1

Average annual growth rates, 1978-81
In percent

20.0 22.9 17.8 9.2
Medium . 15.8 20.3 18.4 5.1 23.0
Smaller .. . 21.9 25.4 28.5 5,7 30.2

Large 58.6

Shares outstanding at end-1981
In percent of totals for each type of claim 

57,0 45.9 70.0 59.5
Medium .. 18.9 18.7 23.0 14.4 19.5
Smaller .. 22.5 24.3 31.1 15.6 21.0

Large 12.8 7.1

Growth rate for 1982
In percent 

11.4 33.3 -6 .6
Medium . 19.0 21.8 27.9 23.6 7.4
Smaller .. 2.8 -0 .3 - 1 .2  23.3 -5 .1

Reporting banks are d iv ided into three groups ranked by size 
of total assets (the nine largest, the next fifteen, and all other 
reporting banks); banks in each group are referred to as large 
medium, and smaller, respectively.
Source: U.S. Federal Financial Institutions Examinations 
Council, Country Exposure Lending Survey.

financing and in terbank p lacem ents in Latin America.
Small bank preference for lending to the private sector 

becam e even m ore p ronounced  betw een 1977 and
1981, when small bank claim s on both bank and non
bank private borrowers increased at an average annual 
ra te  of abou t 30 p e rcen t w h ile  the ave rage  annual 
increase in the ir cla im s on the public sector was less 
than 6 percent. By the end of 1981, 41 percent of 
cla im s on non-OPEC Latin Am erica held by the small 
banks were cla im s on banks and only 23 percent of 
the ir cla im s were on the public sector. For the largest 
nine banks, only 23 percent of non-OPEC Latin Am er
ican claim s were held on banks while 39 percent were 
on public borrowers.

Payments problems during 19822
In 1982 severe financia l stra ins brought a halt to the 
ra p id  e x p a n s io n  o f c la im s  on La tin  A m e rica . The 
changes in U.S. bank cla im s on Argentina and Mexico

2William J. Gasser and David L. Roberts, "Bank Lending to 
Developing Countries: Problems and Prospects”, this Quarterly 
Review  (Autumn 1982), pages 18-29, for earlier payments problems.

during 1982 indicate a w ithdrawal from lending by the 
smaller banks similar to that observed in earlier periods 
of payments problems for other countries. In Mexico and 
Argentina, banks of all sizes slowed their lending to the 
private sectors. But, unlike the larger banks, small banks 
did not offset this decrease in cla im s on the private 
sector with a com parable increase in the ir cla im s on 
pub lic  bo rrow ers . T h is  p a tte rn  was e sp e c ia lly  p ro 
nounced in Argentina and Mexico, but bank lending to 
the private sector was also slowing in other parts of the 
hemisphere.

Much of the decline in cla im s on the private sector 
can be attributed to a fall in the demand for trade 
credits and working capital as economies throughout the 
hem isphere experienced a deep recession. Thus, the 
demand for im ports of both production inputs and con
sum er goods fe ll.  P u b lic -s e c to r b o rro w e rs  began 
abso rb ing  c re d its  tha t fo rm e rly  w en t to the  p riva te  
sector. In add ition , there w ere d ifficu ltie s  in find ing  
financing for imports. These difficulties may remain with 
us in the near future as banks remain re luctant to 
increase their claims on the private sector. Some of this 
reluctance is due to the fear that private firm s are no 
longer good credit risks and that even firms that remain 
solvent w ill have reduced access to fore ign exchange 
during times of scarcity. Sm aller banks have not only 
w ithd raw n  from  p riv a te -s e c to r lend ing  but are a lso 
hesitant to jo in  in new loans to the public sector. This 
reluctance accords with the previously revealed p re f
erence behavior of these sm aller banks who have not 
typically been attracted to the lower spreads and longer 
m aturities of public-sector loans.

W illene A. Johnson

Why Consumption Surged 
in the First Half of 1983
The strength of the econom y over the firs t half of this 
year surprised many forecasters who earlier had pre
dicted a below-average recovery in econom ic activity. 
Most of the econom y’s advance reflected a burst of 
consum er spending, much of which occurred in the 
second quarter, when the personal saving rate declined 
from  5.4 pe rcen t to 4 pe rcen t. B etw een the  fou rth  
quarter of 1982 and the second quarter of 1983, real 
consum er expenditures rose $31 billion, more than two 
th irds of the increase in GNP. This surge in spending
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Composition of the Consumer Spending 
Surge in the First Half of 1983
S easonally ad justed changes 

B illions  o f 1972 do llars

spending exclud ing veh ic le s
m otor and parts 

veh ic les  
and pa rts

S ource: National Income and P roduct A ccoun ts .

by households was fa irly  w idespread among nondura
bles, services, and motor vehicles (chart). What caused 
households to go on a spending spree? Was it fo re 
seeable before the recovery got under way?

Part of the spending surge may have reflected un
intended purchases, e.g., expenditures on heating fuel 
because of the unusually cold weather in April and May. 
However, we estim ate that alm ost half of the pickup in 
consum er spending can be attributed to three devel
opments perhaps not easily foreseen or evaluated at the 
start of the recovery. These developm ents were the 
steep rise in the stock m arket into 1983, the decline in 
oil prices, and the extent to which autom obile m anu
facturers provided incentive financing.

The s to c k  m a rke t c lim bed  m ore than 50 pe rcen t 
between m id-1982 and m id-1983, the largest advance 
in the value of stocks in the postwar period (Table 1). 
In p a rtic u la r, o ve r the  se co n d  six m on ths  of th is  
recovery, stocks surged by more than in any other co r
responding period since the 1950s. In do llar terms, the 
value of stocks expanded by about $600 billion between 
m id-1982 and m id-1983, a gain of about $270 billion in 
1972 dollars.

How much did consum er spending rise as a result of 
this increase in the net worth of households? Econo
mists have long been of the view that changes in wealth

affect consum er spending (in addition to the prim ary 
influence of changes in income) and, based on historical 
re la tionsh ips, have m ade estim ates of such e ffec ts . 
A cco rd ing  to the Federal R ese rve -M IT -P enn  (FM P) 
econom etric model, consum ption of nondurable goods 
and services can be expected to clim b over the course 
of two years by about 4 percent of a susta ined gain in 
stocks, w ith most of the increase occurring in the first 
tw elve m onths. In add ition , purchases of consum er 
durables should expand by about 0.4 percent of the 
gain. These estimates, applied to the 1982-83 advance 
in s to cks , in d ic a te  an in c re a se  in rea l co n su m e r 
spending over the first half of 1983 of $6.2 b illion, or
20 percent of the observed surge in consumption (Table 2). 
A lm ost half of this impact on consum er spending can 
be a ttribu ted  to the continued streng th  of the stock 
market during the firs t two quarters of th is year.

Spot oil p rices  fe ll about $3 a barrel, or 10 percent, 
between the fourth  qua rte r of 1982 and the second 
quarter of 1983. The decline in oil prices was passed 
along to consumers quickly. For instance, excluding the 
five cent increase in Federal excise tax on gasoline that 
went into effect in April 1983, gasoline prices in the 
April-to-June period stood 6.3 percent below the ir level 
in the fourth quarter of last year. This drop in prices 
essentia lly  reflected a com plete passing through of the 
lower oil prices, as the cost of oil represents about three 
fifths of the price of a gallon of gasoline. W ith house
holds d irectly consum ing about 2 billion barre ls of oil a 
year, the cut in price was equ ivalent to an income gain 
in current dollars of $6 b illion, or about $3 b illion in 
constant dollars. Assuming that about 90 percent of this 
incom e gain was spent, the o il-p r ice  dec line  would 
account for about $2.7 billion in additional purchases 
over the firs t half of the year, 9 percent of the total 
advance of consum er spending.

Automobile manufacturers in the first half of this year 
b ro adened  th e ir  in c e n t iv e - f in a n c in g  p ro g ra m s  to  
encompass almost all their domestic automobile models 
and lig h t trucks . Th is de ve lop m e n t re su lte d  in an 
average loan rate of 12 percent between January and 
June, compared with 14.4 percent in the fourth quarter 
of 1982. This lower in terest rate raised car sales pri
marily for two reasons. First, by reducing the effective 
price of a car or light truck by about 4 percent, the lower 
rate increased the number of cars desired by house
ho lds. S econd, as the  low er ra te  m igh t have been 
viewed as temporary, the program s may have encour
aged consumers to push ahead their purchases of a car. 
As a result, using the FMP model, we estimate that the 
lower in terest rates led to an increase in real expend i
tures on cars of about $2.5 billion over the firs t half of 
this year. W ith this figure as a benchm ark, we estim ate 
that the incentive programs bolstered the sales of light

22 FRBNY Q uarterly Review /Autum n 1983 IN BRIEF— ECONOMIC CAPSULES
Digitized for FRASER 
http://fraser.stlouisfed.org/ 
Federal Reserve Bank of St. Louis

Autumn 1983



Table 1

Rise in the Stock Market
In percentage change

Trough of 
market

First 
six months 

of market 
recovery

Second 
six months 

of market 
recovery

First 
twelve 

months 
of market 
recovery

June 1949 ................ 9.4 25.0 36.8
September 1953 . . . 13.7 23.5 40.4
December 1957 . . . 15.8 19.3 38.1
October 1960 ......... 21.1 6.8 29.4
July 1970 ................... 31.1 4.7 37.2
December 1974 .. 38.4 -2 .2 35.3
March 1978 ........... 25.2 -1 .4 23.5
April 1980 ............... 27.8 5.3 34.6
June 1982 ............... 32.8 17.8 56 4

Sources: Estimated by authors using Standard and Poor's 
D ividend Price Ratio, and National Income and Product 
Accounts.

Table 2

Some Determinants of Consumer Spending: 
Estimated Impacts in the First Half of 1983
In percent

Impact on
Change from consumer spending 
recent trough as a share of total 

or peak of rise in consumer
Determinant determ inant spending

Rise in stock market . 56 20
Decline in oil p rice . . . . - 1 0 9
Decline in automobile
loan rates ..................... - 1 7 13

Sources: Estimated by authors using Standard and Poor's 
Dividend Price Ratio, National Income and Product Accounts, 
Ward's Automotive Reports, Federal Reserve Bulletin, U.S. 
Department of Energy, and Platt's Oilgram Price Report.

trucks by $1.5 billion. Thus, the incentive programs may 
have accounted fo r about 13 percent of the rise in 
consum er spending over the firs t half of the year.

To sum m arize our analysis, we estim ate that three 
developm ents— the steep rise in the stock market, the 
drop in oil prices, and the autom obile incentive pro
grams— can explain more than 40 percent of the rise in 
consum er spend ing  over the firs t half of 1983. This 
conclusion, of course, leaves room for other factors to 
have played a role. For exam ple, households may have

increased their spending partly in anticipation of the July 
tax cut. A reliable estim ate of the extent to which this 
was so is, how ever, d iff ic u lt to  ob ta in . F ina lly , the 
question remains why the surge in consum er expendi
tures was concentrated in April and May. W hile it is 
probably im possible to answer this question sa tis fac
torily, we conjecture that people’s views of the economy 
improved significantly in April, when employment began 
to rise sharply after being almost flat over the first three 
months of the year. W ith th is change in the ir outlook, 
households may have at last responded to the three 
developm ents that had already im proved the ir ab ility  to 
purchase goods and services. In any case, since the 
spring the advance of the stock market has slowed, oil 
prices have stabilized, and autom obile incentive pro
grams have been scaled back considerably. These c ir
cum stances most like ly help explain the s lower growth 
of consum er spending in the third quarter.

Susan K. Fancher, Carl J. Palash, and 
Robert B. Stoddard

The Cost of Capital: 
An Update
Nom inal in te rest rates re flec t both financ ia l m arket 
pressures and in fla tionary expectations. Yet what m at
ters for household and business investm ent decisions 
are real rates, i.e., rates that somehow net out expected 
inflation. In a previous article,1 an attempt was made to 
measure such a real rate of interest— the cost of capital.

In a rough sense, the cost of ca p ita l (ch a rt) is a 
w eighted average of the d iv idend-p rice  ra tio  and an 
inflation-adjusted bond rate. The bottom line shows the 
previous pattern of the cost of capita l around business 
cycle troughs. In the past, the cost of capita l peaked 
two quarters prior to the trough quarter and fe ll the re 
a fte r— fo r a cu m u la tive  de c lin e  of abou t 125 basis 
points. Most of the decline was achieved by the second 
quarter past the trough.

In the most recent U.S. experience, two things are 
noteworthy about the behavior of the cost of capital. 
First, the overall level is considerab ly higher than the 
h istorical average. The peak level shown in the chart 
corresponding to the firs t quarter of 1982 was 9.6 per
cent. This com pares with a h istorica l average peak of

’ See "The Cost of Capital: How High Is It?", this Quarterly Review 
(Summer 1982), pages 23-31
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Cost of Capital around Cyclical Troughs
Percent

Quarters before trough Quarters after trough

*
Trough is 1982-IV.

^  Preliminary estimate.

^P ostw ar recoveries, 1949 and 1980 excluded.

S ources: Estimated by the author, using U.S. Department 
of Commerce National Income and Product Accounts; 
Flow of Funds Accounts.

about 63/4 percent. Second, the reduction of the cost of 
capita l from its peak level has been quite a bit larger 
than the average historical pattern. The estimate for the 
th ird quarter 1983 (shown as the third quarter past the 
trough) is about 240 basis points below the pre-trough 
peak, alm ost double the previous decline around the 
typical business cycle trough.

W hy has the cost of capita l fa llen so much farther 
than in past cycles? A com plete explanation is beyond 
the scope of this note. The main reason lies in the stock 
m arket ra lly of the past year which has served to bring 
equity financing costs down sharply. The drop in the 
d iv idend-price  ratio “ exp la ins”  about 220 basis points 
of the drop in the cost of capita l from the peak in the 
firs t quarte r of 1982.2

As of the second quarter of 1982, the relative im por
tance of equity financing in the cost-o f-cap ita l measure

2By comparison, the decline in the inflation-adjusted bond rate 
com ponent contributes about 75 basis points to the decline. Taken 
together, the reductions of the debt and equity financing 
com ponents of the cost of capital overexplain the drop in the 
measure itself. The stock market rally has raised the relative weight 
received by equity financing costs. Since the equity costs exceed 
debt-financing costs, the effect is to raise the measured cost of 
capital.

was at its highest point in more than ten years. This 
point is underscored by the heavy volume of new equity 
financings in 1983, amounting to $39 billion thus far this 
year. W ith equity financing so im portant, it can be very 
misleading to look at nominal or inflation-adjusted bond 
rates alone as a m easure of the cost of capita l.

Patrick J. Corcoran

Will Wage Givebacks Be 
Reversed?
Over the past year and a half a lm ost 50 percent of 
workers in major collective bargaining settlements have 
agreed to wage freezes or reductions. Indeed, these 
concessions may have lowered the average union wage 
settlem ent both in 1982 and in the firs t half of 1983 by 
m ore than 2 pe rcen tage  po in ts  (tab le , top  pane l). 
H owever, d esp ite  the  con tinued  w eakness in w age 
growth recently, some analysts have voiced concern that 
these earlie r g ivebacks w ill be reversed as labor m ar
kets tighten, spiking wage settlem ents sharp ly upward. 
The recent Chrysler settlement, for example, is expected 
to raise wages more than 25 percent in jus t over two 
years. If such reversals became common, they could set 
the pattern for a resurgence of wage infla tion.

The wage freezes and concessions of the past year 
and a half, however, may have a more durable effect 
on wage growth than many analysts expect, for several 
reasons. First, despite the recovery, g ivebacks have 
proceeded at a faster pace in 1983 than in 1982, with 
more than half of 1983 settlem ents thus far conta in ing 
w age freezes  or red u c tio n s  (tab le , bo ttom  pane l). 
Overall, wage settlem ents have continued to slow  in 
1983, even among w orkers rece iv ing  pay increases 
(table, top panel).

A lso , it is no t the  case  th a t the  w o rk e rs  m ake 
concessions for one year but obtain large increases in 
the second or third year of the ir contracts. In the vast 
majority of 1982 and 1983 contracts with givebacks, the 
concessions persist over the life of the contracts (table, 
bottom panel). W hile some of these contracts can be 
reopened after a certain date, they are relatively few in 
num ber and generally specify pro fits or sales targets 
which must be met before any reopening. Moreover, in 
seve ra l cases  the  reopen ing  op tion  is a va ila b le  to 
m anagem ent which may require fu rther concessions. 
Thus, the only like ly wage gains in these contracts are
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from cost-o f-liv ing  adjustm ents (COLAs). But, even the 
C O LA s have  been  w e a ke ne d  in m any ca se s . For 
example, some settlem ents now put a cap on COLA 
payments, w hile others have dropped COLAs entirely.

The other m ajor reason to expect the recent give- 
backs to persist relates to long-term structural changes 
in several m ajor industries. These structura l changes 
may continue to exert downward pressure on wages 
even during the expansion. For example, deregulation 
of the a irline and trucking industries allows new, often 
nonunionized entrants to com pete with the established 
firm s. Many of the newer carriers benefit from both 
lower wages and relaxed work rules. These cost ad
vantages put competitive pressure on the older firms in 
the industry to exact wage concessions. The recent 
trucking industry proposals and the highly visible airline 
concessions reflect th is com petition.

For o th e r in d u s trie s , inc reased  co m p e titio n  also 
appears to be a major source of downward pressure on 
wages. Part of that comes from abroad, reflecting the 
do lla r’s strength among other factors, but the com pe
tition arises from domestic sources as well. For instance, 
technological competition from a few, highly mechanized 
m eat-packing firm s exerts downward pressure on the 
w age s tru c tu re  in firm s  w h ich  use m ore tra d it io n a l 
methods. Within such industries the need for wage and 
other concessions may remain fo r some time.

In sum, many of the concessions negotiated by labor 
and m anagem ent in the past year and a half probably 
have not been tem porary responses to purely cyclical 
factors. Instead, the concessions in these industries

Characteristics of Major Collective 
Bargaining Settlements
In percent

Provisions 1982
First half 

of 1983

Average wage change over
life of contract:

Workers with increases ..................... ........ 5.8 5.2
All workers ............................................ ........ 3.6 2.7
Difference due to givebacks ........... 2.2 2,5

Percentage of workers with
freezes or reductions:

First-year contract ............................... 45 54
Life of contract .................................... 36 44

Source: Bureau of Labor Statistics (BLS) contribution of give- 
backs calculated by the Federal Reserve Bank of New York 
from BLS data.

appear to stem from longer term structura l deve lop
ments which were exacerbated by the recession. Thus, 
the g ivebacks  p robab ly  w ill ho ld and may even be 
extended in some cases.

A. Steven Englander and Marie Chandoha

Reactions to Discount 
Rate Cuts
How do interest rates on short-term  instrum ents such 
as T reasu ry  b ills  re a c t w hen the  d is c o u n t ra te  is 
changed? The experience in 1982, when seven different 
50 basis point cuts in the discount rate occurred, throws 
some light on th is question.

According to the sim plest theory, bill rates should 
change by the am ount of a d isco u n t ra te  cu t less 
whatever reduction of the bill rate had already occurred 
in anticipation of the cut. The chart com pares m ove
ments in three-m onth Treasury bill rates after each of 
these cuts w ith a measure of how much change had 
been incorporated in the bill rates beforehand. The 
lower of the two diagonal lines predicts where actual 
observations should lie when a 50 basis point d iscount 
rate cut occurs, assum ing that the sim ple theory holds. 
For example, if an antic ipated 50 basis point cut had 
been reflected in the bill rate ahead of time, the lower 
line predicts that, subsequent to an actual 50 basis point 
cut, bill rates should stay unchanged. If antic ipation of 
a 100 basis point cut "had been in itia lly  built into bill 
rates, then the lower line indicates that bill rates sub
sequently should rise 50 basis points following an actual 
cut of only 50 basis points.

But the simple theory is too sim ple, as the chart 
shows. All seven of the observations corresponding to 
actual discount rate cuts in 1982 lie below the lower line 
instead of c lustering around it. One way this could 
happen would be if the Federal Reserve tended to 
increase reserve availability whenever it cut the discount 
rate. Such increased availability then would be reflected 
in less borrowing from the Federal Reserve to meet 
reserve requirem ents. But, in fact, such borrowing was 
already very low prior to each of these cuts and did not 
system atica lly drop much afterward.

Apparently what did happen, particu larly during mid-
1982, was that market partic ipants suspected a dow n
ward trend  in the d iscount rate was under way (as 
turned out to be true). In such a s ituation, bill rates
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Market Reactions to Discount Rate 
Changes*
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S ubsequent m arket reaction (in basis p o in ts )^

*  Sloping lines show the market reaction predicted by the 
simple expectations hypothesis. The upper line 
corresponds to the hypothesis when no discount rate 
change actually occurs, and the lower line corresponds 
to the hypothesis for a 50 basis point cut.

^ Average spread, in statement week prior to discount rate 
change, between the discount rate and the three-month 
Treasury bill rate (on a 365-day simple interest basis).
For no discount rate change observations, current week 
spread is used.

^Change in average three-month Treasury bill rate between 
statement week prior to discount rate change and 
statement week following the week of the discount rate 
change. For no discount rate change observations, 
change between current week and two weeks later is used

in itia lly  could fa ll quite a bit, in antic ipation of several 
d iscount rate cuts. But, given the in itia l uncertainty 
about these expected cuts, when each cut occurred 
rates fell still further as events appeared to confirm the 
m arket’s orig ina l susp ic ions. This shows up as obser
vations lying in the lower left-hand quadrant of the 
chart— episodes when bill rates were in itia lly  low in 
antic ipation of actual cuts, yet subsequently fell even 
further. One exception was the July 19, 1982 cut, which 
apparently was not w ide ly foreseen by the market. But 
the subsequent fall in the bill rate was much larger than 
the d iscount rate cut itse lf, as further cuts began to be 
antic ipated. A nother exception was the August 26 cut. 
During the week before th is cut, bill rates averaged

more than 250 basis points below the discount rate, an 
unusually large negative spread. Then, after the cut, bill 
rates rose nearly 100 basis points but th is was still 
consistent w ith expectations of more cuts to come.

The two cuts lying c losest to the lower line (and thus 
conform ing best to the sim ple theory) were those in 
November and Decem ber 1982. The m arket apparently 
had guessed that these cuts were in store and, when 
the cuts did come, bill rates moved relatively little. Why 
would the simple theory work at that time but not earlier 
in the year? The best explanation seems to be that 
during the summer and early fall the recession was still 
well under way, and thus a s izable downward trend in 
in terest rates seemed likely to m arket partic ipants. By 
late 1982, however, the chances of an economic upturn 
were starting to look better, and any cut in the discount 
rate seemed increasingly like ly to be the last for the 
time being. Indeed, fo llow ing the Decem ber 14 cut, 
yields on long-term government securities actually rose 
a bit.

Reinforcing this view was the behavior of bill rates in 
the period immediately following, early in 1983. For such 
periods when the discount rate remains unchanged, the 
sim ple theory predicts that, if antic ipated cuts do not 
m a te ria lize , any in it ia l d rop  in b ill ra tes  w ou ld  be 
reversed. The upper line in the chart should apply to 
such episodes since it predicts that any an tic ipatory 
decline in bill rates w ill be exactly matched by a sub
sequent rate increase. In fact, the observations plotted 
for ten weeks in early 1983 do indeed lie near the upper 
line, in accordance with the s im ple theory. As was true 
during periods of actual cuts in 1982, adjustm ent bor
row ings from the Federal Reserve rem ained low during 
these ten weeks. W hile d iscount rate cuts may have 
been anticipated on several occasions in early 1983, the 
market quickly gave up such hopes when the cuts did 
not materialize immediately. Again, this is consistent with 
the improving econom ic data em erging at that time, 
which indicated that the fundam ental forces behind the 
earlier series of rate declines had receded.

Paul Bennett

MMDA Rates and Flows
In recen t m onths, ra tes on m oney m arke t d e p o s it 
accounts (MMDAs) have continued to decline relative to 
rates offered on com peting assets and, as a result, 
MMDA growth has leveled off. Initially, rates on MMDAs
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averaged more than 2 percentage points h igher than 
ra tes on a lte rn a tiv e  asse ts  such as m oney m arke t 
mutual fund shares and small time deposits (e.g., three- 
and six-m onth m oney m arket certifica tes). The d iffe r
ence in rates declined steadily between January 1983 
and A ugust 1983. S ince  then , the  ave rage  ra te  on 
MMDAs has been below the average rate on money 
funds (chart).

As MMDA rates have come more in line with rates on 
other assets, deposit flow s into MMDAs have d im in
ished, and in several recent weeks there have been net 
outflows. At the same time, deposits at money funds 
have leveled off a fter having fa llen by about $50 billion 
in the first half of 1983. Also, investors on balance have 
stopped shifting funds from small time deposit accounts 
to MMDAs. Small tim e deposits at com m ercial banks 
and th r if t  in s titu tio n s  fe ll by ove r $135 b illio n  from  
Decem ber 1982 through June 1983, but in the third 
quarter these accounts increased by about $35 billion. 
As MMDA inflows have dropped off, banks and thrift 
institu tions also have issued more large certifica tes of 
deposit as an a lte rna tive  source of funds. C ertificates 
of deposit outstanding rose $14 billion from July through 
September, a fter they had fa llen by $30 b illion in the 
firs t six months of the year.

W hile MMDAs and money funds are s im ilar in term s 
of liqu id ity and transactions costs, MMDAs carry FDIC 
insurance. Consequently, in theory, investors should be 
w illing to accept a som ewhat lower rate on them than 
on money funds. However, the flows of funds during the 
last few months suggest that banks and thrift institutions 
were able to a ttract “ new m oney”  (from outside the 
banking system ) to MMDA accounts only by paying a 
premium over the return from m oney funds and other 
com peting assets. Unless depository institu tions are 
again willing to pay a significant premium, net flows into 
the MMDAs from other accounts should remain com 
parative ly modest from now on. Moreover, the in tro 
duction of unregulated small certifica tes of deposit on 
O ctobe r 1 may cause  sh ifts  from  MM DAs to these  
instrum ents, if the rates offered are su ffic ien tly  above 
MMDA rates to com pensate fo r the reduced liqu id ity of 
the 32-day m inimum maturity.

Robin C. D eM agistris and Howard Esaki

New York City’s Low 
Labor Force Participation
In 1982, New York C ity ’s unem ploym ent rate of 9.6 
percent was sligh tly  below the national average. This 
has been seen as a dram atic im provem ent over 1976, 
when the city ’s rate was substantially higher, and greatly 
exceeded the national rate. But ce lebration of an eco
nomic “ tu rnaround”  for the city must be tem pered by 
the fact that other m easures of labor m arket conditions 
te ll a very d ifferent story. For example, New York C ity ’s 
employment ratio remains well below that of the rest of 
the country and showed a smaller improvement than the 
unem ploym ent ra te .1

The two sta tistics te ll d ifferent stories because New 
York City has an unusually low labor force partic ipation  
rate. In fact, New York C ity ’s rate is lower than those 
in forty-nine states (all but West Virginia) and in all thirty 
m etropolitan areas for which the Bureau of Labor S ta
tistics (BLS) publishes data.

New York City’s labor force participation rate may not 
be all that unusual for a large city, however. Of the ten

1The employment ratio is defined as the percentage of the civilian 
noninstitutional population over 16 years of age with jobs; the labor 
force participation rate is the percentage of the civilian 
noninstitutional population over 16 years of age either working or 
looking for work.
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other cities for which the BLS provided labor force data, 
half had rates within 2 percentage points of New York’s 
(chart).2

From a quick glance at the chart, it may appear that 
low partic ipation rates are a general characte ris tic  of 
large northern cities. But the story is more complicated. 
Chicago, M ilwaukee, and W ashington, D.C. have sub
stantia lly  h igher partic ipation rates than New York City, 
despite northern locations and doub le-d ig it unem ploy
m ent ra tes. Thus, it is n ecessa ry  to  d e te rm in e  the  
characteristics that distinguish these cities and the traits 
the other northern c ities have in common.

A typical firs t guess involves the dem ographic com 
position of cities. The nonwhite proportion of the pop
ulation over 16 years of age in New York City was 29.4 
percent, for example, compared with a national average 
of 13.3 percent. But dem ographics do not expla in New 
York’s low rate. In every demographic category for which 
the BLS provides a breakdown, New York’s participation 
rate lies below the national average (table). And, if New 
York City had the same demographic breakdown by sex 
and race as the United States (but its own actual par
tic ipation rates for each group), then the c ity ’s rate 
would be virtua lly  unchanged. Likewise, if the United

2These labor force statistics were reported in Geographic Profile of 
Employment and Unemployment, (1982). The data are based on the 
Current Population Survey and are subject to some sampling error.

Labor Force Participation Rates for Selected Cities, 1982

Percent
100 -----------------------------------------------------------------------------------------------------------------------------

[V ^V ] Rate for the civilian noninstitutional I I Upper bound estim ate fo r 16-65 age group 
----- population over 16 years of age ------------------------------------ •-------- 1 (assum ing rate fo r the ove r-65  age group is zero)

Selected Labor Force Participation Rates 
and Population Shares, New York City and 
United States, 1982
In percent

New York City United States
Partici Partici
pation Population pation Population

Population group rate share rate share

Total ....................... 55.2 100 64.0 100

White men ........... 69.0 32.0 77.4 41.3
White women . . . . 42.2 38.6 52.4 45.4
Black men ........... 67.8 10.6 70.1 4.8
Black women . . . . 47.0 14.6 53.7 6.0

White, 16-19 years 33.2 5.4 57.5 7.6
Black, 16-19 years 18.1 3.0 36.6 1.3

Hispanic men . . . . 68 6 8.4 80 0 2.6
Hispanic women 35.0 10.7 48.6 2.8

Married, spouse
present ................. 59.7 46 6 65.6 59.0

Source: U.S. Department of Labor, Bureau of Labor Statistics, 
Geographic Profile o f Employment and Unemployment (1982).
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States had New York City’s broad demographics, its rate 
would only fall from 64.0 percent to 63.0 percent. 
Teenage population shares and the marital status dis
tributions also have little effect on the gap between the 
participation rates.

Northern cities tend to have higher than average 
population proportions over age 65. The BLS does not 
publish regional participation rate data on the elderly, 
but it is possible to approximate the effects of age 
composition on labor force participation. An upper 
bound  for the participation rate of the 16-65 age group 
can be obtained by assuming a zero rate for the over- 
65 group. Except for St. Louis, however (which has an 
unusually high percentage of the elderly), the derived 
upper bounds for northern cities remain well below the 
national average (chart). High concentrations of elderly 
people do not explain low labor force participation rates 
in northern cities.

One possible explanation with some support from the 
data involves educational attainment. The northern cities

Milwaukee and Washington, as well as Houston and 
Dallas, have both relatively high participation rates and 
higher than average percentages of high school grad
uates. New York and three other cities score relatively 
low on both counts. It is not clear to what extent the 
local educational systems affect these numbers (10 
percent of New Yorkers in 1980 lived elsewhere in 
1975), but they suggest a broad relationship between 
the possession of skills and incentives to look for work.

New York City’s good news of an improved unem
ployment rate must be interpreted in the context of rel
atively low employment rates and labor force partici
pation rates. The low rates cannot be explained away 
on the basis of broad urban demographics: New York’s 
participation rate would still be well below the national 
average even if the city had the nationwide population 
composition by age, sex, and race. One possible 
explanation for New York’s poor performance by this 
measure is the relatively high proportion of high school' 
dropouts in the population.

Daniel E. Chall
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In Brief
Economic Capsules

Was the 1980-82 Inflation 
Slowdown Predictable?
The steep deceleration of inflation over 1980-82, even 
after taking account of the depth of the recession, is 
widely believed to have been unpredictable on the basis 
of standard models of inflation. Some analysts argue 
that the two successive recessions in 1980 and 1981 - 
82 altered (or were altering) the response of inflation 
to demand influences, possibly by lowering wage-price 
expectations faster than had been indicated by statistical 
models. As a result, the historical relationships in labor 
and product markets would then have become less 
useful in predicting inflation rates.

Looking to the future, with the progress toward elim
inating inflation as yet incomplete, many analysts fear 
that inflation may flare up again as economic expansion 
continues unless the changes in wage-price behavior 
turn out to be durable. This has led some to argue that 
substantial further reduction of inflation and long-run 
price stability would be likely only if another recession 
occurred in the next year or two.

Our research suggests that the steep deceleration in 
inflation during 1980-82 was very much in line with the 
historical relationship between inflation and its critical 
determinants—wage-price expectations, aggregate 
demand pressures, and productivity. That relationship, 
as embodied in a conventional two equation wage-price 
model, appears to have been quite reliable since around 
I960.1

1The model used is a simpler version of that presented in A. Steven 
Englander and Cornelis A. Los, "Recovery without Accelerating 
Inflation?”, this Quarterly Review (Summer 1983). Wages are 
determined essentially by price expectations and the unemployment 
rate, while prices depend on labor compensation, productivity, and 
cyclical factors. Food and energy prices are exogenous.

As for the medium-term outlook, no one can rule out 
the possibility that the relationship between inflation and 
its major determinants may be changing at present. But 
so far there is no compelling evidence to suggest that 
it is. Given that past relationships hold in the future, our 
research suggests that a short third recession would not 
likely drive inflation out of the system. Instead, in the 
absence of a sharp break with past relationships, it 
would take a long time to eliminate the last traces of 
inflation. By contrast, a vigorous expansion of aggregate 
demand that some forecasters are predicting could pull 
wages and prices toward an accelerating course.

Chart 1 provides a historical perspective on the fore
casting performance of our conventional two equation 
wage-price model beyond the estimation period. The 
structural relations of the model are based on pre-1977 
information. Use of post-1976 information is limited to 
energy and food price shocks and to developments in 
demand. On the whole, this conventional model is able 
to pick up both the trends and turning points in inflation. 
Over the forecast period the model underpredicts infla
tion very slightly (0.04 percentage point per quarter), 
while the average absolute discrepancy between actual 
and forecasted inflation is 0.67 percentage point.

The ability of the conventional model to track inflation 
suggests that the relationships were stable in the late 
1970s and early 1980s. Given information on future 
demand pressures and special factors, a forecaster in 
1976 or 1977 would have been able to predict both the 
upturn and the downturn in inflation quite accurately. 
And, indeed, even in the absence of any information on 
energy and food price shocks, a forecaster could have 
predicted an acceleration of inflation from about 5.5 
percent in late 1977 to about 8 percent at the end of 
1979 (Chart 1). Thus, the assertion that the acceleration 
of inflation over 1978-79 and the subsequent deceler
ation were unpredictable is not true.

Turning to the future, we simulate the paths of
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Chart 1
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Chart 2
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essentially the same model over the 1984-92 period 
under three alternative unemployment rate paths (Chart 
2).2 The baseline brings the unemployment rate grad
ually down to 6.5 percent (roughly the rate at which 
inflation is stable, commonly called the natural rate) by 
the third quarter of 1986 and keeps it there subse
quently. The expansion path shows the effect of an 
unemployment rate path assumed to be 2 percentage 
points below the baseline throughout the period. The 
recession path raises the unemployment rate 2 per
centage points above the baseline in the first half of 
1985 and gradually returns it to the baseline. After the 
th ird  qua rte r of 1986 the baseline and recession 
unemployment rates are the same.

The baseline inflation path gradually stabilizes at 
about 4-5 percent. In contrast, under the expansion 
path, inflation would climb close to 10 percent over time. 
Under the recession scenario, a sharp downturn would 
produce an immediate lowering of the inflation rate to

2ln the estimation and 1977-83 simulations, we did not constrain the 
effects of, for example, a 10 percent increase in unit labor costs, 
food prices, and energy prices to produce a 10 percent increase in 
prices. We did impose this restriction over the 1984-92 simuiations 
because there are strong theoretical reasons to expect it to hold 
over the long run.

below 2 percent, but that would be reversed quickly with 
any recovery. The net gain three or four years after the 
recession, therefore, is fairly small.

The three inflation paths do not represent forecasts 
of the actual economy, looking a few years down the 
road. They are constructed to illustra te  the conse
quences of different unemployment paths under certain 
assumptions, such as the absence of supply price 
shocks and a constant natural rate of unemployment. 
Any change in these assum ptions would alter the 
baseline as well as the other two inflation scenarios. For 
example, another energy price shock would lead to a 
rise in the baseline inflation, while continuing energy 
conservation efforts could result in a lower inflation rate 
over time. Similarly, the baseline inflation path might 
trend downward if there is a decline in the natural rate 
of unemployment due to changes in the composition of 
the labor force and/or a rise in the trend growth rate in 
labor productivity.

In any case, changes in unemployment rates produce 
substantial short-term movements in inflation, but unless 
they are sustained the long-term effect is limited. Thus, 
for a short recession to lower inflation to zero and to 
maintain price stability over an extended period, the 
historical relationships would have to change. While
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recent moderation in wage settlements and strike 
activity hint at that possibility, it is too early to assess 
their significance.

M. A. Akhtar, A. Steven Englander, 
and Cornells A. Los

Surveys of Inflation 
Expectations: Forward or 
Backward Looking?
Many economists believe that surveys of price forecasts 
(expectations) are “ forward looking” in that they make 
use of information about current and future economic 
policies and about developments of other variables. This 
forward-looking feature presumably distinguishes these 
surveys from the purely “ backward-looking” measures 
of inflation expectations based on past experience. If 
households and businesses hold forward-looking infla
tion expectations, they would pay less attention, in 
making their decisions, to past movements of inflation 
and more to current developments and changes in 
economic policies. In this sense, the nature of expec
tations behavior is an important factor in determining the 
outcome of economic policies.

The evidence seems to indicate, however, that survey 
price forecasts are not forward looking or “ rational” in 
the sense of incorporating information about current and 
future periods. In fact, they appear to be lagging indi
cators of actual inflation rates; expectations contained 
in them are essentially adaptive in character. The 
inflation forecasting performance of these surveys is 
roughly similar to forecasts based on recent past 
experience with inflation.

Two well-known surveys of price expectations are 
those conducted by Joseph Livingston of the Philadel
phia Inquirer and by the Michigan University’s Institute 
for Social Research. We examined both these surveys 
to determine (1) whether they are forward looking or 
backward looking and (2) whether their ability to track 
inflation is better or worse than purely backward-looking 
inflation expectations based on past experience.

Charts 1 and 2 plot the Livingston and Michigan 
survey inflation forecasts and actual consumer price 
inflation for the corresponding periods. In both cases the 
survey expectations of inflation rates lag actual inflation 
rates, particularly in upturn phases of inflation. Two other

features of the charts are also inconsistent with the 
forward-looking behavior. First, the survey forecasts 
appear, on average, to underpredict inflation system
atically, although in the case of the Michigan survey this 
underprediction is rather small. Second, they tend to 
smooth the peaks and valleys of actual inflation rates, 
which is reflected in the large discrepancy (i.e., average 
absolute error) between the forecasted and the actual 
inflation rates. As shown in the left-hand upper corner 
of the charts, the downward bias of inflation forecasts 
and the average absolute error are particularly signifi
cant in the case of the Livingston survey.

More rigorous analysis of data underlying the charts 
confirms the impression that the Livingston and Mich
igan survey forecasts are not forward looking. If survey 
expectations were forward looking or rational, they 
would tend to be free of any serious systematic 
underprediction or overprediction, and any errors 
between actual and predicted inflation rates would be 
completely random. Both surveys failed to meet these 
conditions in our formal tests. The survey forecasts 
systematically deviate from actual inflation rates and do 
not incorporate all available information on past inflation 
rates; that is, forecasts could have been improved by 
making better use of past inflation experience.

In technical terms, we tested the forward-looking (or 
rationality) hypothesis by estimating the following 
equation:

p = a0 + a, pe + u

where p is the actual rate of inflation, pe is the survey 
expectation of inflation, and u is an error term. If the 
estimated value of a0 and a, are equal to 0 and 1, 
respectively, this equation implies that the survey fore
casts would be unbiased predictions of future inflation. 
In addition, such forecasts would incorporate all avail
able information from the past if the prediction errors 
(u’s) are random, i.e., there is no serial correlation of 
residuals. In this case, one would learn nothing from 
past prediction errors in forecasting future inflation.

Estimates of the above equation for the Livingston 
and Michigan inflation forecast data are reported in 
Table 1. They indicate that survey expectations are not 
forward looking.1 In particular, an F statistic test for the

'For the conversion of the price-level forecasts of the Livingston 
survey into expected inflation rates, we followed the formal 
procedures of Stephen Figlewski and Paul Wachtel in their article, 
"The Formation of Inflationary Expectations", The Review of 
Economics and Statistics (1981), pages 1-10. Because of the timing 
of the availability of data to the economists in this survey, the 
predicted rates of change are actually eight-month rates of change. 
Compare with Edward M. Gramlich, "Models of Inflation Expectations 
Formation”, Journal of Money, Credit and Banking (1983), 
pages 155-73.

FRBNY Quarterly Review/Winter 1983-84 63Digitized for FRASER 
http://fraser.stlouisfed.org/ 
Federal Reserve Bank of St. Louis

Winter 1983



C h a rt 1

In fla tio n  T rack in g  P erfo rm ance of L iv ingston  Survey D ata
S e a so n a lly  ad jus ted  annual ra te s

P e rce n t 
16

A ve ra ge  e r ro r  (b ia s ): -1 .2 0
A verage a b so lu te  e rro r: 1.66 A ctua l 

yi p r ic e
con sum er /  ' 
in f la t io n  /

/  1 /

/  I X  ✓
I

/  /  /  M  
/  \  /  /  \

A  /  A V

/  /

K a_ /  V /  /  '  U i  
\  /  /  ‘ ' V /  

/  \  /  /  V

/ V / \  A  /  V \  /

J ,  / \  \
- ' V  tx p e c ie u  con sum er 

p r ic e  in fla tion

l l i   ̂ 1 1 x  1 1 1 1 1 1 1 1 I ■ I I I . I ■1 ' i | I I I I 1 l l  | | | | | 1 1 1 1 | | 1 I 1 1 1  11  J i i . i < i > i
1953 55 57 59 61 63 65 67 69 71 73 75 77 79 81 83

14

12

10-

- 2

64 FRBNY Quarterly Review/Winter 1983-84 IN BRIEF—ECONOMIC CAPSULESDigitized for FRASER 
http://fraser.stlouisfed.org/ 
Federal Reserve Bank of St. Louis

Winter 1983



jo in t hypothesis that a0 = 0 and a, = 1 is rejected by 
the data, and the residuals from the regressions appear 
to contain a high level of serial correlation. Thus, both 
survey forecasts of inflation are biased and do not make 
efficient use of information from preceding periods in 
forecasting future inflation.

Even though the two survey inflation forecasts are not 
forward looking in a strong statistical sense, it could be 
that they contain more information than purely backward- 
looking inflation expectations and provide better fore
casts of actual inflation than the latter. An examination 
of the data suggests, however, that this is not the case. 
The survey in fla tion  forecasts for any given period 
appear to follow closely the actual inflation performance 
over the preceding periods. It is as if the survey fore
casters are projecting the recent past experience into 
the future; for example, shifting the position of the actual 
inflation line forward by one period in Charts 1 and 2 
tends to match up actual inflation rates more closely 
with the survey inflation forecasts.

To pursue this analysis further, Table 2 compares the 
L iv ingston  and M ichigan fo recasts w ith a simple 
extrapolation and with a “ standard backward-looking” 
forecast. The extrapo lation  forecast assumes that 
inflation in the next half year remains unchanged from

Table 1

Tests of the Forward-Looking or Rational 
Expectations Forecasting Hypothesis

Livingston Michigan
(economists) (households)

Statistics 1953-83 1949-83

*No correction for serial 
correlation:

0.81 0.77
(2.03)f (3.11)*

ai ............................. 1.11 0.86
(1.26) (2 .66)t

R2 ............................................ 0.72 0.66
SEE ........................................ 2.04 1.91
D.W. ........................................ 1.41 0.44

§F-statistic ............................... 22.34$ 9.86*
IlChi-squared statistic .......... 31 57} 175 36*

Correction for serial 
correlation:
Rho ........................................ 0.30 0.96

(2 .39)t (41.46)*

'Absolute t-ratios for a0 and Rho around 0 and for a, around 1 
are reported in parentheses beneath the coefficients. 

tS ign ifican t at 5 percent level.
^Significant at 1 percent level.
§For the joint hypothesis that ao = 0 and a, = 1.
HFor tests if the resulting residual series are white noise 
(not serially correlated).

the last half year, while the standard backward-looking 
forecast is based on a distributed lag over the last two 
periods.

The Michigan survey forecasts and the two backward- 
looking forecasts deviate, on average, by slightly more 
than 1 percentage point from actual inflation rates. The 
three forecasts also exhibit a virtually identical small 
downward bias or underprediction. By contrast, the 
Livingston survey forecasts are considerably less 
accurate and more downward biased.

The predictive power—which measures, on a scale of 
0 to 1, the ability of inflation forecasts to track actual 
inflation—of all four forecasts in Table 2 is virtually the 
same. When the predictive power is close to 0, there 
is little  evidence of forecasting ability, even if the 
average error is quite small. The predictive ability of all 
four forecasts is significantly less for the period after 
1970 than for the longer period. All four forecasts also 
become considerably less accurate in the 1970s. How
ever, there is no sign ifican t change in the bias of 
backward-looking forecasts, whereas underpredictions 
from the two survey forecasts are more pronounced

Table 2

Bias, Accuracy, and Predictive Power of Survey and 
Backward-Looking Forecasts

Periods of Survey forecasts:
observation Livingston Michigan

Backward-looking
forecasts:

Simple
extrap- Standard 
olation backward

*1953-83:
Average error (bias) . -1 .2 0 -0 .04 -0 .03 -0 ,04
Average absolute error 1.66 1.13 1.18 1.17

fPredictive power ........ 0.73 0.80 0.78 0.78

*1970-83:
Average error (bias) . -1 .4 5 -0 .1 5 0.04 0.04
Average absolute error 2.29 1.44 1.62 1.62

tPredictive power ........ 0.45 0.51 0.52 0.51

Rates of inflation are annualized six-month rates of change. The 
"simple extrapolation" assumes that inflation in the next half year 
remains unchanged from the last half year. The “standard 
backward” looking forecast is a two-period distributed lag 
(coefficients add up to one) on the rates of inflation.

’The forecast errors are defined as e, = pe, -  pt, where pt is the 
actual rate of inflation and pe( is the corresponding expected rate 
of inflation; the average (mean) error, i.e., bias, and the average 
(mean) absolute error are expressed in percentage points.

fThe predictive power (coefficient of determination) indicates on a 
scale from 0 to 1 how closely related the forecasted and 
predicted rates of inflation were. It gives the percentage of 
variation in the actual rate of inflation predicted by the forecast.
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over the 1970-83 period than over the whole period.
In sum, our analysis suggests that survey inflation 

expectations are not forward looking. On the contrary, 
they follow actual inflation with a lag. The average 
inflation forecasts provided by the Livingston and 
Michigan surveys are not very accurate and frequently 
tend to be downward biased. On the whole, their per
formance appears to be essentially similar to (or per
haps slightly weaker than) that of inflation expectations 
exclusively based on immediate past data for inflation.

M. A. Akhtar, Cornelis A. Los, 
and Robert B. Stoddard

Initial Claims: a Reliable 
Indicator of Unemployment?
Every Thursday the Bureau of Labor Statistics (BLS) 
reports the number of people filing for the first time for 
state unemployment insurance benefits. These data on 
initial claims are examined closely by many observers 
of the economy for clues on the near-term change in 
the unemployment rate. Notwithstanding the close 
attention they receive, this analysis shows that initial 
claims do not provide much information about the 
direction of unemployment. However, they are a good 
indicator of employment.

First, consider the simple relationship between the 
monthly changes in initial claims and the unemployment 
rate. Both often change in the opposite direction. Since 
1948, initial claims and the unemployment rate moved 
in the same direction less than 50 percent of the time. 
Their inconsistent behavior has been more pronounced 
during economic expansions. But, when the economy 
was in a downslide, the relationship was a little better— 
nearly two thirds of their monthly movements were in 
the same direction.

Looking at the level of claims rather than their change 
may be a more appropriate way to predict the direction 
of unemployment. This is because, given the labor 
force, unemployment tends to rise or fall when the 
number of people who have just lost their job—mea
sured by initial claims—is relatively high or low. To 
determine whether the level of initial claims is high or 
low, the cyclical component of claims has to be sepa
rated from the trend component. This trend is related 
to the long-run growth of the economy and the labor

force and can be estimated by regression analysis.1 In 
expansions, claims should be expected to be below 
trend, as fewer people become unemployed, while in 
recessions claims should exceed trend.

Even relative to trend, initial claims do not predict the 
unemployment rate satisfactorily. Only half of the time 
did the unemployment rate rise when initial claims 
exceeded their trend or fall when claims stood below it. 
The direction of unemployment was predicted with a 
little more success, at close to 60 percent, during 
recessions. Thus, comparing claims with trend—while 
for the most part better than observing their monthly 
change—still is not particularly helpful.

In addition to claims, many observers monitor the 
insured unemployment rate to predict overall unem
ployment. The BLS constructs the insured unemploy
ment rate partly from initial claims data. The insured 
unemployment rate is not a dependable indicator of 
overall unemployment either. Its success rate in pre
dicting the direction of unemployment has been only 
slightly above 50 percent, although somewhat better 
during recessions.

While initial claims do not consistently predict the 
direction of unemployment, they may provide a clue 
around cyclical troughs as to when the unemployment 
rate will fall. During most of the postwar recessions, 
claims have peaked two or three months ahead of the 
unemployment rate. Thus, they may serve as a leading 
indicator of the decline in unemployment. Around cycli
cal peaks, in contrast, claims frequently have begun to 
climb simultaneously with unemployment and by only a 
small, normally inconsequential amount. As a result, 
they may not be a useful indicator as an expansion 
nears its end.

To be sure, there have been occasions during reces
sions when initial claims turned down but then resumed 
their climb before the economy began to recover. In the 
last recession, claims declined fairly sharply but tem
porarily in June and July 1982, well ahead of the peak 
in unemployment. Thus, even during recessions, a drop

1The trend in claims was calculated in two stages. First, the following 
estimated equation yielded a trend level of about 0.4 percent of the 
labor force. Second, the predictive performances of other, parallel 
trends were examined. The most successful predictions were 
obtained when initial claims were compared with a level 15 percent 
above the estimated trend at any point in time. This adjusted trend 
is used in this analysis. It stood at 480,000 in 1983.
IC = 0.003762 + 0.0005327(U-UN) + 0.841 error_, R2 = 37.8 
LF (21.7) (9.2) (17.9)
where IC = initial claims, LF = labor force, U = unemployment 
rate, UN = natural rate of unemployment (numbers in parentheses 
are t-statistics). For a discussion of the natural rate of 
unemployment, see A. Steven Englander and Cornelis A. Los, 
"Recovery without Accelerating Inflation?”, this Quarterly Review 
(Summer 1983).
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in initial claims over two or three months may incorrectly 
signal a topping in the unemployment rate.

Although initial claims do not tell us much about the 
unemployment rate, they are useful in predicting the 
direction of payroll employment. Admittedly, the simple 
relationship between the monthly changes in claims and 
employment is about as weak as that between claims 
and unemployment; in only a little more than half the 
time did they move in the same direction. Nevertheless, 
when claims are compared with trend, they serve as a 
good guide to the direction of employment. In more than 
80 percent of the time, employment has fallen when 
initial claims have been greater than trend or has risen 
when claims have been less than trend. This rate of 
success has been evident in both expansions and 
recessions.

Claims predict employment best when the economy 
is not near a cyclical turning point. About half of the 
months in which claims relative to trend flashed incor
rect signals occurred within five months of cyclical peaks 
or troughs. However, around cyclical troughs, claims 
have tended to turn around ahead of employment, 
although the lag has been more variable than for 
unemployment. Thus, claims may serve as a leading 
indicator at those times. Around many past cyclical 
peaks, though, claims and employment have often 
reversed direction simultaneously—with the change in 
claims being quite small—making claims less insightful.

In conclusion, should anyone pay attention to initial 
claims? The bottom line of this analysis is that for the 
most part the answer is no when the purpose is to 
predict the direction of unemployment, but yes when the 
purpose is to predict the direction of payroll employ
ment. In one important case, however, it may pay to 
watch the pattern of initial claims to predict the direction 
of unemployment. This is at times when a recession 
seems to be ending and questions arise as to when the 
unemployment rate will start to fall. Although the true 
peak in initial claims may be difficult to determine, 
claims usually have peaked about two months ahead of 
the unemployment rate. Thus, at those times when 
many observers strive to pinpoint an upturn in the 
economy, initial claims may be of some help.

Carl J. Palash

NOW Accounts and the 
Seasonal Adjustment of M-1
In general, adjusting economic statistics to remove 
purely seasonal influences is an imperfect exercise at 
best. It is even more difficult a task when a long-time 
series upon which to base estimates of changing sea
sonal patterns is not available, or when a given time 
series contains components with different underlying 
seasonal patterns, but the relative size of the compo
nents cannot be determined.

In recent years, these types of seasonal adjustment 
problems have been quite serious for M-1. This aggre
gate includes a large and growing component, NOW 
account deposits, which were not available on a 
nationwide basis before 1981. By statistical standards, 
that is much too short a time period to estimate a reli
able seasonal pattern for NOW accounts. Usually, five 
years or more of data are required to estimate seasonal 
adjustment factors.

Moreover, NOW accounts are not like the other 
deposit components of M-1, because they can fulfill two 
distinct functions. They can be used for transactions 
purposes as well as a savings vehicle. Indeed, in 1981 
when nationwide NOWs were introduced, it was esti
mated that about 25 percent of the initial flow into 
NOWs came from sources outside M-1, primarily from 
passbook savings accounts. Therefore, it would appear 
incorrect to adjust NOW accounts using the same sea
sonal factors that are appropriate for demand deposits.

This, of course, raises the question of whether it 
would be better to adjust NOW accounts by using a 
weighted average of seasonal factors for demand 
deposits and for savings balances (which are part of 
M-2), where the weights would be in proportion to the 
degree to which consumers use NOW accounts for 
savings purposes. While that might sound good in 
theory, in practice it is impossible to know to what extent 
NOWs are used as a transaction vehicle and to what 
extent as savings accounts. Nonetheless, some calcu
lations can be made to illustrate how serious a problem 
NOW account deposits could pose in the seasonal 
adjustment of M-1.

The following equation uses weighted average sea
sonal factors to adjust NOWs.

OCD.SA = -------------OCD^-------------  +
xSAV.SFCB + (1 -x)DDA.SF

_________ OCDT_______
xSAV.SFT + (l-x)DDA.SF
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M-1 under Alternative Seasonal Adjustment Procedure
Annualized one-month rates of growth, in percent

M-1 Savings balance fraction 
prior to in alternate procedure Revised

1983 revisions 25% 50% 75% M-1

January 9.8 11.8 10.8 10.2 13.9
February 22.4 18.6 15.4 12.1 14.6
March . . 15.9 16.9 16.9 16.7 13.0
April . . . - 2 .7 5.8 7.7 9.7 1.9
May 26.3 14.2 12.0 9.8 20.5
June ___ 10.2 10.7 11.4 12.1 8.8
July 8.9 7.5 7.5 7.5 8.5
August . 2.8 3.0 2.8 2.8 5.8
September 0.9 2.6 3.7 4.7 2.9
October 1.9 3.5 4.0 4.4 4.6
November 0.9 3.5 4.6 5.6 3.2
December 6.5 5.8 7.4 9.2 6.3

t{Standard
deviation) 9.0 5 6 4.6 4.0 5.7

tCorrelation with 
revised M-1 ............. 0.77 0.80 0.81

‘ Adjusted for February 1984 revisions to seasonal factors and does 
not incorporate benchmark revisions

tin  percentage points.
^Correlation between the changes to M-1 suggested by the 

alternative adjustment procedure and the published changes to 
M-1 derived from the revised 1983 seasonal factors.

growth than originally reported in 1983. For example, the 
standard deviation of the monthly M-1 growth rates for 
1983 was 9 percentage points as first reported and 5.7 
percentage points after the annual seasonal facto r 
revision. The assumption that something in the range 
of 25 to 75 percent of NOWs are savings resulted in 
standard deviations of 5.6 percentage points to 4.0 
percentage points.1

Furthermore, the impacts of the seasonal factor revi
sions made recently for 1983 and of the alternative 
seasonal factors calculated here are highly correlated, 
suggesting that the standard seasonal adjustm ent 
process is beginning to pick up some of the changing 
character of M-1, as a greater percentage of it is com
posed of interest-bearing accounts that can also be 
used for savings purposes. Picking up some of the new 
seasonal characteristics of M-1 is only one step in 
understanding the changing nature of M-1 now that it 
contains a savings component. We still do not have 
enough experience to understand its cyclical behavior.

All in all, the lesson from this exercise seems clear. 
M onetary data in genera l must be assessed w ith 
extreme care, particularly over intervals shorter than one 
year. But even greater caution should be exercised 
when looking at seasonally adjusted M-1 because it is 
no longer made up exclusively of transactions deposits. 
NOW accounts—since they pay explicit interest— are 
likely to be used by consumers for savings purposes as 
well but to an unknown degree, not only in a seasonal 
sense, but over the business cycle as well.

where:

OCD.SA =A lte rna tive  seasonally adjusted interest- 
bearing checkable deposit component of 
M-1.

OCDCB = Interest-bearing checkable deposits at com
mercial banks.

OCDT = Interest-bearing checkable deposits at thrift 
institutions.

SAVSFCB =Seasonal factor for savings deposits at all 
commercial banks.

SAVSFT = Seasonal factor for savings deposits at thrift 
institutions.

DDA.SF = Seasonal factor for demand deposits.
x =P ortion  of in terest-bearing M-1 deposits 

assumed to reflect savings balances.

The resultant impacts on the M-1 growth rates for 
1983 are presented in the table. No matter which 
weights are chosen in the 25 percent to 75 percent 
range (the assumed share of savings in NOWs), this 
procedure yields a smoother pattern for monthly M-1

1A smaller standard deviation is not necessarily an indicator of better 
seasonal adjustment. The orig inally reported M-1 growth rates for 
1983, however, were so volatile (a range of - 2 .7  to 26.3 percent) 
that it seemed quite natural to investigate whether alternative 
seasonal adjustment procedures would reduce the volatility in 1983.

Sandra C. Krieger
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FASB 52: Corporate 
Response and Related 
Foreign Exchange Market 
Effects

U.S. multinational corporations are in the midst of 
responding to the second major change in foreign 
exchange accounting rules in the last nine years. The 
first change occurred in October 1975 when the Finan
cial Accounting Standards Board (FASB)1 issued 
“ Statement of Financial Accounting Standards Number 
8” (FASB 8). The FASB had felt compelled to develop 
a standard set of rules to replace the diverse accounting 
procedures being used by U.S. corporations following 
the move to generalized floating exchange rates in 
1973.

But FASB 8 almost immediately generated controversy. 
In particular, it was criticized for producing a distorted 
picture of a multinational company’s underlying eco
nomic situation. Thus, after much debate and a thorough 
review of various alternatives, the FASB adopted in 
December 1981 a vastly revised set of accounting rules 
embodied in FASB 52. Corporations were required to 
implement the new statement for fiscal years beginning 
on or after December 15, 1982.

To determine how U.S. corporations are responding 
to the significant changes of FASB 52, corporate 
treasury personnel at sixteen of the largest U.S. indus
trial companies and at one of the top ten U.S. diversified 
service firms were contacted and questioned about 
corporate foreign exchange hedging practices, borrowing 
strategies, and other matters related to managing for
eign exchange risk. In most cases, corporate respon
dents did not confine their remarks to activities of their 
own firms. Instead, based on experience and conver
sations with their counterparts at other companies, they 
spoke more generally about their views regarding the 
reaction of U.S. corporations to FASB 52.

In addition to the corporations, corporate advisory 
personnel at seven of the top twenty U.S. commercial 
banks and at one foreign bank operating in New York 
were contacted. Altogether, a total of twenty-seven 
people were contacted.

Based on these conversations, several findings

’ The FASB is a private rule-making body in the United States with the 
responsibility of setting forth generally accepted accounting 
principles.

emerge about the response of U.S. corporations to the 
adoption of FASB 52.

Most of those asked said that many corporations 
which had hedged or offset balance sheet exposure 
under FASB 8 had scaled back, or ended altogether, this 
practice following the adoption of FASB 52. Balance 
sheet exposure results from a mismatch between those 
foreign-currency-denominated assets and liabilities 
which must be translated into U.S. dollars at exchange 
rates prevailing on the date of the balance sheet. The 
majority said that overall corporate activity in the 
exchanges had declined, although not everyone attrib
uted this to the new accounting rules. But the bulk of 
respondents thought that the volume of foreign 
exchange business done by corporations in the forward 
market had dropped under FASB 52. By contrast, well 
over half believed corporations had become more active 
in the foreign exchanges during the time of FASB 8.

Virtually all of those questioned said that some com
panies, including many deemphasizing or ending the 
practice of hedging balance sheet exposure, are now 
focusing more on transaction and/or economic exposure. 
Transaction exposure results from the possibility that 
exchange rates might change between the time a 
transaction is agreed to (e.g., when a sales contract is 
signed) and the time when it is actually settled (e.g., 
after the goods are delivered). Economic exposure, a 
broader and more forward-looking concept, stems from 
the possibility that the firm’s future cash flow will be 
affected by exchange rate changes.

The change in hedging strategy by many U.S. com
panies seems to have been accompanied by a shift in 
corporate borrowing patterns. A majority of the 
respondents thought that under FASB 52 some U.S. 
firms are more willing, or had moved, to arrange more 
foreign currency loans than before. About half felt 
that some corporations had relied more on dollar- 
denominated and less on foreign-currency-denominated 
borrowings under FASB 8.

A majority of those asked believed that many U.S. 
companies had already centralized, or were moving 
toward centralizing, the management of foreign 
exchange exposure. They felt that many corporations 
use, or are looking at the possibility of using, a system 
of netting exposures. Netting involves collecting at a 
central location information about payments and receipts 
between the different entities within a corporation. The 
central office calculates a net receipt or payment figure 
for each entity and issues specific payment instructions, 
which result in funds flowing from entities with net 
payments to those with net receipts. Netting lowers 
transaction costs by reducing the number of payments 
between entities within the corporation.

Most of the contacts reported that corporations also
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have used, or were considering, foreign exchange 
options contracts as part of their overall strategy to 
manage exchange rate exposure better. However, actual 
corporate use of foreign exchange options apparently 
has not become very widespread as yet. And few 
respondents felt that corporations were using foreign 
exchange futures contracts as a tool for managing for
eign exchange exposure.

Statistical evidence to support most of these findings 
is unfortunately sparse. However, the respondents’ belief 
that corporate activity in the forward foreign exchange 
market has dropped following the adoption of FASB 52 
receives support from the latest foreign exchange turn
over survey conducted by the Federal Reserve Bank of 
New York. The survey shows that outright forward 
transactions reported by U.S. banking institutions with 
nonfinancial customers declined 16 percent to $8.8 bil
lion in April 1983 from $10.5 billion in March 1980 even 
as total foreign exchange turnover reported by the 
banks rose about 44 percent. While FASB 52 may not 
be the only reason for this decline, it seems to have 
played an important role.

Michael D. Andrews
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In Brief
Economic Capsules

Financial Consequences 
of Mergers
Recent merger activities have raised some old questions 
about their possible effects on credit flows in the 
economy. People ask whether these big .deals increase 
the money supply or otherwise stimulate inflationary 
pressures. People also frequently ask whether mergers 
take credit away from other, potentially more productive 
uses of funds.

First, mergers do raise the money supply, but the 
effect is small and temporary. When very large share
holders of an acquired company are paid off, the effect 
on components of narrowly defined (M-1) money, 
especially checking accounts, is negligible. The reason 
is that both corporate treasurers and large sophisticated 
stockholders can move the funds into and out of trans
actions accounts within a day.

The main effect on M-1 comes when small share
holders of an acquired firm are paid. When payment is 
sent out to them, the acquiring corporation may have 
to keep a demand deposit balance for several days to 
cover the checks. Moreover, some of the balances may 
sit for several days in the checking accounts of those 
paid until the funds clear and are shifted into new 
investments. Whatever bulge in transactions balances 
does occur, however, will be temporary. Even for a very 
large transaction, the overall effect on M-1 will rarely 
exceed a few hundred million dollars in a single week.

The broader money aggregates can also be affected, 
since parties on both ends of the transaction hold more 
liquid assets. These effects are transitory, too, and are 
minor compared to the huge size of M-2 or M-3. To the 
extent that the effects of mergers on money cannot be

identified down to the last nickel, however, they do add 
a bit of uncertainty to the interpretation of short-run 
changes in the aggregates.

Perhaps the more fundamental point to note is that 
any effect on the money supply is not inflationary in the 
usual sense. The transactions mainly represent tran
sitory reshufflings of asset portfolios. Increases in 
money balances resulting from such transactions do not 
contribute directly to aggregate demand and so do not 
push up wages or the price level. As discussed below, 
mergers could stimulate the economy slightly due to 
their effect on stock prices.

While the effects of mergers on the money supply 
give little reason for concern, the question remains 
whether these large mergers siphon credit away from 
other, more productive uses of funds. For example, does 
the rise in syndicated bank credits during an acquisition 
limit the availability of financing for firms particularly 
reliant on bank loans? Probably not.1 The very willing
ness of banks to provide big low-margin chunks of credit 
for mergers itself may be a manifestation of generally 
weak demand for bank loans. Alternatively, in a situation 
where bank loan demand is otherwise strong, a rise in 
demand for bank financing for mergers could provide an 
opportunity for banks to raise their markups over the 
cost of funds. In theory this could discourage or “crowd 
out" certain potential borrowers. More realistically, 
however, many bank customers would turn to alternative 
means of financing, such as the commercial paper 
market or borrowing from foreign banks. With even a

1ln the very short run the volume of bank lending to support a 
particular takeover might approximate that merger’s impact on 
aggregate bank credit. Beyond the very short-run, however, the 
acquiring firm may issue more stock, sell assets, or issue other debt 
instruments to repay the bank loan. Moreover, other firms might also 
shift some financing away from banks. Thus, the initial effect of that 
particular merger on bank loans soon would start to wear off.
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very slight tilt in relative pricing, big borrowers could 
shift out of bank loans, leaving room for the smaller 
borrowers with fewer options.

The credit issue can also be viewed from a broader 
perspective. After a merger financed by debt the newly 
combined firms’ debt-equity ratio is greater than the pre
merger leverage of the individual companies. Does this 
rise in the overall debt-equity ratio steal away potential 
financing from other firms? The answer really depends 
on what other firms’ financing requirements are. One 
possibility is that they could actually be helped, if they

want to reduce their own debt burdens. The stock
holders bought out in the merger deal represent a nat
ural market for other equity issues. So the rise in the 
newly merged firm’s debt-equity ratio might be at least 
partly offset in the aggregate by other firms being able 
to reduce their debt-equity ratios.

Thus, if mergers only represented complicated refi
nancings, with no change in the underlying value of the 
firms’ assets, their financial effects would surely be 
innocuous. After all, the separate companies involved 
would have had to be financed somehow in any case.

Recent Major Acquisitions, Completed and Pending Transactions, 1983-1984*

Acquirer
(business and/or product line)

Acquired
(business and/or product line)

Date of 
Announcementt

Approximate 
Price Paid 

(In millions 
of dollars)

Standard Oil Co. of California ...........................
(Integrated oil company)

Gulf Corp. 
(Integrated oil company)

March 6, 1984 13,200

Texaco Inc................................................................
(Integrated oil company)

Getty Oil Co. 
(Integrated oil company)

January 9, 1984 10,130

Mobil Corp................................................................
(Diversified: Oil-chemicals-
retail merchandising-paperboard packaging)

Superior Oil Co. 
(Integrated oil company)

March 12, 1984 5,700

Kohlberg, Kravis, Roberts & C o t  .....................
(Investment group led by Kohlberg,
Kravis, Roberts & Co.)

Esmark Inc. 
(Diversified: foods- 
chemicals-personal 

products-auto leasing)

May 7, 1984 2,400

Broken Hill Proprietary Co....................................
—Australia 
(Natural resources)

Utah International Inc. 
—unit of General Electric Co.

(Leading producer of 
metallurgical coal in Australia)

January 28, 1983 2,400

Manufacturers Hanover Corp................................
(Multiple bank holding company)

C.l.T Financial Corp. 
—unit of RCA Corp. 

(Major finance corporation)

September 26, 1983 1,510

Private Groupt ......................................................
(Top executives of Metromedia, 
led by John W. Kluge, Chairman)

Metromedia, Inc. 
(Television and radio 

stations)

December 7, 1983 1,468

Diamond Shamrock Corp......................................
(Oil/gas-chemicals-coal)

Natomas Co. 
(Oil exploration, 

development and production)

May 23, 1983 1,355

American Medical International, Inc....................
(Third largest hospital management 
company)

Lifemark Corp. 
(Fifth largest hospital 

management company)

October 24, 1983 1,145

Phillips Petroleum Co.............................................
(Domestic integrated oil company)

General American Oil Co. 
(Exploration and production 

of oil/natural gas)

January 10, 1983 1,140

'Based on information available as of mid-May.
fAnnouncement date is defined as the day the merger was announced in the The Wall Street Journal. 
^Leveraged Buyout—deals which were publicly announced to be leveraged.

Sources: The W.T. Grimm & Co. Mergerstat Review, 1983 and The Wall Street Journal.
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Stock Price Reactions to Merger A c tiv ity
Percent 
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*C um ulative excess returns to the shares of acquiring and target companies. Excess returns represent the adjustment 
of stock prices to new information -  in this case the announcement of a merger.

Announcement data is designated as day 0 and is defined as the day the merger was announced in The Wall Street Jou rna l. 

See box for procedure for estimating excess returns.
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Estimating Excess Returns

The Capita l Asset Pricing Model (CAPM) is a  theore tica l rep
resentation of stock price returns with much empirical support. 
S im ply put, the CAPM says that the expected return on a 
security  is equal to the rate o f return on a risk less asset plus 
a coeffic ient, ca lled beta, tim es the d iffe rence between the 
return on the m arket portfo lio  and the return on the riskless 
asset. This is w ritten  as:

R.,t -  Rf.t + 3i.t(Rrru ~ Rf.l) (1)
where R,.t is the return on the ith security at tim e t, defined 

as the percentage change in security i’s price;
Ru is the return on the riskless asset at time t, generally 
taken to be the Treasury bill rate;
Rm, is the return on the m arket portfo lio  at tim e t, 
defined as the percentage change in the m arket port
fo lio  s index: and
pu is the beta coefficient of security i at time t. The beta 
coeffic ient is sim ply a m easure of the sensitiv ity  of a 
s tock ’s price to market movements.

This model says that on average, one should not expect a 
return greater (or less) than the sum of the two com ponents 
of th is equation. S ta tis tica lly  th is means that if a regression 
equation was estimated the residuals would have an expected 
value of zero.

In order to test for “ unexpected” movem ents in a s tock ’s 
price after an announcement, we estimated an empirical analog 
of the conceptual model described above for five years prior 
to the three months immediately before the announcement. Our 
estim ation period excludes price observations for the three 
m onths preceeding the announcem ent date since there may 
h a v e  b e e n  a b n o rm a l p r ic e  b e h a v io r  ju s t  p r io r  to  th e  
announcem ent as a result of inform ation leaks or speculation. 
(Our analysis was a lternative ly  performed excluding seven 
m onths prior to the announcem ent which gave us results that

were qua lita tive ly  the same.) Using our estim ated regression 
coeffic ients we then exam ine pred icted res idua ls fo r the tim e 
surrounding the announcem ent date in o rder to  determ ine if 
th e re  w e re  a n y  u n e x p e c te d  re tu rn s  as a re s u lt  o f th e  
announcem ent.

Specifically, using da ily stock returns we estim ated:
R, t = + b,Rm, + e ,, (2) 

where Ri t is the da ily return on security  i, de fined as the per
centage change in security  i’s price ad justed fo r stock 
splits and dividends: 
a R*,(1 p„);
Rmt is the daily return on the m arket portfo lio , defined 
as the percentage change in the S&P 500 index; and 
eM is a norm ally d is tribu ted  zero  mean random  d is 
turbance term.

If the market failed to anticipate the forthcom ing appreciation 
in the security price a fter the m erger announcem ent, there 
should be returns in excess of those specified by equation (1) 
after the announcement date. That is, on average there should 
be n o n z e ro  re s id u a l te rm s  in e q u a tio n  (2) in th e  p o s t-  
announcem ent period.

To test for this, we estimate the residuals or “ excess” returns 
around the day of the announcem ent. The res idua ls are cat-

culatetl as: e R (a,+ b,R„) (3)
where a, and b, are the estim ated values from equation (2).

Finally, by cumulating these “ excess” returns we can observe 
the ad justm ent of the stock's price to the m erger announce
ment. Cum ulative excess returns at tim e T are defined as:

T ,  * "  ■• ' • / • • •  ■ 1 eit .
t =  -60

Our empirical results are presented below with t statistics in
parentheses.

Empirical Results

Regression equations;
Acquirer

Texaco Inc.
Acquired

Getty Oil Co
Acquirer

Mobil Corp
Acquired

Superior Oil Co.
Acquirer

Standard Oil Co. of Ca.
Acquired

Gulf Corp.

Aa, ............................................. -.0002 -.0002 -  0001 0003 -  .0001 -  0001
( - 5 7 ) ( -.4 6 ) (-■24) (50) ( - 2 9 ) ( - .2 7 )

6 ................................. 1.0577 1 3258 1.2883 1.4271 1.3242 1.1921
(27.90) (28 35) (28.84) (23.42) (31.83) 126 69)

R2 .............................. .34 .35 .35 .26 40 32
D W. .................................. 2.08 1.80 1 98 1.98 1.75 1 93

Estimation period: ................ Jan 1, 1978 to Sept 1, 1983 Jan 1. 1978 to Dec 1, 1983 Jan 1, 1978 to Dec 1, 1983

Prediction period for
excess return calculations
used in chart: ....................... Sept 1, 1978 to May 1, 1984 Dec 1. 1983 to May 1, 1984 Dec 1, 1983 to May 1, 1984

Announcement Date* ........... Jan 9, 1984 Mar 12, 1984 Mar 6, 1984

'Defined as the day the announcement appeared in the The Wall Street Journal.
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Bank loans, commercial paper, bonds, and equities are 
all substitu tes along the spectrum of financing 
arrangements. Increased reliance on one particular 
mode by partners in a merger stimulates at least par
tially offsetting shifts by other firms and could even be 
helpful to some.

But as a practical matter the market value of the 
combined firms does quite often rise after a merger and 
in theory this may affect availability of credit to other 
borrowers. Empirical evidence indicates that the value 
of pre-merger holdings of stock in the involved com
panies rises significantly as a result of the combination.2 
Recent large mergers in the oil industry are cases in 
point (chart). Around the time of these recent merger 
announcements the stock prices (adjusted to eliminate 
overall market movements) of both the acquiring firms 
and the takeover targets tended to rise noticeably.

One explanation is that this rise in stock values rep
resents purely irrational speculative activity in the stock 
being taken over. The trouble with such reasoning is that 
if market participants thought that the acquiring firm paid 
too much for its takeover target, then the value of the 
acquiring firm’s stock should fall to offset any excessive 
rise in the acquired firm’s stock. But the available evi
dence shows that the acquiring firm’s stock either rises 
or, at worst, falls only enough to partially offset the 
acquired stock’s rise. Therefore, the question remains 
whether the incremental financing needed to support the 
new higher value of the company detracts from the 
aggregate availability of funds to other firms.

The answer depends on the underlying source of the 
appreciation in asset values. If the combined firm indeed 
promised to be more productive, for example because 
of economies of scale or technological synergy, then the 
merger would represent a type of “ real” productive 
investment. If this “crowded out” other investments, that 
would be part of the necessary allocation of real 
resources being mirrored in the credit markets.

But what if the rise in asset values reflects socially 
nonproductive reasons, such as more efficient use of tax 
benefits? For example, repurchase of recently appre
ciated assets can lead to higher depreciation charges. 
This benefits the firms themselves but not necessarily 
society at large.

What effects this will have on aggregate investment 
activity is an unresolved theoretical problem in eco
nomics. One admittedly extreme view would argue that 
taxpayers clearly recognize that this is a tax benefit 
going to the companies. As such, consumers will rec
ognize that there is no aggregate rise in overall wealth 
because the rise in the company’s value is offset exactly

2For a review of the evidence, see Michael C. Jensen and Richard S. 
Ruback, "The Market for Corporate Control—The Scientific Evi
dence," Journal of Financial Economics, Vol. 11, April 1983, page 5.

by the increase in future tax liabilities needed to finance 
the rise in the government’s budget deficit. If some 
consumers spend more as their stock wealth goes up, 
others will save even more, which on balance will 
finance the tax revenue short-fall and keep unchanged the 
share of consumption out of aggregate income. Thus, 
according to this extreme rationality view, interest rates and 
real investment would be completely unaffected.

It may be more realistic to assume that neither the 
average citizen nor the sophisticated investor will ana
lyze the rise in stockholders’ wealth so precisely. If the 
direct beneficiaries of mergers spend some of their new 
wealth but others do not save more, overall consumption 
would increase. From a short-run macroeconomic per
spective, the dampening effect on investment of lower 
savings rates and higher interest rates would compete 
with the stimulus to investment of expanded final 
demand. In time the negative impact of interest rates 
on investment might predominate.

Quantitatively, however, the macroeconomic impacts 
of even a' huge merger would be practically negligible. 
For example, take a hypothetical case where a $10 
billion appreciation in stock values is realized by the 
stockholders of an acquired firm. Econometric estimates 
from the FRB-MIT-PENN (FMP) econometric model 
which is based on historical evidence indicate that each 
$1 sustained rise in equity values generates about 4c 
extra of consumer spending within about two years. 
Using this rule of thumb, the $10 billion gain would raise 
consumer spending by about $400 million, equal to two 
one-hundredths of one percent of total consumption. 
This is tiny compared to the increase in consumption 
of about nine percent during 1983.

It could be argued that the effect of mergers would 
exceed these econometric estimates because in a merger 
the capital gains may be realized, thereby raising share
holders’ income, in contrast to unrealized ups and downs 
in market values. Even if the effect were several times 
greater, however, the effect of even a massive merger deal 
would still be essentially imperceptible.

In conclusion, while mergers have some impact on 
monetary and credit aggregates, their effects mainly 
represent transitory shifting of portfolios and rear
rangements of financing for corporate assets. To the 
extent that real changes in company value occur, they 
can influence real economic variables. Real improve
ments in productivity raise financing requirements but 
so does tax avoidance. Notwithstanding the source of 
the asset appreciation, any impact mergers may have 
on overall credit demands and spending are likely to be 
negligible in practice.

Madelyn Antoncic and Paul Bennett
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Currency Diversification 
in International Financial 
Markets

High U.S. interest rates, the enduring strength of the 
dollar, and widespread international debt problems call 
attention to the currency composition of international 
credit. On the surface, diversifying the currency 
denomination of credit would reduce the exposure of 
both borrowers and lenders to unforeseen sharp 
movements in rates of exchange or interest. Yet two 
important sectors of the global credit market—interna
tional syndicated credits and international bonds—show 
completely opposite movements in currency denomi
nation.

In the syndicated credit markets, new dollar lending 
has fallen sharply since 1981 and the share of total new 
loans in nondollar currencies has risen strongly. But in 
the international bond markets, the reverse holds: new 
issues in dollars have reached record levels and the 
share of total new issues in nondollar currencies has 
been well below pre-1981 levels. These contrasting 
movements of currency shares can be explained by the 
primary role of borrowers in the syndicated credit mar
kets and lenders in the international bond markets in 
determining the currency denomination.

Syndicated credits
In the syndicated credit markets, borrowers exert a large 
influence on the currency denomination of loans and 
they have many motives for diversifying. Banks, the 
lenders, can generally hedge their exchange risk and 
so are often willing to accommodate a borrower’s choice 
of currency. Besides the high cost of dollar borrowing, 
increased exchange rate volatility has encouraged some 
borrowers to switch to a mix of currencies or to stay in 
their domestic currency. Diversification from the dollar 
has also been spurred by liberalization of financial 
markets in Japan and the United Kingdom. This 
increased the opportunities for Euro-lending in these 
currencies.

Overall, the rise in the nondollar share of syndicated 
credits largely reflects diversification by industrial 
country borrowers. The nonoil LDCs have also engaged 
in more currency diversification since 1981, with the 
Asian countries showing a greater propensity to diversify 
than the Latin American countries. In addition, the cut
back in new lending to Latin America has reinforced the 
decline in the dollar share since Latin American bor
rowing has traditionally been denominated almost 
exclusively in dollars.

Among the major nondollar currencies, shares of the 
Japanese yen, pound sterling, and Canadian dollar have 
risen substantially. Among the other currencies, new 
markets have developed for the European currency unit, 
Australian dollar, Hong Kong dollar, and Spanish peseta.

International bonds
In the international bond markets, the preferences of 
lenders, principally individual private investors, appear 
to be the main determinant of the currency composition 
of loans. Borrowers in this market have traditionally 
included international institutions, governments and their 
agencies, and corporations. In many cases, these bor-

Table 1

Syndicated Loans by Currency
In percent*

Currency 1979 1980 1981 1982 1983

U.S. Dollar ............ 90.0 89.4 86.9 78.8 ' 74.0
Japanese Yen 3.7 0.5 0.9 2.7 5.5
German Mark 2.6 3.0 1.2 2.4 1.6
Pound Sterling 1.0 1.5 4.3 5.7 5.3
Canadian Dollar .. 0.2 0.8 1.2 2.4 3.8
Hong Kong Dollar . 0.2 1.2 1.1 1.0 1.4
Swiss Franc ......... 0.2 0.6 0.2 0.2 0.4
European 

Composite Units . _  ' ^ _ 0.1 0.2 1.1
Australian Dollar .. — 0.8 0.2 0.8 2.2
Spanish Peseta ... — 0.1 0.4 0.4 1.1
Other ...................... 2.2 2.1 3.5 5.4 3.5

'Totals may not add due to rounding. 
Source: Euromoney Syndication Guide.

Table 2

Issues of Foreign Bonds 
and Eurobonds by Currency
In percent*

Currency 1979 1980 1981 1982 1983

U.S. Dollar ..............  41.7 47.4 64.9 63.9 56.2
Swiss Franc ........... 23.9 18.2 15.6 14.6 18.8
German Mark ......... 22.0 20.1 4.9 7.1 8.5
Japanese Yen ......... 4.8 3.3 5.3 4.9 5.2
Dutch Guilder ......... 1.5 3.1 1.9 2.2 2.3
Canadian Dollar .. .  1.0 0.7 1.2 1.5 1.4
Pound Sterling .......  0.7 2.7 2.4 2.5 3.6
European

Composite Units . 0.6 0.2 0.6 2.5 2.7
Other .......................  3.9 4.3 3.2 0.8 1.3

'Totals may not add due to rounding.
Source: Morgan Guaranty Trust, World Financial Markets.
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rowers have used the sale of an international bond as 
a means of hedging future receipts in that currency. 
Investors, on the other hand, generally carry the 
exchange risk involved in purchasing an international 
bond. In part, this may happen because long-term 
hedging opportunities for nonbank investors are limited. 
Nevertheless, Eurobond investors have shown a will
ingness to take deliberate positions on the currency 
composition of their portfolios.

In the last few years, there have been many reasons 
to buy dollar-denominated assets. Total returns to 
investors have been boosted by relatively high nominal 
U.S. interest rates and a generally strengthening dollar 
from late in 1980. Investors have also been offered 
protection of total returns to the extent that the fall in 
bond prices resulting from an upward movement in U.S. 
interest rates might be associated with a rise in the 
dollar exchange rate.

Strong demand for dollar assets allowed regular 
issuers and new borrowers to raise a large volume of 
funds in the Eurodollar bond market on favorable terms. 
U.S. companies were prominent in 1981 and 1982, 
financing a much higher share of their bond borrowings 
in the Eurodollar bond market than they had in earlier 
years. A deepening in the secondary market, allowing 
larger primary issue volumes to be absorbed more 
easily,' further increased the market’s attraction.

As the dollar share rose, shares of the German mark 
and, to a lesser extent, the Swiss franc fell. The sharp 
decline in the German mark share in 1981 reflected, to 
some degree, informal actions by the authorities to limit 
the issuance of foreign bonds. Despite the absence of 
these actions in later years, the German mark share 
remained well below the levels achieved in 1979-80.

Although slipping somewhat from its 1982 level, the 
dollar share stayed relatively high through 1983 and the 
first part of 1984. Within the Eurodollar market, floating- 
rate-note issues by banks and governments have 
increased strongly. Banks have also raised substantial 
amounts in the fixed-rate market, often to swap the pro
ceeds for floating-rate funds. The greater issuance of 
medium-term bonds by banks has increased the maturity 
of their liabilities, and thus has balanced to some extent 
the lengthened maturity of recently rescheduled loans. 
(This is discussed more fully in the following article.)

Andrew Mohl

Maturity Matching 
in the Euromarkets

Discussions of the stability of the international interbank 
market often overlook European and Japanese banks’ 
borrowing in the international bond and note market. By 
relying less on short-term interbank deposits and more 
on intermediate-term obligations to fund their foreign- 
currency assets, these banks have made themselves 
more liquid and thus the interbank market more stable.

Not all international banks are depending more on the 
note market. Bank of England data on the balance sheet 
of British banks show no such trend. Data for Swiss, 
Canadian, and Italian banks are not available. But the 
French and Japanese banks have drawn on the inter
national note market to reduce the disparity between 
their long-term lending and their long-term funding in 
foreign currency. This clearly emerges from the dollar 
balance sheets of banks in France and Japan as well 
as the nonsterling book of Japanese banks in Britain 
(chart). Although the dollar book of banks in Germany 
does not show such a development, in light of the 
activity of German banks in the international note 
market—Deutsche Bank alone raised over $1 billion 
there in 1982-83—their consolidated balance sheet 
probably shows the same trend.

These banks are reducing the liquidity risk of heavy 
reliance on short-term funds by lining up funds in the 
range of 3 to 10 years. They are not necessarily betting 
on higher interest rates. This is because many notes 
that banks sell carry a floating interest rate, typically 
reset every six months in line with prevailing money- 
market rates. And even when banks sell fixed-rate 
obligations, they generally “ swap” the proceeds with 
nonfinancial corporations for floating-rate funds.*

During the mid- to late-1970s European and Japanese 
banks did not have to go to the capital market to 
increase their liquidity. Instead they benefited from 
medium-term deposits made by OPEC countries that 
wished to diversify the nationality of the banks holding 
their assets. But two developments have since left these 
banks less liquid. First, as world petroleum markets 
weakened, oil-exporting countries slowed and then

*ln a swap, a bank issues a fixed-rate note and a corporation 
obtains a floating-rate credit of similar maturity. Then, each 
undertakes to service the other’s obligation. Such an arrangement is 
mutually advantageous when one or both parties is able to borrow 
relatively cheaply in the specific market it enters.
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Maturity of the Foreign-Currency 
Balance Sheet of Selected Banks
Long-term assets to long-term liabilities 

Ratio
3.60---------------------------------------------------------------------

3.

3.

3.

2 .

2 .

2 .

2 .

2 .

1.
1975 76 77 78 79 80 81 82 83

♦ Dollar balance sheet of banks in Japan, nonsterling 
balance sheet of Japanese banks in United Kingdom.

Sources: Bank of International Settlements, Statistics 
of Eurocurrency; Bank of England Q uarterlv Bulletin.

reversed their accumulation of foreign assets, especially 
medium-term Eurodeposits. Second, recent reschedul
ings of major international debts have lengthened the 
maturity of assets.

Although neither French nor Japanese bankers report 
any difficulty in raising short-term funds, they have 
indicated that officials in their countries have expressed 
concern about the banks’ liquidity. Against this back
ground, these banks began to close the gap between 
their long-term lending and their long-term funding in 
foreign currency. French banks started in mid-1982 after 
their change in management; Japanese banks started 
only after strains appeared in the international interbank 
market in the second half of 1982.

At the same time, developments in international cap
ital markets have favored the banks’ efforts to close the 
gap. Since 1982, banks have been able to sell fixed- 
rate obligations and convert the proceeds into floating- 
rate funds by swapping them with nonfinancial corpo
rations. In this manner some banks secured three-month 
money over the medium term for less than they would 
pay for three-month money in the interbank market. 
Japanese and German banks have pursued these deals 
actively. French banks have not because official

policy has reserved the fixed-rate sector of the international 
capital market for their domestic customers. In addition, the 
recent broadening and deepening of the Eurodollar floating- 
rate-note market has made it easier and cheaper for banks 
to raise medium-term funds there.

Robert N. McCauley

Borrowing Against 
Home Equity

In recent quarters households have been liquifying their 
home equity at a pace not seen since 1979. Debt out
standing on existing homes expanded by an estimated 
$40 billion in the second half of 1983 alone (chart). 
Households can use the proceeds from these borrow
ings for various purposes: to repay other outstanding 
debt, to accumulate assets, or to finance consumption 
expenditures.

Households can usually borrow against home equity 
at rates that are slightly above prevailing mortgage 
rates. The cost of all forms of unsecured personal bor
rowing is substantially higher than the cost of mortgage 
borrowing. (The spread between the average two-year 
personal loan rate and the average contract mortgage 
rate has been as much as 5 percentage points.) Also, 
mortgage loans allow longer repayment periods than 
personal loans. Thus, home equity is a preferred source 
of personal finance to direct consumer credit for those 
who can utilize it. The method used for liquifying 
accrued home values, however, has varied over time 
with credit and housing market conditions.

When home prices are accelerating, households can 
sell their homes, extinguish their outstanding mortgages, 
and realize capital gains. These profits need not be fully 
invested as downpayments on the next homes. Since 
the mortgage rate for a home purchased with 50 percent 
down is on average less than 50 basis points lower than 
the rate for the same home purchased with a much 
smaller downpayment, investing the funds in the 
downpayment offers little advantage. The cost of the 
funds gained in the existing home transaction, then, is 
essentially the rate on the new mortgage. This method 
of liquifying home equity was widely used during the 
booming housing market of the late 1970s.

A second way of getting access to tangible wealth
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through the mortgage market is to refinance in excess 
of an existing mortgage. This is an especially attractive 
alternative when interest rates drop since the household 
can take on a larger debt than the outstanding mortgage 
and still have the same monthly payment. Again, the 
cost of the additional funds borrowed is the mortgage 
rate.

A third mechanism for obtaining funds backed by 
homeownership is taking on a second mortgage. Second 
mortgages were not particularly popular with lenders or 
borrowers in earlier years; low interest rate ceilings 
made them unprofitable for lenders while borrowers 
found the terms inflexible. But with the removal of 
“ usury” rate restrictions, lenders have made second 
mortgages more appealing to borrowers by offering lines 
of credit as well as the conventional lump sum con
tracts.

Which of these home equity financing techniques have 
been prominent recently? Refinancings are estimated to 
have accounted for more than half the current surge in 
debt on existing homes. They became particularly 
appealing during 1983 when mortgage rates dropped 
more than 150 basis points. In the second half of the 
year, the increase in debt from refinancings at savings 
and loan institutions totaled $13 billion. Data on refi
nancing activity at other types of lenders are not avail
able. But, if those lenders experienced the same volume 
of refinancings per dollar of originations during the six- 
month period, total refinancings would have accounted

for about $30 billion in net mortgage flows. By com
parison, for all of 1979, when market values of houses 
rose rapidly, refinancing contributed an estimated $21 
billion in additional mortgage debt and accounted for 
only 25 percent of the increase in debt outstanding on 
existing homes.

Also, the new line-of-credit type of second mortgage 
financing is being actively marketed. These contracts, 
frequently called equity access accounts, are accessible 
by writing checks. The maximum line of credit is usually 
70 to 80 percent of the difference between the home’s 
current sale value and the balance remaining on the first 
mortgage. The interest rate charged is typically one to 
two percentage points above the prime or some market 
rate. So, equity access funds are cheaper than ordinary 
revolving credit and personal loans, as well as more 
flexible than the conventional second mortgages of the 
past. If their availability continues to spread, future 
increases in home equity values could become more 
readily and quickly liquified to support consumption or 
for other purposes. However, the future popularity of 
equity access accounts tied to market rates will depend, 
in part, on how willing households are to absorb the risk 
of variable rate liabilities.

Robin C. DeMagistris

The Impact of Weather 
on Housing Starts in the 
First Quarter of 1984

The wide swings in the published figures on residential 
construction activity during early 1984 once again 
reminded us how dramatically weather can influence 
economic data. Housing starts figures seasonally 
adjusted in the usual way showed a surge in January 
and February but a sharp drop in March, reflecting in 
part unusual changes in weather conditions.* Our 
analysis suggests that after allowing for the extreme 
weather changes, housing starts were strong in the first

*The official seasonal adjustment process eliminates variations in the 
unadjusted data caused by such factors as normal changes in 
weather and differing lengths of months. This adjustment is based 
on the experience of the previous five years, and does not take 
account of abnormal weather conditions in a particular month.

Borrowing against Home Equity
Billions of dollars

*T o ta l increase in long-term home mortgage debt held by 
households less estimated extensions of debt for new 
home purchases. Estimates of new home mortgages are 
constructed by multiplying the FHLBB average new home 
loan and number of new homes sold.
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Housing Starts and Weather in the First Quarter o f 1984
In Percent

Degree days* Published Housing Starts Weather-adjusted Housing S ta rts f
(deviation from normal) (seasonally adjusted change) (change)

December January February March January February March January February March
Region a b a b a b

Northeast - 7 - 8 18 -2 1 * 32 59 -4 5 33 32 21 31 -1 9 -1 3

North Central -3 0 - 5 21* -2 0 49 10 -3 4 20 15 -1 7 - 2 0 -11

South ................ -31 -1 4 13 - 10* - 3 22 -2 8 -1 6 -1 6 - 7 - 7 - 8 0

West§ ................ 0 9 6 15 43 -1 2 -1 0 30 43 -1 0 -1 2 -1 8 -2 3

United States§ -1 9 - 6 16 -1 0 17 14 -2 7 1 3 - 6 - 4 -11 - 9

‘ Positive numbers indicate warmer than normal temperatures; regions are weighted by population.

fHousing starts were adjusted for the weather in two alternative ways. The first method (a) adjusts starts data from their reported levels by 
the same percent as degree-days vary from their normals, thereby increasing the measure when temperatures were below normal, and 
vice versa. Recognizing that small fluctuations of temperatures may not significantly alter housing starts, a second adjusted series (b) ignores 
degree-day deviations of less than ten percentage points. In addition, since severe storms certainly interfere with starts, this series increases 
starts by ten percent in a region that experienced severe storms—approximately the difference between the Northeast and North Central 
regions in March.

in d ic a te s  severe storm(s) in region during month.

§Excluding Alaska and Hawaii.

Source; Bureau of the Census, and Assessment and Information Services Center, Climate Impact Assessment.

quarter as a whole, but that the peak this winter 
occurred in January rather than February as published.

Weather conditions help to explain the recent regional 
and national fluctuations in monthly data on housing 
starts (table). Housing starts are especially sensitive to 
temperature extremes in winter, since frozen ground 
makes the starting of new projects nearly impossible. 
January’s warming from December coincided with a 
jump in housing starts, especially in the North Central 
region. Moreover, in February increasingly warm weather 
was accompanied by large increases in starts except 
where severe storms occurred. In contrast, March 
brought very cold weather or severe storms in every 
region except the West, and housing starts fell sharply 
in these affected regions. The West, unlike the other 
regions, did not experience large fluctuations in weather 
patterns this winter. Even though the weather appeared 
to be favorable, this region registered declines in 
housing starts in February and March.

To quantify the effect of weather on starts, the levels 
of regional housing starts were adjusted in two admit

tedly crude ways. These methods raised starts in cold 
months and lowered them in warm months; the second 
method also adjusted for severe storms. Although other 
reasonable techniques may yield different outcomes, the 
results of these two adjustments are quite similar. The 
first quarter weather-adjusted average of the annual rate 
of housing starts stood between 1.92 million and 1.98 
million units, bracketing the reported average. In both 
cases, housing starts rose slightly in January from a 
weather-adjusted December level and declined in Feb
ruary and March, ending between 1.74 million and 1.84 
million units. This pattern resembles that of the West 
(where weather was more nearly normal), lending some 
support to our results.

These weather-adjusted figures suggest that housing 
starts peaked during the quarter in January rather than 
February. They also indicate that, while the published 
figure for March probably did not fully reflect the 
underlying strength of residential construction, there may 
have been some modest slowdown in starts during the 
course of the first quarter.

Robert B. Stoddard
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Why Are New York City’s 
Electricity Rates So High?

Electricity rates in New York City are among the highest 
in the nation and pose an impediment to the city’s 
continuing effort to maintain and expand employment for 
its residents. High electricity costs have recently been 
an important consideration in negotiations between the 
city and some financial service firms regarding the 
possible relocation of their back-office operations.

Consolidated Edison Company of New York (Con Ed), 
which serves the five boroughs of New York City and 
also Westchester County, leads the nation in the cost 
of 12  customer usage categories and has the second 
highest charges in the remaining three.1 All classes of 
Con Ed’s customers—residential, commercial, and 
industrial—face these high electricity bills. Moreover, 
based on data for residential customers of 60 major 
utilities in the United States, the discrepancy between 
electricity rates at Con Ed and other utilities is not only 
substantial but, in dollar amounts, has been growing 
over time (Chart 1).

High electricity rates in the Second Federal Reserve 
District are not restricted to Con Ed. In 1983 most of 
the District’s private utilities had rates above the United 
States average, with the highest occurring in the 
downstate New York and New Jersey area (Chart 2). 
Several other Second District companies also stand 
among the ten private utilities with the highest electricity 
rates in various customer usage categories. However, 
none of these companies appears as frequently or as 
consistently with a high ranking as Con Ed. In addition, 
significant differences exist between the level of Con 
Ed’s rates and those of the other Second District utili
ties. For example, in the case of a household using 500 
kilowatt-hours of electricity, Con Ed charged some $13 
more per month than did the next highest Second Dis
trict utility on the top ten listing.

Discussions of the marked differences in electricity 
costs between Con Ed and other companies tend to 
focus on single explanations, high taxes being a factor 
often mentioned by local utility spokesmen. In actuality, 
a number of factors contribute to the differences:

High peak, low average demand. An electric power 
company must make the capital investment to meet 
peak demand and all its ratepayers must share this 
cost. A 1980 study comparing seven other large, urban 
utilities with Con Ed found its peak demand to be

’ United States Department of Energy, Typical Electric Bills January 1, 
1983.

among the highest of the group, whereas its per cus
tomer usage was only half the seven-firm average.2 Con 
Ed’s fixed costs are large relative to usage and as a 
result, each kilowatt-hour consumed by Con Ed cus
tomers carries a relatively high fixed-cost burden.

Oil. Con Ed relies very heavily on oil for power gen
eration whereas the nation as a whole depends to a 
much greater extent on less expensive coal, gas, and 
hydropower. In 1982 the average cost of oil was three 
times greater than the cost of coal per unit of generating 
power.

Low sulfur oil. Due to environmental considerations, 
Con Ed must burn oil with low sulfur content rather than 
less expensive high sulfur oil or coal. The cost of low 
sulfur oil is currently some 20 percent greater than high 
sulfur oil and at times in recent years has been as high 
as 40 percent greater.

2Theodore Barry and Associates, Evaluation of Electric Supply 
Options for the City of New York, Part I, February 1980.

Chart 1

Typical Residentia l E lectric B ills 
of S ixty United States U tilitie s

Dollars/1000 kilow att-hours

Plottings are for December of each year.

Source: Jacksonville  (F lo rida ) E lectric Authority’s 
Comparison of Monthly Residential E lectric  Rates.
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Lim ited Use of Hydropower. Because of both an 
inadequate power transmission network in New York 
State and legal constraints on hydropower distribution, 
Con Ed’s purchases of this inexpensive fuel from 
upstate New York and Canada amount to only a small 
percentage of its total requirements.

Taxes. While state and local taxes paid by utilities in 
New York State are the highest in the nation, downstate 
New York utilities are taxed even more heavily than their 
upstate counterparts. In 1982 for example, state and 
local taxes as a percentage of electric utility revenues 
were 18 percent and 17.2 percent at Con Ed and the 
Long Island Lighting Company, respectively. The 
weighted average for the five other privately owned 
utilities in New York State, however, was only 11.8 
percent.

Underground transm ission. Con Ed utilizes an 
underground transmission system which is two to three 
times more expensive to install than an overhead dis
tribution system. In addition, maintenance of an under
ground system is also more costly than the upkeep of 
above ground lines.

An excessive rate of return does not seem to be one 
of the reasons for Con Ed’s high electricity costs. 
Informal estimates by the New York State Department 
of Public Service of rates of return to New York’s private 
electric utilities for 1981 and 1982 show that Con Ed’s 
were the lowest.

Because high electricity rates add significantly to the 
cost of living and doing business in the New York City 
area, it is worth considering ways of reducing this 
problem. Con Ed’s reliance on expensive fuel is the 
most likely candidate for change and the company 
already has plans for lowering this cost. Among other

Chart 2

Average Price of E le c tr ic ity  Supplied to all Custom ers in 1983

United States

Downstate New York

Con Ed

Orange & Rockland 
U tilities

Long Island Lighting

Northern New Jersey

Rockland E lectric

Jersey Central P&L 

Public Service E&G

Upstate New York

Central Hudson G&E

Rochester G&E 

New York State E&G 

Niagara Mohawk Power

0 1 2 3 4 5 6 7 8 9 10 1 1 1 2  1 3 1 4  15
C ents/k ilow att-hour

Sources: New York State Energy Office and New Jersey Department of Energy.
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things, it is seeking permission to substitute coal for oil 
in some of its generating plants and also has asked for 
additional transmission lines to less expensive upstate 
and Canadian power sources. A lower tax burden could 
also reduce costs and Con Ed has pursued, and con
tinues to pursue, this remedy as well. Finally, Con Ed’s

unusually wide disparity between peak and average 
demand might be reduced somewhat by more aggres
sive use of such incentives as seasonal and time of day 
pricing. The only cost factor that probably cannot be 
remedied is Con Ed’s expensive underground trans
mission system.

Lois Banks
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In Brief
Economic Capsules

Collateralized Mortgage 
Obligations: Do They Reduce 
Cash Row Uncertainty?
The collateralized mortgage obligation (CMO) has become 
a very popular instrument in the secondary mortgage 
market: over $9.5 billion of these securities have been 
issued since the first offering in June 1983. Like standard 
mortgage pay-through securities, the cash flow generated 
by the CMO mortgage collateral pool is used to provide for 
interest and principal repayment. However, the conventional 
wisdom is that the CMO structure creates two advantages 
over the standard pay-through bond.

First, CMOs offer a wider variety of expected maturity 
dates and thus may appeal to a broader spectrum of 
investors. Second, they “offer a more predictable principal 
repayment schedule.”1 If both propositions were true (and 
there were no alternative means in the market to accomplish 
the same ends), one would expect the CMO to lower 
mortgage rates by making mortgages more marketable in 
the secondary market.

But the second proposition is not necessarily true. 
Although the CMO structure does lead to a more diverse 
selection of expected maturity dates, our research indicates 
that the timing of the cash flows cannot be more predictable 
for all CMO investors.2 In fact, we show that under a variety 
of conceivable circumstances the timing of the payment 
stream for many CMO investors will be considerably less

The authors would like to express their appreciation to Amy Barber for 
her assistance in the calculation of the figures in this article.

1Real Estate Finance Today, "Lack of Consensus May Delay CMO 
Guidelines" (May 1984), page 9.

2For a proof of this assertion, see Arturo Estrella and Andrew Silver, "The
Collateralized Mortgage Obligation: A Statistical Analysis of Its Cash
Flows” Federal Reserve Bank of New York Working Paper, forthcoming.

certain than with a standard pay-through bond. Furthermore, 
under some scenarios, all CMO investors may receive less 
predictable cash flows.

Uncertainty about the timing of payments on any mort
gage or pay-through security (including CMOs) arises from 
the borrower’s option to prepay the mortgage at any time 
(usually with little or no penalty).3 With a pay-through bond, 
these prepayments would be passed onto the holder of the 
security, effectively reducing the instrument’s duration— a 
measure of its average life. Investors generally view this 
duration uncertainty as a disadvantage, since it could leave 
them vulnerable to some unexpected interest rate risk.4

While all investors in a standard pay-through security 
receive a pro rata share of each of the payments, CMO 
investors get a pro rata share of only a specific segment 
of the total mortgage payments. By design, the CMO 
mortgage pool is divided into two or more maturity classes. 
Initial principal payments (both prepayments and regular 
repayments) from the total pool are paid to investors in the 
shortest maturity class only, until their entire principal has 
been repaid. Principal repayments to investors in any sub
sequent class are made only when all of the shorter maturity 
classes are fully paid off.

Therefore, while all investors in standard pay-through 
securities share the same randomly timed payment stream, 
CMO investors can choose among classes with different 
expected cash flow patterns, ranging from very short to very 
long periods. However, the variability around those expected

*We are abstracting here from any other payment uncertainty, such as 
default risk.

♦Interest rate risk is the risk that net worth may decline due to a change 
in interest rates. To avoid this, investors may in principle adjust their 
portfolios so that the ratio of the duration of liabilities to the duration of 
assets equals the ratio of assets to liabilities. However, when the duration 
of an asset is uncertain, as in the case of a mortgage with a 
prepayment option, it is not possible to adjust so precisely. For a further 
explanation of duration and interest rate risk, see Richard W. McEnally, 
"Duration as a Practical Tool for Bond Management" Journal of Portfolio 
Management (Summer 1977), pages 53-57.
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Duration Statistics for a Simulated Collateralized Mortgage Obligation

Prepayment rates*

FHA Flat Increasing Decreasing
Security Meant Variance^ Meant Variance^ Meant Variance^ Meant Variance^

Mortgage pool ....................... ..................5.73 038 5.51 .043 6.50 .020 4.71 .051

CMO class
1  ..................2 47 .084 2.02 092 3.83 .150 1.44 .037
2  ..................4 64 .137 4.37 .172 6.16 .057 3.08 .129
3  ..................6.28 .102 6.11 .098 7.08 .017 4.82 .156
4  ..................7.40 .020 7.24 027 7.57 .004 6.50 .102
5  ..................7.87 .001 7.84 .002 7.88 .000 7.73 .009

*One of our prepayment assumptions represents the actual FHA experience from 1970 to 1983. See Thomas N. Herzog and Dominick C. Stasulli, 
"Survivorship and Decrement Tables for HUD/FHA Home Mortgage Insurance Programs as of December 31, 1983” U.S. Department of Housing 
and Urban Development (March 1984). A second schedule assumes a flat expected prepayment rate of 6 percent (of the remaining outstanding 
mortgages) per year over the 30 year period— the average of all the annual FHA rates. Finally, two sets of more strongly tilted rates are used. One 
increases linearly from 1.1 percent in the first year to 10.9 percent in the twenty-ninth, and the second decreases linearly from 10.9 percent to 1.1 
percent. Once again, the average rate is 6 percent in both cases, 

t in  years, 
t in  years squared.

patterns depends on the variability of the repayments in 
which the investors share. The investor in a CMO class 
shares the cash flow from just a portion of the mortgage 
pool, a portion segmented by the timing of payments. One 
would thus expect that the repayment period for a CMO 
class probably would be less spread out than for a standard 
pay-through security. This would tend to reduce the vari
ability of the payments and is probably behind the conven
tional conclusion that CMOs provide a more predictable 
repayment schedule.

Another factor, however, tends to increase the variability. 
Prepayments which come in at unexpected times have a 
much larger impact on the duration of a CMO class than 
of a standard pool. This is because in a standard pool, 
deviations from expectations are averaged over the entire 
pool, while CMO deviations are averaged over only a seg
ment of the pool.

So it is not clear, a priori, whether the duration of the 
repayment schedule would tend to be more predictable with 
a CMO class than with a conventional pay-through security. 
The answer depends on the relative magnitudes of the two 
opposing factors described above, which in turn depend on

5To shift the uncertainty, issuers could direct all or part of the initial 
prepayments to classes other than that with shortest stated maturity.
Alterations of the conventional CMOs along these lines have not yet 
become commonplace in the market, although at least one variant was 
offered in early 1984, in a private placement. (See Bondweek, "Lepercq 
Structures CMOs to Protect Short-term Investors” [March 19, 1984], page 
1.) As with conventional CMOs, however, any alteration would leave at 
least one class of investors with greater uncertainty than with a standard 
pay-through security. For a proof of this assertion and an example of an 
alternative structure, see Arturo Estrella and Andrew Silver, op. cit.

the probability distribution of the timing of the prepayments. 
What is clear, however, is that not all of the CMO classes 
can have more predictable cash flows. At best, the uncer
tainty can be shuffled from class to class.5 At worst, the 
uncertainty for all classes is greater than that for the pool.

To illustrate these points, we examined the effects of 
uncertain prepayments on the duration for a variety of 
possible distributions. Prepayment experience will vary with 
interest rates; generally, higher interest rates lead to slower 
prepayment rates. Thus, the exact distribution may vary if 
the CMO is offered at different points in the interest rate 
cycle.

We measure the uncertainty regarding cash flow timing 
by the variance of the duration, which quantifies the dis
persion around the expected duration.6 The method of 
Monte Carlo simulations was used to estimate the means 
and variances of the duration for a standard pay-through 
security and CMO classes based on the same underlying 
mortgages. In each simulation, the basic pool consisted of 
100 independent 14 percent 30-year mortgages, and the 
CMO was assumed to have five classes (each with the 
same initial principal).

The mean and variance of the duration for each distri
bution are presented in the table for the mortgage pool and 
for each of the five CMO classes. The results indicate that:

instead of looking at the deviations from the mean duration, one can look 
at the dispersion around any “desired” duration. This amounts to 
attributing a specific form to investors’ preferences regarding duration. In 
our basic simulation (five CMO classes, FHA prepayment rates), the pool 
was preferable to all CMO classes for some of the desired durations.
See Arturo Estrella and Andrew Silver, op. cit.
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•  the claim that the CMO provides a wider selection of 
expected durations is correct, but

•  the claim that duration is more predictable for the CMO 
classes is incorrect in most cases.7

CMO classes, then, offer a variety of combinations of 
expected durations and variances. For some investors, certain 
classes may provide both a more appealing expected duration 
and more payment timing certainty than a standard pay-through 
bond. Other investors, however, may find that a CMO class 
offers more desirable expected cash flow timing only at the 
expense of higher variability. Thus the total cost of issuing a 
CMO instead of a standard pay-through security can be lower 
only if the premium relinquished by the group which benefits 
from the CMO exceeds the premium required by the group 
which is made worse off.

^There are conceivable situations in which all of the classes would have a 
higher variance than the pool. For example, with two CMO classes, an 
interest rate of eight percent and annual prepayment rates decreasing 
linearly from 7.4 percent to 4 6 percent, the class variances are 130 and 
.107, while the pool variance is .098.

Arturo Estrella and Andrew Silver

Trade Impact of Recent 
Actions on Unfair Trade Suits

In recent years U.S. industries have filed record numbers 
of petitions for import relief under the antidumping (AD) and 
countervailing duty (CVD) laws— and the pace is picking up 
(Table 1). Some observers regard this as a worrisome 
development. And it is true that suits charging unfair trade 
practices are often merely the opening move by companies 
and industries in a broader campaign for relief from imports. 
The steel industry, for example, accounts for half of the AD 
and CVD suits filed since 1980, and those actions were 
clearly just one element of a multifaceted effort to gain 
protection.

Nevertheless, a close inspection of the data indicates that 
apart from steel, the recent escalation in trade suits has so 
far had only a limited impact on U.S. imports. From January
1980 to April 1984 the value of all nonsteel imports covered 
under successful suits amounted to only $1.3 billion, less 
than 1 percent of total nonsteel, nonoil imports in 1979, the 
base year (Table 2). Suits involving some $3.4 billion of 
imports were denied, including a negative determination on 
a case involving $2.6 billion of lumber imports from Canada. 
Therefore, the degree of protection actually emanating from

Table 1

Countervailing Duty and Antidumping Cases, 
1980-84
In number of cases

Total
Year initiated cases Nonsteel Steel

1980 . . .  55 23 32
1981 . . . . . . . . .  27 19 8

1982   113 45 68
1983   66 42 24

1 9 8 4 * ...................  39 20 19

Total ....................... 300 149 151

'Through April 30, 1984

Source: United States Office of the Trade Representative,
Trade Action Monitoring System (June 1984).

Table 2

Value of Nonsteel, Nonpetroleum Imports 
Covered by Countervailing Duty and 
Antidumping Suits, 1980-84
In thousands of 1979 dollars, customs value

Newly Initiated Investigations
Year initiated Affirmative Negative Pending Total

1980 ............. 550,303 75,243 0 625,546
1981 ............. 164,284 159,959 0 324,243
1982 ............. 470,339 3,090,260 2,917 3,563,516
1983 . . . . 83.320 23.810 39,233 146,363
1984’ ............. 0 29,683 375,797 405.480

Total ............. 1,268,246 3.378,955 417,947 5,065,148

'Through April 30. 1984, figures not annualized.

Source: Trade Policy Staff Committee, TRADENET database and 
United States Office of the Trade Representative, Trade Action 
Monitoring System (June 1984).

AD and CVD suits is not very large even when the suits 
that were unsuccessful are factored in. That conclusion is 
true both in the aggregate and for individual trading partners.

The problem of protectionism is still of concern'. But the 
true source of that concern has to do with nontartff barriers 
to trade including various orderly marketing arrangements 
and voluntary quota arrangements which do inhibit trade to 
an important degree. Recent petitions for import relief under 
AD and CVD laws have not been a major source of pro
tectionist pressure.

Paul Glotzer and Leonard Sahling
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Fiscal Stimulus 
in the Current Recovery

In view of the recent budget measures passed by the U.S. 
Congress, will the reduced, but nevertheless still large, 
federal budget deficits continue to have a stimulative effect 
on the economy? Our analysis suggests that unusually 
strong fiscal thrust should persist through 1984 and 1985, 
even with the recent “downpayment” package included in 
the Deficit Reduction Act of 1984.1

In its latest forecast, the Congressional Budget Office 
estimated that prior to the Deficit Reduction Act, the federal 
deficit would have been around $195 billion in 1985. This 
would represent about 5.0 percent of GNR down from a 
peak of 6.1 percent in 1983. With the $13 billion down
payment package, though, the deficit should fall to roughly 
4.6 percent of GNP in 1985. And, if Congress cuts defense 
spending, the ratio could be even lower.

On the surface, this may seem to indicate that the stim
ulatory effect of fiscal policy will decline from 1983 to 1985. 
In measuring fiscal stimulus, however, it is important to 
separate business cycle effects from discretionary policy. For 
example, the federal deficit usually falls during an economic 
upturn whether or not new policies are enacted, as higher

1The Deficit Reduction Act of 1984 includes nearly $11 billion in higher 
revenues and about $2 billion in lower nondefense outlays in fiscal 1985. 
It does not include reductions in defense outlays.

The Effect of Federal Policy Changes Since 1981 
on Budget Deficits*
In billions of dollars, by fiscal year

Legislative changes 1982 1983 1984 1985

Tax reductions! .......................... - 4 0 -7 3 -9 3 -1 0 6
Defense spending increases . . -1 -1 7 -2 5 -3 6
Nondefense spending cuts . . 39 46 48 61
Effect of legislative actions on 
interest c o s ts ................................. t - 2 - 9 -1 8

Total changes .............................. - 2 -4 7 -7 9 -9 9

*The figures for 1982-84 are Congressional Budget Office (CBO) 
estimates. The 1985 figures are CBO estimates adjusted by the 
authors to include the revenue and outlay provisions contained in 
the Deficit Reduction Act of 1984. A negative figure indicates that 
the legislative change contributed to the federal budget deficit. 
The aggregate changes are in net terms and are the difference 
from the CBO baseline in each year.

fThe effects of changes in social security tax rates and maximum 
taxable income legislated prior to the 1983 Social Security 
Amendments are not included. 

tLess than $500 million.

Source: Baseline Budget Projections for Fiscal Years 1985-1989, 
Congressional Budget Office (February 1984).

Change in the Ratio of the  
High-employment  Defici t  to 
Potential  GNP in Expansion
P erce n tag e  p o in t change in yea rly  ave rage 

Percentage po in ts
2 .5 -------------------------------------------------------------------------------------

A verage over last five expansions

2 0 —  llllll C u rre n t expansion, w ithou t do w n paym ent 

~] C urren t expansion, w ith downpaym ent

1 5 -------------------------------------------------------------------------------------

A positive number indicates an increase in the ratio of the high- 

employment deficit to potential GNP; a negative number indicates a 

decrease.

The high-employment deficit and potential GNP estimates for 1984 

and 1985 were calculated by the authors in two steps. First, 

adjustments were made to the Bureau of Economic Analysis’ (BEA) 
estimates for different assumptions regarding interest rates, 

potential GNP, and profit and income shares. Second, the proposed 

spending and tax changes in the Administration’s Fiscal Year 1985 
Budget, embodied in the BEA’s estimates, were omitted in the 

"without downpayment” scenario and were replaced with the 
revenue and outlay provisions in the Deficit Reduction Act of 1984 in 
the “with downpayment” scenario.

Sources: The high-employment deficit and potential GNP estimates 
through 1983 are calculated by the BEA. For recent estimates,'see 

Joseph C. Wakefield and Richard C. Ziemer, “ Federal Fiscal 
Programs” , Survey of Current Business (February 1984), pages 
9-19.

growth brings about an increase in federal tax receipts and 
a drop in unemployment benefits. For this reason, we focus 
on the ratio of the high-employment deficit to potential GNR2

^The high-employment deficit is calculated under the assumption that the 
economy is at full employment, which, in recent years, is defined as 6 
percent unemployment. This measure is derived by adjusting many 
components of outlays and receipts; e.g., unemployment insurance 
benefits and individual and corporate income taxes, to reflect the 
impacts of differences between actual and potential levels of economic 
activity.
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The high-employment deficit as a share of potential GNP 
rose from 0.6 percent in 1981-1 to 3.3 percent in 1984-1. 
Even with the downpayment, it will average 4.4 percent in
1985. Legislative changes since 1981 are mostly responsible 
for the increasing high-employment deficit. In particular, the
1981 tax cut package, the growth of defense outlays, and 
the indexing of the individual income tax in 1985 contribute 
substantially to the increase (table).

As a result, fiscal thrust in this expansion is quite large 
compared with that in past economic upturns. To be sure, 
the nearly one percentage point rise in the high-employment 
deficit to potential GNP ratio in 1983 is similar to what 
generally occurred in the first year of earlier recoveries 
(chart). But the consecutive increases in 1984 and 1985 
contrast markedly with the typical declining or neutral pattern 
over the second and third years of expansion. The current 
stance of fiscal policy, then, may be an important factor 
behind the unusually strong growth in real GNP so far in 
1984. Our results also indicate that next year’s economic 
activity should still be buoyed by the impetus of fiscal policy.

A. Steven Englander, Carl J. Palash, and 
Peter D. Skaperdas

Outlook for State and Local 
Government Holdings of U.S. 
Treasury Securities
In 1982 and 1983, state and local governments financed 
a significant portion of the Federal deficit, as they 
increased their holdings of Treasury securities by $17.2 
and $39.6 billion, respectively.1 Most of the investments 
in these two years appear to have come from the 
unused proceeds of municipal security issues. Those 
issues were extremely high, particularly in 1983, as a 
result of the strength in the bond market and the rush 
to beat the deadlines for issuing bearer bonds and 
single-family mortgage revenue bonds. Most experts in 
the municipal markets expect levels of issuance to be 
substantially lower in the coming months. By contrast, 
only a part of the 1983 acquisitions of U.S. Treasury

'This analysis deals only with state and local governm ents pe r se, 
and not their pension funds, which independently buy Treasury 
obligations, along with other securities.

obligations can be explained by the budget surplus at 
the state and local government levels.

The ability of state and local governments to invest 
the proceeds of tax-exempt securities, whether in 
Treasury instruments or in anything else, is restricted by 
guidelines established by the U.S. Treasury. In general, 
the Treasury has ruled that if the proceeds of a munic
ipal bond are invested at a materially higher yield than 
the interest paid on the bond, the interest on the 
municipal bond will not be exempted from Federal 
income taxes. Therefore, to retain the bond’s tax-exempt 
status, the yield earned on the unused proceeds of the 
bond may be at most slightly higher than the cost of 
funds.

In practice, however, several exceptions to the rule 
drastically lessen the constraints on how state and local 
governments may invest the proceeds of bond issues 
for temporary periods of time. The trouble is that once 
the temporary time period lapses the investments must 
be liquidated. The guidelines are strict enough to make 
it likely that state and local governments will be required 
to disinvest the unused proceeds of past bond issues 
in the near future. In fact, net purchases of Treasury 
securities have already fallen to $2 billion in the first 
quarter of 1984, compared with an average quarterly 
rate of $10 billion in 1983.

These are the key elements of the guidelines:
(1) When the securities are issued to raise “ new 
money,” the unused proceeds on most general obligation 
and revenue bonds can be invested without yield 
restriction for a “temporary period” of up to three years 
if at least 85 percent of the proceeds are spent within 
three years.
(2) When the securities are issued to refund outstanding 
issues, the restriction-free “ temporary period” is gen
erally two years, provided that the principal and debt 
service of the original bond are repaid at the end of this 
“ temporary period.”

Because the time limit based on the heavy issuance 
of municipal securities in the 1982-83 period is coming 
up and because the special factors which operated to 
create that period of heavy issuance have vanished, the 
likelihood is that state and local holdings of Treasury 
securities will be run off, with new acquisitions sharply 
limited.2 Therefore, this substantial source of Treasury 
financing will be much less important in the near future.

2The authorization to issue tax-exem pt single-fam ily m ortgage revenue 
bonds, which expired at the end of 1983, was reinstated by the 
recently passed Deficit Reduction Act of 1984. This may increase  
somewhat the issuance of new tax-exem pt securities, and hence  
municipalities' purchases of Treasury securities, relative to the first 
quarter of 1984.

Eric M. P. Tang
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Impact of IRAs on Saving: 
An Update
In an earlier Quarterly Review article, we argued that the 
expansion of the Individual Retirement Arrangement (IRA) 
program by the Economic Recovery Tax Act of 1981 (ERTA) 
would probably not produce much new saving by house
holds— the main intent of the law.1 Instead, it seemed likely 
to result in large-scale reshuffling of existing assets to take 
advantage of the tax break. Although the amount of new 
saving generated by IRAs cannot be measured directly, we 
cited indirect evidence suggesting that most of the individ
uals newly eligible to open IRAs probably were in middle- 
to-high-income brackets and therefore had many assets that 
could be used to fund such investments.

Preliminary data on 1982 tax returns have recently 
become available, so it is now possible to see which indi
viduals did in fact make most of the new IRA contributions. 
Because publicity surrounding the passage of ERTA may

’ See Robin C. DeMagistris and Carl J. Palash, “ Impact of IRAs on 
Saving” this Quarterly Review (Winter 1982-83), pages 24-32.

have helped boost contributions in 1981, we compare IRA 
contributions in 1982 with those in 1980 to get a sense of 
the legislation’s full impact.

Most of the new IRA contributors belong to the upper- 
middle and high-income groups. The number of tax returns 
with income in excess of $20,000 (the top 40 percent of 
all returns) showing IRA contributions climbed by about eight 
million between 1980 and 1982 (table). For those with lower 
income, the gain was less than two million returns.

The distribution of IRA contributions bears out the larger 
role of higher-income individuals in the expanded program. 
Individuals in the top 20 percent of the income distribution 
were responsible for about two-thirds of the $25 billion 
increase between 1980 and 1982. About 90 percent of this 
overall gain came from the highest two income groups. It 
is not known whether these people boosted their saving to 
fund IRAs. But, as we showed in our earlier article, these 
individuals already had many assets, and therefore probably 
switched from these other assets into IRAs. Chances are 
slim that they saved significantly more specifically in 
response to the availability of IRAs.

Most of the IRA contributions, then, may not constitute 
new private saving, but they have reduced tax revenue. We 
estimate that the tax loss from IRA contributions in 1982 
may have been about $9 billion.

Distribution of IRA Tax Returns and Contributions by Income Group
In recent years*

Income groupt 
(annual income in dollars) 1980

Tax returns with 
IRA contributions 

(thousands of returns) 
1981 1982 1980

IRA
contributions 

(millions of dollars) 
1981 1982

less than 6,000 ............................................. 16.4 42.9 147.5 13.3 37.2 296.3
above 6,000 and less than 11,000 ........... 99.2 180.2 503.6 78.0 150.3 786.7
above 11,000 and less than 20,000 ........ 310.9 419.7 1,348.7 321.7 489.0 2,388.5
above 20,000 and less than 30,000 ........ 643.8 857.7 2,978.7 799.0 1,122.9 6,068.5
30,000 and more ......................................... 1,494.1 1,914.8 7,119.5 2,218.9 2,950.8 18,876.1

Total ................................................................ 2,564.4 3,415.1 12,098.0 3,430.9 4,750.2 28,416.0

'Columns may not add to totals because of rounding.

fEach income group represents 20 percent of all tax returns filed. The annual income cutoffs of the income groups are approximate. 
Source: Internal Revenue Service, Statistics of Income: Individual Tax Returns (1980-1982) The data for 1982 are preliminary.

Robin C. DeMagistris and Carl J. Palash
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In Brief
Economic Capsules

New Findings on 
Brokered Deposits

The development of the market for brokered deposits— 
funds placed in commercial banks or thrift institutions 
through money brokers—has led to certain well-publi- 
cized abuses that pose unwarranted risk to the federal 
deposit insurance funds. Depository institutions in dis
tress can obtain federally insured liabilities more easily 
through this market and therefore avoid normal market 
or regulatory discipline. In addition, heavy reliance on 
insured brokered funding can enable an institution to 
grow faster or take on greater risk than sound banking 
practices normally would allow.

We have investigated possible linkages between bank 
weakness or failure and use of brokered deposits at 
over six hundred commercial banks.1 The first question 
we addressed is whether some level of brokered 
deposits can be considered a threshold above which a 
failed bank would impose a disproportionate cost on 
federal insurance agencies. (This cost depends on the 
disparity between the market value of the bank’s assets 
and liabilities.) In reviewing the costs incurred by the 
FDIC due to commercial bank failures between Sep
tember 1983 and March 1984, we found that banks with 
brokered funds in excess of 5 to 10 percent of their total 
deposits tended to impose a greater relative cost burden

1The results presented here are extracted from "Brokered Deposits 
and Bank Soundness: Evidence and Regulatory Im plications”  by 
Sherrill Shaffer and Catherine Pich6, Federal Reserve Bank of New 
York Research Paper No. 8405. The research discussed in this 
report is based on evidence from the 671 commercial banks using 
brokered deposits as of March 1984, and the 560 banks using them 
as of September 1983. We also studied 18 commercial banks that 
fa iled between October 1983 and March 1984, half of which used 
brokered funds.

on the FDIC than other failed banks. However, this 
burden did not appear to increase proportionately at 
threshold levels of 15 to 20 percent.

The second issue we considered is whether financially 
weak commercial banks are more likely than stronger 
banks to use substantial amounts of brokered deposits. 
Financial weakness was measured by an index of 
financial ratios. Previously published studies have found 
these ratios to be reasonably good indicators of financial 
weakness.2

Using data from the March 1984 call reports, we 
found that weaker banks (as measured by the rankings 
of their index scores) on average held significantly more 
brokered deposits as a percentage of total deposits than 
stronger banks. This result was evident for both total 
brokered deposits and fully insured brokered deposits.3 
We then considered whether there was a level of use 
of brokered deposits at which there was a particularly 
clear distinction between stronger and weaker banks. 
The strongest distinction was found for levels of use at 
about 3 percent of total deposits; also at 1 percent and 
5 percent. At higher levels of use the relationship was 
weaker. On average, banks with brokered deposits less 
than 5 percent of total deposits (comprising nearly two- 
thirds of the sample) had strong index scores.

Similar results appeared when we focused on the 
weakest subsample of banks using brokered funds. 
Banks whose scores were more than two standard 
deviations worse than their peer group means were 
found to hold significantly more brokered deposits than

2See, for example, the artic les and b ib liography in Economic Review, 
Federal Reserve Bank of Atlanta, November 1983, especia lly pages 
27-34. We used the follow ing four ratios: loans and leases to total 
funds, capital to risk assets, expenses to revenues, and commercial 
and industrial loans to total loans.

3Fully insured brokered accounts are brokered accounts with 
balances not exceeding $100,000. Nearly 23 percent of the banks 
that accepted brokered funds reported that all of their brokered 
accounts exceeded $100,000.
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other banks.4 Among these especially weak banks, we 
found that the re la tionsh ip  between increased use of 
brokered deposits and weakness was not s ign ifican t at 
threshold levels of 1 to 5 percent of deposits, but was 
s trong  at th re sh o ld  leve ls  of 10, 15, and (fo r fu lly  
insured brokered deposits) 20 percent.

Overall, these findings would appear to support the 
case for some form of prudentia l regulation on the use 
of brokered deposits, particu larly on a fu lly  insured 
basis. If a percentage lim itation on the use of such 
depos its  w ere to be considered, then these resu lts  
would suggest that an appropriate ceiling would be in 
the range of 5 to 10 percent of total deposits.

4There were nine such banks, or 1.3 percent of the sample. Thirty-eight, or 
5.7 percent, of the banks had scores more than IV 2 standard deviations 
worse than the norm, and these banks were also found to be heavier- 
than-average users of brokered deposits. Three peer groups were 
defined: domestic banks smaller than $300 million, other domestic banks, 
and banks with at least one foreign office.

Sherrill Shaffer and 
Catherine Piche

Why Have Used Car Prices 
Risen So Fast?
Since 1981 used car prices have climbed at double digit 
annual rates, making them one of the fastest rising 
com ponents of the consum er price index (CPI). In con
trast, the prices of new cars have lagged behind the 
overall CPI. Some of this d ifference stems from the 
method the CPI uses to calculate new and used car

price in fla tion. But more than half reflects econom ic 
factors that have affected the used car market.

Part of the d iscrepancy between used and new car 
p rices  a rises  because  the CPI tre a ts  th e ir q u a lity  
changes differently. The new car price index is adjusted 
for the costs of im provem ents. Costs of governm ent- 
mandated changes, such as better fuel e ffic iency and 
safety m easures, as well as o ther new features are 
counted as increases in real expenditures and not as 
in f la tio n . T h is  is no t tru e  fo r used ca r p ric e s ; no 
a d ju s tm e n t is m ade to  o ffs e t the  p rice  im p a c t of 
changing autom obile quality.

The amount these quality changes contribute to used  
car price in fla tion can be estim ated by using the d if
ference between the rates of increase in quality-adjusted 
and not-quality-ad justed new  car prices. According to 
this measure, between 1972 and 1980 almost the entire 
spread between CPI used and new car infla tion can be 
attributed to quality changes in automobiles (table). But 
since then, only about forty percent of the d ivergence 
is exp la ined by qua lity  ad justm ent d iffe rences. The 
rem ainder probably has been caused by several eco
nomic factors that have tightened the used car market.

First, the voluntary restra ints on Japanese imports 
since May 1981 have lim ited the supply of imported 
cars, especially the less expensive models w ith few 
options. Consumers, looking for a less costly alternative 
to a new dom estic car, have been forced into the used 
car market. Naturally, this puts pressure on prices in the 
used car market.

Second, new cars have become less affordable for 
more people, p a rticu la rly  s ince 1980. For exam ple, 
between 1973 and 1980, the amount of time it took the

In 1983 the average price of imported cars exceeded the average 
price of domestic cars for the first time, despite the stronger dollar. 
This relative price appreciation in imports is the combined result of 
a more upscale model mix and premiums to dealers because of 
short supplies.

Average Annual Rates of Car Price Change
In percent

Used Car
Used Car New Car Inflation

Overall Inflation Inflation (Quality
Period CPI (CPI) (CPI)* A d jus ted )!

1972-1 to 19 81 -1 .............................................. ....................... 7.9 9.1 5.8 5.6
1981-11 to 1984-11........................................... ....................... 5.0 15.7 3.8 10.5

*CPI new car inflation excludes costs of quality changes.
tQ ua lity  Adjustment is based on the difference between CPI and Bureau of Economic Analysis measures of new car prices. 

The latter does not adjust for the costs of quality changes.
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average worker to earn the cost of a new car rose from 
about 28 weeks to 32 weeks. Since then it has risen 
to a lm ost 38 w eeks, m ore than doub le  the ra te  of 
increase in the previous period. As a result, consumers 
now keep the ir cars almost two years longer (currently 
for 7.4 years on average) and finance them for about 
a year longer (currently about 48 months on average). 
In effect, the supply of used cars in the market has 
been reduced  fu rth e r by th is  trend  tow ard  keep ing  
autom obiles longer.

Finally, it is possible that inadequate production of 
some dom estic auto models has led to higher used car 
prices. Certain popular new models, especially large- 
size cars, have been in short supply during this expan
sion, raising demand for s im ilar-s ized used cars. Also, 
increased demand for used cars may have resulted from 
resis tance by some consum ers to lega lly-m andated 
quality changes (such as unleaded gasoline) in new 
models, changes that are not yet com pletely included 
in the used car stock.

In co n c lu s io n , q u a lity  a d ju s tm e n t is su ff ic ie n t to 
explain the gap between new and used car inflation 
between 1972 and 1980. Since then this gap has w id
ened. Economic factors as well as this technical factor 
seem to be behind the large contribution used cars have 
made to the increase in the CPI so far in this expansion.

Robert T. McGee

The Changing Durability of 
Business Investment 
Expenditures

The com position of business fixed investm ent (BFI) in 
th is  expansion  has im portan t consequences for the 
growth of the capital stock. If a large portion of BFI is 
being devoted to short-lived assets, then a growing 
share of future saving w ill have to go toward replacing 
depreciated capita l, rather than adding to the capita l 
stock. A look at the composition of BFI— including long- 
and short-lived producers ’ durable equipm ent (PDE), 
and structures— over the past seven quarters shows an 
encouraging pickup in long-lived investment, particularly 
w hen com pared  w ith  e a rlie r expans ions . However, 
spending on short-lived equipm ent has soared in this 
recovery, pushing the share of BFI going toward more 
durable assets to a new low.

Purchases of producers ’ durable equipm ent, which

Real P ro d u c e rs ’ D urab le  E q u ip m e n t in 
the  F irs t Seven Q ua rte rs  o f E xpans ion  
by L e ng th  o f P ro d u c tive  L ife

Percent growth from trough 
6 0 -----------------------------------------

50 —  

40 —  

30 — 

20 —  

1 0 -

Current

□ Average of 1961, 1971 
and 1975 re co ve rie s "

L_
Total

(100.0 )

Less than 
6 yrs. 
(52.5)

6-8% yrs. 

(30.6)

8%+ yrs. 

(16.9)

Real N o n re s id e n tia l C o n s tru c tio n  in the  
F irs t S even Q u a rte rs  o f E xpans ion

Percent grow th from  trough 
40

30

20

10

0

- 1 0

- 2 0

(100.0) (35.2) (10.4) (22.9) (31.5)
Utilities

The productive lives used here, which equal fifty percent of Bulletin F 
service lives, are based on the service lives employed by the Commerce 
Department to calculate the capital consumption allowance. See Fixed 
Reproducible Tangible Wealth in the United States, 1925-79, United States 
Department of Commerce (1982), page T-17. The less than 6 years category is 
composed of office, store, construction, mining, oil field, and service industry 
machinery, trucks, tractors, and cars. The 6 to 8 1 /4 category contains 
instruments, photo and communication equipment, general industrial 
machinery, electrical transmission and distribution equipment, miscellaneous 
and miscellaneous electrical, and household appliances. The last category 
equals the balance of the expenditure groups presented in Table 5.7 in the 
National Income and Product Accounts. Scrap was excluded from the total PDE 
expenditure category.

The numbers in parentheses correspond to the average share of each 
group in either PDE or nonresidential construction in the first three quarters of 
1984. The data for the third quarter of 1984 were taken from the preliminary 
estimate of GNP.
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currently represent more than two-thirds of BFI, have 
registered impressive gains in this recovery. Much of this 
surge has been concentrated in short-lived assets 
(chart). Expenditures on equipment with productive lives 
of less than six years, such as office and store machin
ery, cars, and light trucks, have climbed more than 50 
percent from their 1982 trough level. Their share of PDE 
has also increased to 52.0 percent from 46.2 percent.

In contrast to earlier cyclical upturns, investment in 
longer-lived capital, such as communication equipment, 
electrical machinery, and steam engines, has also dis
played a good deal of strength. Spending on equipment 
with service lives from 6 to 81/4 years, for example, has 
advanced more than three times as fast in the current 
recovery as in previous upturns. Investment in assets 
with longer productive lives has shown even more 
resilience compared with the past: usually it is still about 
equal to its trough value at this stage of the cycle.

Business investment in structures, another long-lived 
asset, has been fairly robust in this expansion, in
creasing at more than triple the rate of prior recoveries. 
As usual, spending on structures initially declined after 
the overall economy turned up. But by the end of 1983, 
most categories of construction had started to grow, 
registering large advances in the first half of 1984. Most 
of the overall strength has come from the commercial 
sector. The other expenditure categories have moved 
approximately in line with previous cyclical upturns.

Despite the relatively fast growth in spending on 
structures and longer-lived equipment, their share in BFI 
has tumbled in this expansion (to 62 percent in the third 
quarter of this year from 69 percent at the trough), 
continuing a trend that began in earnest in the early 
1970s. This long-term shift to short-lived assets has 
been responsible for an increase in the amount of worn- 
out capital that needs to be replaced each year. In 1983, 
for example, about 10.5 percent of the private capital 
stock (excluding residential structures) was used up in 
the production of other goods and services, compared 
with less than 9 percent of the stock each year in the 
latter half of the 1960s.

The current decline in the share of long-lived assets 
is likely to increase further the proportion of the capital 
stock exhausted each year. To be sure, the shift toward 
short-lived capital may be appropriate; reflecting, for 
example, concern that a faster pace of technological 
obsolescence may make long-lived investment unprof
itable. But it also means that less of the economy’s 
savings over time will be available to finance increments 
to the capital stock, with the balance being used to 
finance the replacement of obsolete capital.

Douglas M. Woodham

Why the 1984 Federal 
Budget Deficit was Lower 
Than Expected

The fiscal 1984 federal budget deficit came to just over 
$175 billion, some $25 billion lower than the Adminis
tration, the Congressional Budget Office (CBO), and 
many private analysts were projecting a year or so ago. 
To what extent is the lower-than-predicted defic it 
accounted for by the unexpected strength of the current 
economic recovery? Our analysis shows that only about 
one-fourth of the overestimate of the deficit can be 
explained by the course of the business cycle over the 
past year. The remainder was due to factors unrelated 
to the economy’s performance (Table 1).

It is true that initial estimates of federal revenues and 
outlays were based on economic forecasts which 
underestimated real GNP growth over the past year to 
a considerable degree (Table 2). But the effect this had 
on the level of projected deficits was offset somewhat 
by predictions for interest rates which were too low. 
Forecasts for the rate of inflation—which proved to be 
too high—contributed to slight overestimates of both 
federal revenues and outlays, so they do not explain 
much of the lower deficit outcome.

If the unexpectedly low deficit had indeed been the 
result of the strong recovery, then most of the amount 
by which the deficit was overestimated should have 
been in those budget components which are especially 
sensitive to the economy’s performance—in particular, 
tax receipts and expenditures for programs affected by 
the level of unemployment. But this was not the case 
in either the Administration’s budget estimates or CBO’s.

The underestimates of federal revenues due to cycli
cal factors was no more than $4 billion (Table 1). This 
is because it takes about one year of sustained higher 
real growth before revenues are boosted appreciably.

While virtually all of the amount by which the deficit 
was overestimated occurred on the spending side of the 
budget, only a small portion was in cyclically sensitive 
categories (Table 1). Initial projections of outlays for 
programs affected by the level of unemployment were 
only about $3 billion too high.* Any other unanticipated 
shortfalls in spending related to the stronger economy 
were largely offset by greater net interest outlays (about 
$3 billion).

Most of the overestimates of federal spending were 
for defense, and were unrelated to real economic growth

'This includes expenditures for unemployment compensation,
Medicaid, Aid to Families With Dependent Children, and food 
stamps.
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Fiscal 1984 Federal Budget Deficit Overestimates
In billions of dollars

Administration CBO

Table 1

Deficit forecast*........................................... 200 196
Actual d e f ic it ..............................................  175 175

Overestimate...........................................  25 21
Overestimate due to t

Cyclical fac to rs ........................................ 6 5
Noncyclical fac to rs ................................. 19 16

Revenues (forecast less actual ) f .............  - 1  - 2
Cyclical fac to rs .............................. - 2  - 4
Noncyclical fa c to r s } .............................. 1 2

Outlays (forecast less a c tu a l) ! ................. 24 19
Cyclical fac to rs ........................................ 4 1
Noncyclical fa c to rs .................................  20 18

'Each forecast was based on federal policies in effect at the time. 
fFederal Reserve Bank of New York staff estimates.
^Includes legislation enacted during the year.

Sources: Administration forecast from Mid-Session Review of the
1984 Budget, July 25, 1983. CBO forecast from Economic and 
Budget Outlook: An Update, August 1983.

Table 2

Economic Assumptions Underlying Budget 
Estimates for Fiscal 1984: Ex Ante vs. Ex Post
In percent

Forecasts
Beginning of 

Fiscal 1984 Latest Estimate

Real GNP*
Administration ................ . . 4.5 6.5
C B O ................................. . . 4.3 6.6
Blue Chip Consensus . . . . . 4.4 6.5

GNP Deflator*
Administration ................ . . 5.0 4.4
C B O ................................. . . 5.0 4.1
Blue Chip Consensus . . . 5.3 4.0

Unemployment Ratef
Administration ................ . . 8.9 7.2
C B O ................................. 8.4 7.3
Blue Chip Consensus . . . 8.6 7.4

3-Month T-B illt
Administration ................ 8.5 9.5
C B O ................................. 8.6 10.0
Blue Chip Consensus . . . 8.7 9.9

’ Percent change, 1984-IV over 1983-IV 
fPercent average, calendar year 1984.

Sources: Administration ex ante and ex post forecasts are from the 
Mid-Session Review of the 1984 Budget, July 25, 1983 and Mid- 
Session Review of the 1985 Budget, August 15,1984, respectively. 
The corresponding CBO forecasts are from the Economic and 
Budget Outlook: An Update, August 1983 and August 1984. The 
Blue Chip Consensus forecasts are from Blue Chip Economic 
Indicators, October 1983 and September 1984.

(Table 1). There are two principal reasons why in itia l 
estimates for defense outlays were too high— $14 billion 
by CBO and $18 billion by the Administration. First, the 
level of defense budget au thority  (BA) approved by 
Congress for fiscal 1984 was about $10 billion less than 
CBO had initially assumed, and $15 billion less than the 
A dm in is tra tion  had requested. Second, an apparen t 
slowdown in spendout rates from  defense BA was not 
antic ipated by most analysts.

W ithout the shortfa ll in outlays due to noncyclica l 
factors, the de fic it fo r fiscal 1984 would have been 
betw een $190 and $195 b ill io n , the  s tro n g e r-th a n - 
expected recovery notw ithstanding. Furtherm ore, if the 
recent shortfa ll in defense expenditures is made up 
during the coming year, then current estimates of about 
$175 billion fo r the fisca l 1985 defic it under existing 
policies may prove to be too low.

Peter D. Skaperdas

Are the Leading Indicators 
Signaling A Recession?
The recent behavior of the com posite index of leading 
indicators has attracted a lot of a ttention: the index fell 
in June and July and was virtually unchanged in August 
before rising m odestly in Septem ber.1 Is the index s ig 
naling that the econom y is about to enter a recession? 
An analysis of the record of the leading ind icators sug
gests that it is not a very re liab le guide to w hether the 
econom y is near a cyclica l peak.

Assessing the perform ance of the leading indicators 
is som ewhat d ifficu lt s ince there are no hard and fast 
ru les  abou t w ha t q u a lif ie s  as a c le a r s igna l th a t a 
turning point in the economy is near. Some analysts use 
a rule-of-thumb that two or more months of consecutive 
declines in the index herald a turn ing point. But this 
simple device does not say anything about how many 
months are likely to pass before the economy will enter 
a new phase of the business cycle.

One possible definition of a correct signal of a turning 
point is a two month or more decline in the index fo l
lowed by a peak w ith in  six months of the firs t drop in 
the series. U sing th is  de fin ition , all seven post-w ar 
cyclica l peaks were foreshadowed correctly  by the

1The index actually fell 0.06 percent in August; movements of less 
than ± 0.1 percent are not treated as signaling any change in 
economic activity.
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Recent Reliability of thelndex of Leading 
Indicators in Signaling Peaks in Economic Activity

Signal*
False or 
Correct

Date of 
Peak

Average 
Monthly 
Declinet 

(In percent)

May 1969-Jul. 1969 . . 
Oct. 1969-Apr. 1970 . .

false
correct

t
Dec. 1969

-0 .74
-0.51

Jun. 1971 -Jul. 1971 . . 
Jun. 1973-Sep. 1973 . .

false
correct

t
Nov. 1973

-0 .1 8
-0 .4 9

Nov. 1978-Dec. 1978 . . 
Jun. 1979-Aug. 1979 . . 
Oct. 1979-Nov. 1979 . .

false
false

correct

t
t

Jan. 1980

-0 .2 4
-0 .71
-1 .54

Dec. 1980-Feb. 1981 . . 
May 1981-Oct. 1981 . .

false
correct

t
Jul. 1981

-0 .7 0
-0 .4 0

Jun. 1984-Aug. 1984 . . § § -0 .9 0

*A signal equals 2 months or more of consecutive declines in the 
index of leading indicators. A signal is considered to be correct if a 
peak occurs within six months of the first decline in the index. The 
dates of the peaks correspond to peaks as defined by the National 
Bureau of Economic Research.

fFor correct signals, the average monthly decline covers all months 
up to and including the date of the peak.

tN ot applicable.
§Unknown.

leading indicators. But in the past 15 years, the index 
has also signaled o ther “ recessions” : about tw ice as 
many recessions as actua lly  occurred (table). Its per
formance from 1950 to the beginning of 1969 was even 
worse w ith four fa lse s igna ls fo r every correct one.2 
Thus the mere fact of a decline in the index provides 
little  inform ation about the like lihood of a recession.

Lengthening the tim e period between the start of a

2lf the definition of a signal is modified to be at least three months of
consecutive declines in the series, the accuracy of the leading 
indicators is only marginally improved. The longer period does 
reduce the number of incorrect signals. But the index failed to 
foreshadow correctly the January 1980 turning point since the 
decline in the leading indicators before that peak was only two 
months long. It should also be pointed out that some of the false 
signals, particularly in the 1950s and 1960s, may be due to the fact 
that the variables and weights currently employed in calculating the 
composite index differ from the ones used earlier.

correct signal and the peak to 12 months helps reduce 
the num ber of fa lse signals. But th is m odifica tion pre
sents other d ifficu lties : over a period as long as twelve 
months, policy changes or reversals of underlying trends 
can easily offset the factors that caused the indicators 
to peak in the first place. Moreover, multiple peaks have 
actually occurred in the series during the twelve months 
preceding a turning point in economic activity, and these 
peaks are d ifficu lt to relate to the business cycle. Thus 
the improved accuracy of the longer period is gained at 
the expense of more uncerta in ty about how much time 
will elapse before a peak in economic activity— the real 
object of in terest— will occur.

The size of the decline in the index, furthermore, does 
not help much in d istinguish ing between false and cor
rect signals. There have been a number of false signals 
where the average monthly decline in the index was 
considerably larger than those that occurred with correct 
signals. The peak in December 1969, for example, was 
preceded by a correct three-m onth signal tha t had an 
average monthly decline of -0 .5 1  percent. The majority 
of false s ignals in the post-war era, in contrast, had 
even larger average declines.

Could distinguishing between false and correct signals 
be aided by looking at how many of the tw elve com 
p o n e n ts  th a t m ake  up th e  c o m p o s ite  in d e x  a re  
declining? Since 1959, the number of components falling 
before cyclica l peaks genera lly increases quite rapidly, 
and averages about tw o-th irds at the peak.3 Even so, 
there have been false s ignals that exh ib it the same 
behavior. So a high degree of congruence among the 
components does not guarantee that the signal is correct.

In sum, the recent brief yet steep decline in the index 
has prom pted speculation that a turning point in the 
economy is near. But the index of leading indicators has 
falsely predicted recession many times, including some 
instances when there has been both a sustained decline 
in the index and a rise in the num ber of com ponents 
that are fa lling. Barring fu rther declines in the series, 
there is little basis upon which to predict confidently that 
its recent weakness is presaging a recession.

3Based upon a six-month moving average in the proportion of 
components that are declin ing each month.

Douglas M. Woodham
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