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A policymakers9guide to economic forecasts

Steven Strongin and Paula S. Binkley

Economrc tﬁrecasts have alwa S (1 vised rn the wrong direction and actually be-

uneas re etrons rP with  mon % po]rc\% come ess accurate as new Information I

Policy clear n ofus on the futlre app

ever dust 8 ear}/ R makers need a firmer efreqérency with which new informa-
undation for cyfrent Ing "has strong rmprcatrons for

actjons t[;n Eﬁgjeectn)}r]tg troen rgg ng(r)s : Tﬂanagﬁ ﬁnt of pg‘rcy

about tomorrowseco omrc erform r]
reluctance o Ioglrc ma %rf rely on economrc comind information 1S reliable ‘then o
or cast? IS unaerstandable. Trere is a large %/ respond 8urcl%y and fothri Oghty
h/ research eva uatrng the accuracy of t iat In orma lon. the other the
eco onP orecasts and monstratrn hat re abrlrt orin omrn? infor atr N r? rn serious
hre ore ast% 0 cont]arn LIse uJ Information que? Ion t en the policymake f d wart for
eycla e Serlous rsea rIn . conbr Ing evigence. In general, the lower the
set these wefl- itations o relianility’ of the new in rma(sron the more
ﬁconomre oreBasts g cmaes ave Use evr ence the po Icymaker should require berore
Istorica lh/ ropust Inog N re onshrs 0 annggi polic
tir eme teconomlr recast% 8 rgetin sstud? P/zes the accuracg of fore-
of'the mone I#p fro ﬁto 1982 15 ?st revisions In orde dto etermrne% amoun(s
example of @ Case where t grun re- evidence that shoul

00 in_gener uire
?atronshr S Were omrnant Fvers ort-fun fore- to srgnrfrcanty improve th polac ma[<e srn
casts rn e formatron ormation about the current ecgno I outlook.
19805 we faese many of these The results o Qe anal%srs are dramatic. Fore-

run relatronshrs { ora arret 0 caslt FevISIons, unng g year heing forecast, are
gons Inc udranq Inancia deregulatron an Me% to worsen 5 10 rmproveteaccurac

conomic re- 8 recast with a? much as SIX]_WOH Safy

Iatlgfsttsrﬁil;)an:e?trur%gtrIPII%IOI’IC&F P/GI’SIS'[GHCE ave

Iltional economic information. — These results
sh e For ex (i g ﬁke a strono case for polrc makers %r an
ness 0 other users of economic

ﬁgp ummary measure o%m e Use Orecasts to

ntar ta etrng as heen extremey nfsi tremely . cautiqus when re?gonga to current
g this de As a resrrto the fal economic statistics. . We llr tat forecaat

Hresot s on -fun ?ur?es 10 forecasts were often revised srgnrfrcant H e wron
ave become reasn important i the rection In esponse fo gg sedl Hear eco

process OoPc g ormati nomic signals Ear% 8rec tS were often. more

gom 0 f0 be forced to rel¥ ore accuraethanterr term forecast revisions.
il FCOn mic forecasts It 1S use not In such an environment, | Il S rmPortant for
? 0 ana 7 the gener qrcuracy 0 tose golrc makers éo wart for full verlfication ?f
? casts, as Prevrou stuare fs ave done, conomic tren sb ore acting.  Early signals
?so to asses?] ceuracy of revisions to those simply are not reliabl
orecasts. T emz% olicy IS a continuous

rocess. . New Infor atroﬁ alfves, tﬁat |n?or Methodomgy

un Jgornt alr% In]%ora(or]ated into the rodptrc malﬁers

onomy, alic This study uses a straightforward a

bl = et S8 o S0 BT
Sts ishes. |

otz g economrc information. is onthly Statistica Bufletrn ot current.

W?t a"’WS accyrte, y available, economic’ forecasts. These

Its
Often new informatjon '
at Seents very im ortant trn h b’PCF

out to ne etner

as Og fun a Omay Or USt F n wrong, later Steven Strongin js a senior economist and assistant vice
revised to show an ?n“ H#erent course of Fesident ang IauIIa rnkle AN ASS00AlE economrs\t”at
events. As a result, Torecasts are sometimes re- he Federal Reserve Bank of Chicago.
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Figure 1
Forecasters and periods of publication

Year
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Year

forecas%s were used to construct a small data-
base. Of revisions to macroeconomrc orecasts
sﬁecrfrcaly forecasts of rea1 GNP growth and
flation. “Figure 1 shows t eforecasters whose
forecasts were ublished and over what_time
periods those f recasts were avarlable There
Wwas a wide range of participants from academ-
ics, such_as. UCLA™ Business ForecastrnP to
commercial forecasting firms, such as DR and
Chase Econometrics,
While some other broader survejys such
a5 the Blue Chip, could have been
Conference Board survey offered a number o

4
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ad\r/antﬁges ubﬁlr! of the forfgagtrs drt %ntrert]rér are
tptne arP answe f}nown The re atrvetj
rmre n mber of participants a owe us 0
t ts all
examrne enum scosedyto manuretat
eculiarity of some Indi

ﬁ vidua orecast or
er roroup generatjng the results
ther, the sample

roduced aﬁ smont IX ack to 1971 whrch
8ffore asts. 8 earfs

P Brveen frequency

availability

The forecasts for any given ‘month were

avera[oed to creafe a srnPIe orecast, Tne av-

rar as used to re esentteovera evo-
a c nsensus vie

ur st trst vrewpeorﬁtcongmgr
metWod%rﬁ) %X re er ebutasr ver
epro ﬁures eessen]c%
sts enter e

dy rocess h oes
not ttempt to model or. examine whether or
not forecasters are ysing infgrmation o Hecty
It restrrcts Its at ﬁ %ntro]n to the overall tlow of
rn ormatio the. policymaker receives
efc Ifics 0 the orecasti neg Pr riess are rgnorﬁd
avor of analyzing the tinal output of t
recastrr;T%; rocess.
r % be argued that it would have
geen more In {matr 0] examrne the actua
ata streams of incoming Information, ThIS
To}proach suffers rom two significant flaws,
e frrst IS that different (HF atron sets are
ﬂrven drtferent we hts at erent
OMIC Series are o en contamrnate
known events. For rnstapce cap rbg util rz
tlon numbers are ofte scounte cause of
on orn? ftrtrcturala trstmentsr e £C0N0 g/
Fimancial flow variables are often discounted
aroun% April 15 because of the well- know]n but
evert eless random e]ﬁectso af< aY e use
orecas%s rather than actua astreama
abstracts from tBe difficult res of avrB? to a
tust or nown ut statistically unstanre, flaws

Tg sec?nd protflem in exa rnrn the
sgecrfrc atafows IS also the morr] undamen-
From a orcly \)oers ective, t (Lestron IS
not why foreCast sros have a r(t“V 3
rorgtern It 1S what In ormatro can be

rived from tho?e revisions. \Whether the p oo‘
ger ormalrce of forecast re\rrsrons that we

xamine later in this pager rﬁdue to the (ﬂua ty
of rnformatron the ‘way that Information is
Used, or dsome other peclliarit rt/ of the process
5 secondary to an understa ding of ‘exactly
how bad that performance 1S, Aswe attempt

Economic Perspectives



to, address e problems that the currﬁnt st}udg statistics.  So the fact that forecasts oftefr track
[)arses it wil enece?]sarsy to exftmtnetew off-course .does not come as arR/ [p lcu ar sur-
ut that 1s beyond t cogeo aper g a [t just demonstrates wia |cymat<ers
. Revrsroswere studied overte ear he- nd forecasters have nown ong
%9 orecas rrnﬁtance wh en we |custhe trme—t at great caution should pe exercise
13 B or 1987, the Ja uarg %re ast of 1 wh en { sting economic trends from one
wou Sorecasto %rvt Tom ourt month of d
g rter o 86 through tfe urt quart]er of The key ue?]tron ls how much data s
7maern nuar of? d_similarly ecessar Ro maker some fonfr
ﬁember orecast would be the f%recast of ence t at te atest u ers are acttr evl-
growt rom the ourth ﬂ]uaortero b 10 te nce 0 atrjen rath g an statistical nojse.
ofthe |ff|cu tles In |nter

ourth thuartero P In ecembero The magn [ﬁ)ftlnﬂ
&wer real sense, teDecember ore- mcornrn ata comes ine Sh' | g rh/

cst would he a forecast of the prevrous Xear Tah or the sake o] srm city t ber
Thus, as te ear pro resses the infor tLon orecasts eramrﬂed % ?uce to Jan F]y
ern built up 1S not a bout tren ut nd the eQF each of the Tour uarters t
actua onomrc pe rmance of te ear ]dcomg%esteacc ore-
rrod ein or cast. Insuch a case, It mr tsatteen uartertoteaccur fcl}/

see reas nabe to assume ttftat a rather s[e orecasts ma ein anuarg This rs se
[pr mproxe ent In forecasts would ecaus InJanyary no actug ata for the year
evrden As we shall see, this 15 not the case. eing forecast |sa ailable, buf as trme oe r]
ever tﬂuarters o]recast contarns an additiona
Forecasts of real GNP growth uea yteears vg%rth gr gggnomrc Information about
The time aths of each year’s forecast er In on fe the 17 years covered brr p

rors for i rowth Xn i atron glatabase Itere a rﬂgrovemep

shown In the qra ure 2 orecast of rea end of the f |rs
show he errot Pt eh t recast as meds reé quarter and In ony8o the 1 years Was th erg
ainst the {rrst Bureau. of Economic AnatJ 515 |m rvement the end “of the secon
nchmark estrmates of actu Peconomrc rer IS IS [€ss than an even r?ron? result
orman be seen. tﬁere |sa tre n catrn tat through the first half of the ear

(?|vers|ty xpenen ﬂr(rren con? é} h ormation. 1S_at leas
ex |b| what m|g % na|ve(iy thou rH/of F {0 mislea e economrc forec StG{ or
yica pattern ot [earnin gat el ymaker as Itﬁ gt e end or the
on er or weaker than ge uarter, In 11 of te 17 years the orecast

caste stetadéh Pdatrn errtctgrecﬁ’gtls mftrhe [jaasstninvrecathr}et%% rl etrdnltrero{roenmen e}]
QB&P.%HS‘ee t Beuch (More épﬁ%ré) tacr%%] rPure ﬁ statrstrca? ﬁrouns It Is ﬂrl rnsu

?verstates ‘the g IS 1939 where t e Yh)rt clent, ? atly. reject tfe h P thesis that ncom-
orecasts were arrfg %ccnrate %te or ar P IS not f{ovr hn an trseﬂ1

in
visions were m orecast dritted off, an recaster. e en
ﬁen a out mrél -year the forecast gegan 0 %E (r ﬂter ?orecast accu}lacy has |mproveg

steadil ro sunstantia
¥ gverent from an examrnatron of the

atterns oﬁrevrstons In the contained In Table 1
ﬁure 2t F It IS Ver Com On ?Or(%orecasts to Real GNP forecast improvement record
T aw aX rom ra er th an toward, truth. Number of years
T ere 15 a very reason for this, As the in which improvements
Lorelcasts on%rnall had all (gtrevrousrnformatrfi Periods compared occurred
turttrnto them. revisions t fotrecasts are tottaI 3/ ot B
at the merc ever est economic statl o January out 0
t1cs an Jt?(irke “ect aTI ort the limita- 5 10 Jamuay JSoutor1r
tions and false srgnas contained In those Q4 to January 15 out of 17
Digitized for FEEA%EEQ Reserve Bank of Chicago 5
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Figure 2
Forecast error time paths
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*Scale for this graph differs significantly.
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Figure 2
Forecast error time paths (cont'd)

percent

percent

percent

percent

One immediate question that the ver
paor improvement record of real GNP forecasfs

raises IS whether this a_peculiarity of some par-

ticular set of years. Table 2 shows the per-
centages of improvement in forecasts for the

percent

percent

percent

e?peually c0n3|der|n% the relatively small span
of years ‘covered b¥_ he sub-sam‘oles. In both
sub-periods, it is still not Eossme to conclude
with any confidence that there is a substantial
|mProvement in forecast accuracy until the end
of the third quarter. _ o
Another way of looking at the data is in
terms of mean_ absolute error in the forecasts
at different points of the year. Put more sim-

Table 2
Real GNP forecast improvement record*

Periods compared 1971-1986 1971-1979 1980-1987

A ! ! ) 01 to January 41% 33% 50%
flr%tdand Vs\/emn tHalflgl; {hfg%ne pe_rlé)d_lnvestl- 92 to January a7 33% 6%
atea. le the -19/3 PErjoa 1S worse o january 22 22 22
an the 1980-1987 period, ‘neither period QifoJanuan o e
ShOWS SUbStamla”y dlfferent qualltatlve reSU"S, ‘Percent of forecast revisions which improve forecast
Digitized for FederakReserve Bank of Chicago 7
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Table 3

Magnitude of difference between

forecasted and actual real
GNP growth rates

Forecast as of Average absolute error
January 1.70
End of Q1 1.59
End of Q2 1.67
End of Q3 1.05
End of Q4 .35

what is the average size of forecast error
c¥ossna ear peing a}%recast ThIS 15 sul

{0 sme opjections because unlike _ stati

Pase ¥H ercenta%e o% ears in w

0recas |mé)roe statistics a
can easily be dominate
Kgarﬁ evertheless, Ta
so%

time durin ears |
with some mod
ear, thou? even
et worse

e end of t

€ SGCOH ar er.

However, t H Fi ndure 2 rndrca
berve rovement In

forecast accurac could be due to rather mas-
srvg rmgrov me ﬁs In orecast accuracy In 1974
eJanuary orecasts iwere very
wron% (so much so In fact_that th 3:6 e

1974 an
then 1974 and 1980 are removed from the
sample.  With the exclusion of these years no

that much of t

and 1930 when t

uire f]pecral scal |n in Figure
snows the results of“Table

Table 4

Magnitude of difference between

forecasted and actual real
GNP growth rates

Forecast as of Average absolute error

(Excluding 1974)

January 1.34

End of Q1 1.34
End of Q2 1.48
End of Q3 .99
End of Q4 .35

(Excluding 1974 and 1980)

January 1.15
End of Q1 1.14
End of Q2 1.12
End of Q3 .70
End of Q4 .37

8
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ut size, O 6

Ye 3 ¥t4§ Secra

te error 0 forecasts/ eatltaeesarlrrne r(gr\rrlg t?sf
tabLs He? the §rctureq isgsomewhat bettr
rat]e rmRrovement over

the forecasts actuall

rhom the (en of the first quarter

rm[ ovement rr}forecast accuracy Is notrceable
un e end of the th g artef. ng at least
or real GNP forecasts, the data wou mdrcate
Batsrxto ine montsofda éiWOU dnorma

ere % Rrovr ea case for revisin
olicy base ecogomr recasts.  Even

smpatecrea of the data.could not
sMat numt)ermu 1

oweft an srx months.
rs rs not to im at large-scale vents
should not cause

oYrc makers”to Et)
doess stt at lic %ctro sshoufd%e ase
on a ﬁ? ame ta un erst teevents
themse not ere xarye Ived rom In-

comrn 0 ften g elimi economic Sta-
'[IStICS economrc recasts.

mportant t rnﬁ to renhember In this
regar tst neventtat ml tcauseare-
cession In the frsenceo a poli canr]re ma
not do so |fdp cv does, in fact]
%case econ mH orecasts mi 9 wron not
ecause the y all to understang the.ecorio
ev?nts hut %ause the un erestrmate t
P IC makersa illingness to res ong
hose events Thu test Istics, pres r]te
Ove cannot e use ar Ue against polic
Btron ut on% o(vr aufionary’ not
out the. am?u ta té/ e of Information re-
qurred 0 justrry polrcy actl

Forecasts of inflation

ere, the news is a Iktle better. Forecasts
of in Iatron sh W a mar d tendency to |m-
Erove with additional information. As Table
shows, at the end ofttge first quarter tEere IS
an improvement in 9 ears, and
end 0 the second artert er/e |srm rov ment
In 11 of 1 uartes Indicatin Sa wr rrt
rnaotn(tﬂsf gpere trs sg)me reasoon t0 thin 3 that 0|n-
| ecasts haye jmpr sh
t’te trme sut%l sam Ye t) gakdown o% (slhrs resHt
The sub smpe resu s[eﬁp ear to Indicate that
much of t hserved improvement in the ac-
curacy of Inflation forecasts was due to the

Table 5
Inflation forecast improvement record

eact. Tn suc

Number of years
in which improvements

Periods compared occurred
Ql to January 9 out of 17
Q2 to January 11 out of 17
Q3 to January 12 out of 17
Q4 to January 14 out of 17

Economic Perspectives



Table 6
Inflation forecast improvement record*

Periods compared

01 to January 53% 56% 50%
Q2 to January 65% 67% 63%
Q3 to January 71% 78% 63%
Q4 to January 82% 78% 88%

" Percent of forecast revisions which improve forecast

1971-1979 Penod with the more_recent period
% Hown no real ﬁvr ence ofrmpro ement
I e en

nexamrnatrono% QUarter OW%VEY

%rarP n. rgure fows
at man}/o temrsta revrsron to inflatio
orecasts n the 98% time perio occurrea

P/ears In Whrc the rnflatrgn fore rGsrto L?tzbr(t)eut

ut very achur fe and varrF ) !
caret/ I ana S o t ¥he 1980s rng

ear, thoy ﬁerrna Ig
cates th at n th e who qe rn1§latron forecasts do
improve th rou? l#t the year,

N support o thr sual evrden Table
1Zshows thg average a so ute error rnf tion

recasts t rou%h ear ar]

shows the ti sam e results. These
numbers do Indee consgsteﬂt improve-
ment In the overall accuracyo ore

casts tHroughout the ye %r { It sﬁou?é

noted, In comparin to aes
and 5 for r%a[(g qrowth that In Iatrog
orecasts re on the \rvp e more accurate ﬂ
eprove aster and W 1{ more consistency than
the real GNP growth forecasts.

Table 7
Magnitude of difference between
forecasted and actual inflation
growth rates

Forecast as of Average absolute error

January 1.45

End of QL 1.27

End of Q2 .93

End of Q3 .56

End of Q4 .26
A digression

~Aside note is in order at this point. The
view of foreca?trnglt and orc Rre ented here
IS not universal. The criticism has often been

made of both policymakers and forecasters t at

Digitized for FR/cgdéral Reserve Bank of Chicago
http://fraser.stlouisfed.org/
Federal Reserve Bank of St. Louis

1971-1986 1971-1979 1980-1987

Table 8
Comparisons of inflation forecasts
over different periods

Average absolute error
Period January End of End of End of End of

Q1 Q2 Q3 Q4
1971-1987 1.45 1.27 .93 .56 .26
1971-1979 1.80 1.51 1.18 52 .28
1980-1987 1.05 1.00 .64 .60 25

the% are not sufficiently seﬂsrtrve to turni g
g ts In the erﬁ)nom and that afare ult t
conomy has, all tog often, beenalowe tq s
Into recs on. In this view, It is all right If we
occasr na resrt)on to weakness In the econ
X atr not here, so long as we respond to
n1eﬁs wh en rt 15 there.

sustanti I% unSE”rethtt%@ etQ I?hevrf\/%t trsc [Ih?
tations 0 (ionomrc % trsthcs r g trcs ore

Erevrous analysis etesR

astin t ;)ornts were % led,
f surh g/ hat economi data that ¢ nnot
h e USeq tQ revise a. recast wou nev

ert ess be sufficient to sni out a sttit<

(ecte recesiron Rather, It seems e at
olicy stron[r(;yreacte to'downward re srons
the ‘outloo) rt would be In aconitant oPn

garnst imaginary recessions, inevitably leadng
ma o]r in at ONary excesses.

e economy_qenerates top many false
f]nals to flovv [glrgnp orecastin ?yevents
that evo % uickly, such %econo ic turnin
Rorns at”feast w dt In the context

or al forecastrn methods an or current
ability to _ interpret e(conomrc information,
turn % oints are unlikely to provide a rea-
sonable focus for policy.

Conclusions

From the point of view of the day-to-day
management of p olrf itsc (e]ar tnat chan e?
In the economrc out ok provide only minima

uidance to olicymak ers Further even over
eﬁpB X t0’ nine_months more attention
s d epard {0, revrsrons In Inflatign forecasts
an fo revisions in real GNP growt orecasts

f not to say that econonlic anal SIS
vrdes ittle penefit to oIrcg/ ers tsr rp
gornts out the acttha the an ysis of redl

vents and un amenta actors in t eeconom

tt}aft must g%r e dpo Icy and noﬁtelast roun

StEthr%reccsasts ased on ‘the very latest economic
Isti



These results might be considered a guide
to what we can reasonably expect economic
analysis t0 Brodee to the policy. process. It can
provide a baseline understanding of how the
economy |s,ope,rat|,n? and how the overall
thrust of policy fits into that operation. What
we cannot expect from econgmic analysis and
should not ex?ect from policy_is réal time
management of the economy. “The data and

our ways of filtering that data are simply not
up to %Ye task. ’ Py

%WT eCTchallY ’ tt%f iétho%FeC&i%g aO ifore |atS rtc())cegr
[n q}f raT%, ].Liﬁo rect ﬁewsm .woqunf)e réj uwe(?
0 rerhe]cl. e nu r}[ 0thesis (ﬂs nc?mmg £00 ?tmc
&f(% anlﬁge%%gt?elvéﬁg no useful information at the

Appendix

Difference between forecasted
and actual fourth quarter
to fourth quarter growth rates

Difference
(percentage points)

Forecast End of End of End of End of
year January Q1 Q2 Q3 Q4
Real GNP
1971 -0.30 -0.01 -0.50 0.64 0.36
1972 -1.18 -1.18 -0.98 -0.68 -0.15
*1973 0.58 0.83 0.33 0.46 -0.16
1974 7.42 5.64 4.75 2.03 0.32
*1975 -1.73 -2.10 -2.73 -2.23 -0.55
1976 0.90 1.34 1.17 0.59 0.40
1977 -0.03 0.33 0.22 0.16 0.02
1978 -0.43 -0.87 -0.80 -0.66 -0.67
1979 -0.96 -0.46 -2.30 -1.75 -0.64
*1980 -4.14 -4.26 -6.89 -5.28 -0.09
*1981 1.30 1.97 1.98 0.73 -0.42
*1982 2.64 1.73 1.80 0.99 -0.21
1983 -2.18 -1.75 -1.58 -0.19 0.08
1984 -1.23 -0.86 -0.41 0.35 -0.39
1985 1.79 0.89 0.07 -0.13 0.57
1986 1.51 2.07 0.82 0.41 0.41
1987 -0.56 -0.78 -1.13 -0.55 -0.47*
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Difference

(percentage points)
Forecast End of End of End of End of
year January Q1 Q2 Q3 Q4
Inflation
1971 0.06 0.23 1.50 0.00 0.41
1972 0.17 0.64 1.28 0.42 0.08
1973 -3.01 -3.05 -2.31 -1.43 -0.51
1974 -6.49 -5.41 -3.28 -1.18 -0.51
1975 1.53 0.25 0.16 0.69 -0.29
1976 1.32 1.04 0.58 0.23 -0.04
1977 0.07 0.96 0.63 0.07 0.15
1978 -1.92 -1.57 -0.84 -0.14 0.07
1979 -1.62 -0.44 0.07 0.48 0.45
*1980 0.99 2.20 1.11 1.82 0.47
*1981 1.13 0.49 -0.16 -0.54 -0.16
*1982 2.50 1.98 1.03 0.92 0.30
1983 1.36 0.52 0.71 0.36 0.02
1984 1.32 1.32 0.36 0 0.09
1985 0.68 0.77 0.92 0.48 -0.37
1986 0.20 0.04 0.13 0.27 0.53
1987 0.25 0.64 0.69 0.44 0.04*

‘Years in which NBER turning points occurred.

"Figure for November 1987, last available forecast.
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Government spending and
the “falling rate of profit”

David Alan Aschauer
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In a recgnt article, Feldstein an? Sum- e estlmate the following rate-of-return
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rates of return and presented evidence that t

e L e

A cycl ical effecs, Butte resus presenteq 03 Tk + e+ (
here in Table 1 indicate that while  the esti- where r, js the average rate oL etum to f ate
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et public ca
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Table 1
Rate of return to private capital

dependent

variable const time cu P Dw R2 SSE
rg .203 -.00075 - - .696 214 .006
(11.301) (-2.901)
m .178 -.00122 - - .634 .408 .007
(9.639) (-4.623)
rg .006 -.00028 201 .386 - 775 .002
(.183) (-1.229) (6.053) (2.251)
m -.015 -.00075 .196 .455 - .843 .002
(-.424) (-2.976) (5.951) (2.755)

rg = gross rate of return to private nonfinancial corporate capital
m = net rate of return to private nonfinancial corporate capital
p = first order autocorrelation coefficient

DW = Durbin-Watson statistic

1?2 = adjusted coetf ici ent of determination

SSF = sum of squ als

by ordinary Ieastsuares as well as by first basis ornts nd the net rate of return by 14.8
o R SIS e v

er autore ressive and Instrumental variables oints. Cyeclical factors clearly appear to affect
technrques re_shown in Table 2 Phe profrta/brlrty o?ca%rtarleérltja/s 83 tive f%%ron

gressions, the signs of the estimated coeﬁrcrents ?
are In accordarice with the neoclasi ical argqu- est t [east for tt e case of e net rate 0
ment tha(t a higher prrvate capital-labor ra 10 re m—| at even after tr?c q Into__consider-

tengs to depress the rate of return to ca[orta a ation seria correlatron and cyclical eﬁectf there
well as the hypothesis that a higher level of ! ow war In the pro rta(héry of
g glrc capital, rven the levels of'em g oyment caPrt% rbnltro ucthon of th rtrona
private capital, raises t e rate turn variaoles In Ta e 2 to hel eXP arn the rate 0
Asa's ecrfrﬁ case, fogus ?n the or?rna]ry least return changes _the previous plcture rna r
g ey fotg et e Bl O R Bl R
oymen ercent Increase In the private

ga ital stoc gaPnrs ?rence In the cagrta[f Ilabor gf 36 asispoints per year. This vvoudprmpf
ratio) would |lower the gross and n

t rates of a neutral rate of technical fhan e of 100

retur Ir percent, orb 384 ear, ercent for tfie gross rate of

él 38, 1 bas|s ornts,@esp ctrve%/ gvercent Petu N arh 543 reent for the n ratelo? re-
rncrease in the ublic capital stock, relative to urn These ornt estimates arre Clear tO(i
Its private counterpart, would raise the gross IVEn aﬁe average growin rate or rea

ross national product of 3.2 percent durin
and net rates of return by FAf percent, or by gnrs errod NeE/ert heless, the mpore reasonablg

191 and 214 basis points. Public capital ag- vl ueo ZR?r ent per year falts within the 95
pears to be of comparahle importance fo pri- ercent confidence’ intérvals for estimates of
vate capital in_determining, th rt)rof Jabrlrt of oth rates of return.
the nation's private stock of plant and machin- The values of ﬂie Durbin- Wat? HSta“S“C
lie within the Inconclusive range of the test at
" The introduction of the capital-labor and hhfs ?rcent level. " To account for the possi-
public-private capital ratios only shightly di- It 8 erial correlation, equation (1 wgs re-
minishes the role of cyclical factorS i the estimated with_a first. ordér autocorrelation
movement in the return o capital. A one_per- correction. ~ The estimated value ?f the
centarge point increase in the capacrt utiliza- autjpcorrelatrr”r coefficlent was Lelatrve
tion rate from ifs sample average value of 81.9 sfatistica rnsr%nrfrcant at the 10 rcent
percent raises the gross rate of return by 151 level for both rates ot return. Furthermore, the
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dependent

Table 2

Rate of return to private capital and public capital

variable method const time In(n/k) In( k9/k) cu P DW R2 SSE
rg oLs 1.490 .005 171 191 151 1.551 .840 .0013
(2.569) (3.171) (2.643) (4.547) (4.381)
m oLs 1.455 .005 .170 214 .148 1.473 .894 .0012
(2.599) (3.125) (2.732) (5.273) (4.461)
rg FOAC 1.465 .005 167 .198 141 .220 .849 .0012
(2.107) (2.650) (2.158) (3.947) (3.767) (1.169)
m FOAC 1.403 .005 .164 .219 .140 .254 .902 .0011
(2.044) (2.521) (2.142) (4.439) (3.839) (1.364)
rg v 1.705 .005 .195 .202 .143 .841 .0013
(2.782) (3.350) (2.851) (4.668) (4.057)
m v 1.762 .005 .205 .230 137 .894 .0012
(2.969) (3.461) (3.095) (5.481) (4.017)
OLS = ordinary least square
FOAC = first order autocorrelation correction
IV = instrumental variables
rg = gross rate of return to private nonfinancial corporate capital
m = net rate of return to private nonfinancial corporate capital
p = first order autocorrelation coefficient
DW = Durbin-Watson statistic
/1?2 = adjusted coefficient of determination
SSE = sum of squared residuals
estimated coefficients and standard errors re- Figure 2

mained nearly unaltered.

. An apparently troubling aspect of the es-
timation, particularly for the” coefficient of the
emp,IoP/m,ent—prlvate capital_variable, is the
nossible simultaneity bias arising from the joint
determination. of employment and the, rates of
return. Treating the employment-capital vari-
able as potentially endagerious, the ec‘uatlo_n
Wwas again reestimated by instrumental varj-
ables, with the trend valug of employment rel-
ative to the private capital stock “and time
taken as instruments, _The results are shown in
the last two rows of Table 2. This aspect of
simyltaneity evidently is not a matter of par-
ticular concern.

Thus, it seems clear that the rate of return
fo private capital is stron?ly and positively re-
lated to the public caPlta stock. This offers a
clue to the mystery of the downward trend in
the profit rate over the sample period. For as
can be noted from Figure 2, the ratio of public
to private net capital stocks has fallen
Fermstently since 1964, from a peak of .840 in
hat year to 564 In 1985 Given the
employment—private capital ratio, this implies
that qross and net rates of return to private
capital have been de[\)lressed, relative to the
level which would have arisen It the public
capital ratio had been steady.
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The declining ratio of public capital stock
relative to private capital stock (1982 dollars)

ratio

Table 3 contains estimates of expanded
rate of return equations where the ratio of total
(tyovernment expenditure on goods and services
0 the private net capital stock has been added
to the list of regressors. The introduction of this
variable has no discernible_ impact on the esti-
mated coefficients of the original variables, and
Its own estimated coefficiént is_ of negllglbl_e
statistical importance, Even taking the” coeffi-
clent estimates as valid, the results Suggest that
a Lpercent increase in the level of government

Economic Perspectives



dependent
variable method const

rg oLs 1.429

(2.379)
m oLS 1.384
(2.392)
rg FOAC 1.419
(1.988)
m FOAC 1.354
(1.931)
rg v 1.653
(2.594)
m v 1.703
(2.768)

OLS = ordinary least square

time

.005
(3.048)

.005
(2.997)

.005
(2.586)

.005
(2.471)

.005
(3.224)

.005
(3.332)

FOAC = first order autocorrelation correction

IV = instrumental variables

rg = gross rate of return to private nonfinancial corporate capital
rn = net rate of return to private nonfinancial corporate capital

p = first order autocorrelation coefficient

DW = Durbin-Watson statistic

= adjusted coefficient of determination

SSE = Sum of squared residuals

expenditure relative to the cag
raise the gross rate of return
points and the net rate ofreturnb 14 points,

The evidence pres
|mportance of disti qms

the flganmal and real eleménts of fiscal
but between V?FIOUS sorts of gqvernm
spend mgJ as well.  Speci |cay ile pu
caplta oostste 0 tatil Prlvate
and E%I men overall flow of govern
spending has i tIe or no such impact.
Conclusion

The analgsm of the effects of fiscal
Conomic varla les may
Into financial and real cate orles
The new-c lassical or equilibrium ap
flsca 0|%¥ Is. often cliaracterized,” an
plying the “irrelevance” of
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Table 3
Rate of return to private capital, public capital, and
government spending
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r,= hintlk, kfjk)e gt o
20r ok(- )kl > .
3T is |s:% ipprommanon to the second equation

Appendix
Data used in this study

The raw data on the net fixed caplf)l
stoc%<s are ¢ ntameawm Musgrave g% 3
Tables 15, The vear-¢ ép edd

are converte toamlgv ear average value for
COﬂSUUCtIOJ]atO fgatesﬂ%s u reet capital income
are foun i taher}\l%tlona ncomea%roductA-
counts iI n?rswentor Et are_from
BI%nce §heets or the US. EcoXomy f94 %5

rmment spending ng seryices
g ﬁThe caBacdﬁP/ |I|z(§1t|%ng rate, veral(!

po ment (total “Ci |an orce) . are
kzﬂlg) rom the Economic Report of the Présicent
year rg m k9/k g’k k/n cu
53 .160 .108 773 .362 17873.8 .893
54 152 .099 784 .316 18877.2 .801
55 174 122 782 291 18999.2 .870
56 578 .105 771 .280 19317.6 .861
57 .148 .095 761 .282 20062.9 .836
58 .133 .080 763 .287 21024.7 .750
59 .153 .100 .766 .281 21056.5 .816
60 144 .090 770 277 21263.3 .801
61 .143 .090 778 .286 21842.5 773
62 .156 .103 .783 .292 22069.0 .814
63 .164 .110 789 .289 22437.7 .835
64 172 118 .790 .285 22743.3 .856
65 .184 .130 .780 .280 23250.0 .895
66 .184 116 767 .289 23892.7 911
67 172 115 .759 .298 24635.1 .867
68 172 .103 .750 .295 25294.1 .870
69 .160 .083 736 278 25902.6 .867
70 141 .089 724 .259 26841.0 792
71 .154 .094 716 .248 27664.8 774
72 152 .094 .705 241 27716.1 .828
73 131 .073 .686 227 27973.5 .870
74 .145 .078 .669 221 28696.6 .826
75 151 .084 .661 .219 29988.0 723
76 .157 .089 .565 214 29694.1 174
7 .146 .092 .643 .210 29419.4 .814
78 .128 .080 .628 .208 29213.9 .842
79 132 .065 611 .201 29594.6 .846
80 .128 .065 .599 .198 30579.8 .793
81 132 .068 .585 .194 31281.9 .783
82 122 .056 .580 .194 32366.1 .703
83 132 .067 579 .193 32508.3 .740
84 .146 .081 571 .195 31937.7 .805
85 .146 .081 .564 .202 32285.6 .801

rg = gross rate of return to private nonfinancial corporate capital

m = net rate of return to private nonfinancial corporate capital

k9/k = ratio of public to private net capital stock (1982$)

g/k = ratio of total government spending on goods and services to net
private capital stock (1982$)

k/n = ratio of net private capital stock to total employment (1982%)
cu = manufacturing capacity utilization rate
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Daylight overdrafts
Rationale and risks

Douglas D. Evanoff
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secured Htra cre Jt extensions srecentlar
ome un er Increased. scrutin anks

ederal regulators. Thr pér dnalyzes tha
rs(i< and % art r adgress ssuerateJ

r

bnkrn ortu ities. The 1981 rntrod tio

to ert]rtratr% sfer nlv/%t o:/er raF E on eoe ? sam If settlement tr or CHIPS Is be rceveH
system (Fe

Reser e's wire tran Wrrej an to ave d a srgnrfrcant effect on that
the Clearing House Inte Banlj yments Sys- networ s volume.2

CHIP First it briet aesc rbﬁ Pﬁ hese nefworks process transactron of
P lem, so % factor Bcusrng art e ex- comEara le doll ar magnrtue tough there
S ﬁera r

ting.approach use v Reserve to are %nr rcan%d ferences In. tne \)r f trans-
cont rn errsks assqciated with daylignt over- ction ri e mechanics invol edSBec Use
drafts, th a hasic supply-and- emand the Federal Reserve guarantees the transters
modet i5 utilized to getermine the ogltrmal ev- transgctgona on FedWire_are transfers of final
els o between financial Institutions,4

Intra a% credit an éo analyze how 00
li

a es In_pulic . policy, , rrstrly irctroes IPS 1S Prrvate networ kon whrop [oyI-
ntsacto activify €0 the eve of  sional tranfes are_recorceq the
T ds The merits o ternatrve 8rcres actual settlement of net pﬁsrtrgns or eactl par-
to limit daylignt overdrafts are also considered. ticl ant at the end of ‘the day through the

_ Federal Reserve,
Payment system risk e ardIe s of differences between the. two
networ s srmrar risks can arise.  Using either
The Iargest doIIar volume of tra “sferﬁ in network, an rnstrtutron can transfer funds that
the U.S. ocellrs through_two argeré ar elec- are not actuall v)rn Its account at the time of the
tronrc éra(r)rrs] etr]sstems—F ireand CHIPS,1  transfer, thereby creating a “daylight” over-

ln networ rown sr nif-

rcanty In recent year e FI ue There Douglas D. Evanoffis a senior frnanual economist at the

re numerous reasons for this growth, |ncIu m Federal Reserve Bank of Chicago. Helpful comments were

% maturit %?manc al ma?kets Acco rovrde%bg Herberé Baer, Bob rrtzgerald Matt Gelfanti
g %l m Biana.johndon. Ran y Merris, Bill 0*Connor, Chris Pave

practices, Dbank requlation, and profita and Richard Simmor,
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draft5 If, bg the close of business, a pank s Figure 2
unable to cover transfers sent dunnﬁ the day, Daylight overdraft volume
someone must bear the burden of the default.
For tra]nsfers on FedWire, the Federal ReBerve
and, ultimately, the taxpayer would absor the
loss, CHIPS would utilize a ﬁotentta Iy ?
Plex ‘unwinding’” ?rocess In which all tfansters
nitiated by the fa mg Institutjon Would he re-
versed. This,_unwin hng, It 1S argued cogld
lead to defaults by otner |nst|tut|ons that
Ben on fundlng from the |n|t|a defau tlng
ank. In a worst-case scenarjo, failure woul
spread throughout the “banking system in a
domino fashion,

. The existing incentive structure for insti-
tutions to monitor and account for payment

system risk |slbt]evedt have omotd the
Py nF] t overdrafts. %e recewmg SOURCE: Belton, t. . Figures presented are biweekly average overdrafts which are

Stltu}lon On a Fed re trans er IS I'OV uuuuuuuuuuuuuuuuuuuuuuuuuuuuuuuuuuuuuuuuuuuuuuuuuuuuuuuuuuuuuuuuuuuuuu
g? g E era Reserve r ar ess
the condttt n of the sendtng |nst|tut|

Ince t|ve exists for the recelver to montt rthe
sending bank, because on?y the edera? Re- the JJ;%JQF Jf% g“?t'e'r%.gotlc 'Ssuﬁ Fr'ser%fE%T
Serve sands {0 lose n the event 0fafat|ure6 Eonta i) tr res S oufd beagoaP

%nrhe'éte?‘)t 0 e o o e oy

guarane Additionally,
state ean as. well as the aJcttons 0 reé)

e

Iy R S

oS oo an(t cU A, H1e SRpon, e g

ay lead Instjtutions to belieye that t reu E r(” %examtne arﬁiter er?os ang
Pat rs, ou H ? ﬁ ound fi

ear 0 sstemd ||Iure will in 0ds In w gt% systemic risk ap-
vene If a large Institution defaults on a pnvate ﬂ]eare {0 be tbe causF Es, Howev?r If

woul

transfer network such as HIPS The result Is ere. Wi re SU fé r]tta evi ence that dI 1}/ Ight
ate ency to ignore or pla own risks assqcl- overfi ¥v Fa to systemic, failure,” Jt
t[ ith” inco trlans i(s erhceﬁtmrl chott | Justify regulatory intervention in this
rlltsteaslsuamn {e aé‘nt r{,sv a{{‘ Cr?ﬂ?gtetrﬁarﬁ\é% Syuch eV|dence was the t E?IC of a recent
without a ercetve %uarantee %ro lice a tua transfer t? ﬁ Humphre
This mis cm of risk on Fedwne 15 'believed Pﬂsmu It efe eCts. oT ¢ eunex ecte
fo hlav?desn % in @ g‘f'ca”‘ Increase In the eatnt eArtn |I%l# texorc(tisemve grcon ucteq gertslecd
s nd st ARl o S e
Overdrafts and systemic risk me\nvasga Su‘mb 'Qnga artSl% S% %a& S%tt!den
The growth in overdrafts has resulted in
increased Tk Whch, TUst be. 2psorbed by uninding ot nsa]cvt/tm acc fd'”%gers B
ayment system participants or the Federd 8VIOUS| affect OSItI ns 0

eserve owever, risk taking Is not_bad per ants sume that t e unwi

artl
s |t |san mtegral art of hanking. Banks are R wou che otner participants to be unaBi(]
Rthe usiness of m aﬁtng risks,” particu %rl ette d their ne net ﬁosPtton Was negatlve
ose that are diversifiable.” Many arg ueta 3 etﬁnorate by a amounte Ha to or
as ong as Pa ment system risk c%n be prorﬁajor excee Hgt

eir e apital.  This
asmg ould not be considered a CI Itated” an, add qtto af Poun(i (ht unwtndF?
ISSU The simulation continued until all participants
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accord oteaove riteria.
||n Ings were qurte dramatic. The
r[) hetrca a' %?{ rge p%rtrcrpant
In ne ra/ the ntwo
Hrem ers, wit verathrr t38 percent). of the
oIaIr Paymens s, failin to Fée1pearng J
srmar Ion USI(T] rom a different
Pro uced similar res sexcept thatt set
nstitutions ost a verseg aﬁecte ¥n P
settle ent de twasﬁ te d erent fro
set a ecte un er the intial simulation. Thus
e stu ests that | rns tutrons .cannot In-
fe t es y cos scrutrnr rn&v the
cre It ort par Icipants
the euent conduct USINess, ather t
varfous payments ﬂre too Interfwined, com e
an rrreg ar t n institution or regula-
tglrl to predict the ramifications of a settlement
The srm(ulated settlement _failure oJ
Ian?e aisso(crate member 0 CHIPS re ulte rn
B rscoura Ing results Asdmrﬂ
er of CHIPS parficipants (49) r\ ollar v
ume o transfesh 3l perce t) failed to sgtte
Simulations wit an alterna ,ve set o
tranfactron a uce on %th/ ter
results.  The fall reo an insti utr rtratrng
less th 1per ent of CHIPS vo

o the art}ure o? 33 rnstrtutrons eindl rrhe Ség fw

of more than 22 percent of total system do

volum
AIthough on the surface the findings sug
éest that a re}oulator function may e r

in the Ihnygpoth trca anaI srs were able to settle

uired, severaf . factors may_ mitigate the
rotﬁem of 3 Tailure to settl% Th anks rn
r}esesmu ations a% ace% u]r rhy Instea
of a solvency g ble ough the ma nr
fude ?fthe 0SS 1S su]bstan‘ g articipants
be able to cope wit te oss yusr g rnterna
or external § urc% en |ate ‘In the’d %
Fungs may tainable In the orgen arket
too sette 0. However, the most Important
actor Hreventrng settlement allure IS a cess to
the Fe eral Reserv drsco(unt wrh v(v In fact,
mtese scenarjos the window should be acces-
sible to aIIow It to er orm rts state puIrpose,
re 1o lepd funds_on a collateralized ba 1S 10
dul fy solvent rnstrtu ons Ifa an failed fo
sett svtstgmrc ems cou totalv
avorde |scou twrndow credit were aval
ble t0 provide reserves to the remamrn Instl-
tutions. " They would %nt% Ia e to éet eanri
continue operations In the following days unt
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appropriate  court actions determined the
BthroRs of tota? debt positigns to be absorbed
he varri)us partrc Ban s In the transfer net-
ork. Sett ment fal artrcr%ant dog
not rmply that some un wr not be fort
com d o e remajnin Partrcrpaﬂts eve[r
]utrn%] bank IS NS0 vent The problem
rs oneﬁ tim ng seo the discount window
tid ei %e rem mrnﬂ solvent Institutions over
until the affeurs of the failed bank are settled.
aso Important to em gsrze that
such Federa Reserve a vancesw not con
stifute a arot be ause the fectd ?‘
tutr ns ma trmat recerve

set ement rom e%1 ewor dis-
tur rn% resultsfom esrmuatron wou 0C-

cur .0 X In te case where. the
unwind g [0Cess transorred in a vacuum
olrtche%m ny tunding assistance from outside

Regfulatory response to daylight over-

Until re end verdrafts were r\otama
jor jssue. Int< 0 e Federa Reserve
eva uated ris utrP rom agrr ght over-
drafts and oun ia ge overdrafts Were 0c-
currin onsr iabe

risk exrate which Wli
not bel ng adequately consid ere a result,
aimed at co

the Fed “began evafuating. policy. alternafives
aimed at %tro(l)lrrnnﬁu h(hsﬁ0 \% t initial o[) eer(rt
%ystem nsf< stad icredﬁrt ris pT%t
anks sh uId realrée that credit Is be eing ex
Ttee]seereewsoeun e ?ﬁs 0CClrtrtentTorer I\:re(rjreortzilsI
Ptrons f %ntrd)l overdra?t rnduced s

clu mg §>co ateralization; 2) set%ement rn

C

suran rolling settlement:"4) charging for
ntrada % edit: Sisendernt rtf % [)
ateral et credrt imits: an

ment.L The, frra four alterna rves wee
tentatrvel% reljecte and closer evaluation was
Iven to

eemamrng nree.
The Initial oro am, adopted in 5985 for
'm;f ementatron 986, rncor orateq Qver-

ft caps. The rogram requi gd each Insti-
tution | currrnd ertrafts on' FedWire, or an
Hrrvate transfe net ork to a[sses itself an
etermine a arv a biweek aryaverag

some mul rpIe of capjtal) across all nét

wors Since rmBementatron of the Federal
Reserve’s risk reauction program in 1986, the
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%rovvth IR overdrafts, h gs slowed
urtng £ Same perio overiﬁa

‘see Ft%ure th efit from the last doIIar ofoverdraft 0 equal the
total 5) ments have dec ned$

erce cost of creating It nalyzing overdra
EaBeI on, et h supg?y argt}d deman(fl t@agtorsg need to h
uary g caps were lowered 15 con5|dere
Hﬁcctlenh tg\HttQttvaeq ééchlet(tﬂleettl nlOM ercepnrtlvgtee The demand for intrad dit
R e e e

Ve W Ul Inraday credit has intrinsic_value for a
;bl %tetr)al net; crecﬁt il and networf< Sencer  financial istlution Decalse | Incoming. and out-
tet enit cahs) on th etamoupto t?]'yeXPOSUL going transactions are not_synchrofized per-
0 cYy, OTED parlicipan. In I petor ectly. -~ Lack of synchrontzatlon arises from

HIPSis currently the only large-dollar trans-
2 nayork tovan) hian i several sources mcludtnq existing payment

rected; Futive controls hlgn e Eederai syatem practices, 2()1 regulatory accoun '”% Pro:
i

cedures, e.q., intraday“timing’ of credts
Reecstee(Y in tgprtngseecugltltcelsesstgsrtgmcuarrreen%r tine clemet mvoIve% with %ransferrmg k.
Bemg evat]uated P y and 4 teuneven Inflows and 1putf OWS assoc)-

%t]ed ity day-to-tay actlvtlty 0 custom%ts Al-
: : se m |
Detgrmmmg the optimal level of intraday ke echFtC * B%%er(t)atﬁ?vc ar?d c?ggteg
cre gh]ed %%terh]telﬁtsfor a mismatch befween receipfs
The purpose of the Federal Resrve' The demand, for overdrafts is actyall
ﬁSe %gg'&r} Pr(?%vam (\)/v/aesr(sra?ontam tto sl ﬁ derived demand because. the overdraft el
unﬁersﬁn ing { ﬁ fisks. invo ve does not provide direct utility or consumey sat

te act
Isfaction.” Rather It can be considered an Inpu
Sé%e ctom eptggrrea % renarps 'glm'\f)gi{}gé'%?g 1that interacts, with other factors and enables Fthe

ze that't
inancial institution o provide a Service to cus-
%'te Sup stanttalaa.nd e laken steps (0 o0 fomers " the comp?etton% transactions, that has

the pr%\%ﬂg el Ve?generﬂ%%ﬂggﬁg%&?gg Holding other things constant, in a pri-

ay/l

vate market the quantity”of intraday credit de-
hg ststgrt(tj1 CgHou trt%//fe fstl\{tlrtt ntgvvtyr?rd ey man(Jn (] caniﬁe ek g 0 decreast 8 the cost
tear hat ¢o )tnuei reductions. in allo ar\ ﬁ‘er mcreafes As the cost in-

Incurred
Creases, Ies%/ overdrafting will occur, alternatives
eecfs ea/nentwa ﬁn% |0|npnave '%“'fgg‘“}ng‘mvgr%e to overdrafts will be so%ght out, an totaflpy

Th e revailing attitude a ment system transactions will decrease.
niFLer Ears t?%t to contlnue ernt/% dttlonfﬂ%ctors ttaat oulg chang“t
allowa Ie over raft levels until it be%tns t eman for mtra ay cred demand de-
over- onstreun e pa ment system. ThiS ap- e]rmlnantsg incl qe those th t affect tpe sv
em. B It 1s evi ent t at he

proach, obyvious nexact process. ronizatl Pro

The “optimal” eve\ Fda t overdrafts emand for ntrada credtt IS a derived
needed to su%port a ceJtam level %f trans%ctton mand, ecause any ch %es n pa?/ment gystem
achwtv can edertve concepually. While it~ volume and eements d ectlnlg wou
IS |fcﬁ uanti thts desire eve te determtnantof(se emand fo

e credit, The
conceptu tton proyides insi hl 0 th e price (cost) ana availanility ot£ related Inputs
usesp ta overttra%ts anJ the po entia or procedures that can serve as alternative
hanges in market factors and banking po |cy means {o cary out transactions would 3|m|IarIy
alter at|vF affect the demand for infraday credit. W

Daylight overdrafts oogur because theg have some. of these factors can be chan% ed by ftnan
value. However, they also Impose @, cost nthe cial institytions, many are outsige the”control
entit tff V|d|n9 the oveJdra t credit. Fomla (v of the |nd|V|duaI firm

optimal behaylor woula. result n a leve gure depicts the demand for mtrada%
daylight overdrafts sufficient to cause the ben- credit for a parttcular level of payment syste
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Figure 3
Demand for intraday credit

price

ctivity, given fixed values for the determinants
alscusged Y)ove ﬁ

The supply of intraday credit

The supply of intraday credit in a private
marlhet can Bg %onmger g gonceﬂtuaql% %lmﬁar
o esuml h at Is, It
o es I ad to rfectt cost? fo the gro

ertinent costs would Includ
tetransactto COStS oflnltlatm the transfer
2) a credit-ris elemeittt atis e ?ecte to In-
cease with additiona amounts of credit: and

o Havﬂt’orUW% Gost ncured 25 2 resulf, of

ds avarlable for alternative

" Prior to the Fed’s current Risk Reductlon
Pf [ﬁm the transaction cost was the or} rt)
e cost to. wire Initjators of trana Il g
uq svia F ed ire, If nmstltutlon had a zer
%nce and t bene Its from._ a [rans er. ex
ceeded its cost, t en It was beneficial to |n|t|a
Kol Fee%ra“vs oy Senl i e e
Passm 8 d feu Vt\ts {0 thppdyecelvm Ins [bly
hon s credi tr| woul eas
e Federal Reserve ut not charge ac f
tt}e sen
g theg

Igﬁcaqsttgtlfttslt)er toTtpte Fg erratdette}segegt

C(e)ﬁ?tl%g t, WO ZEI0,
P Pun ds Were sent throd% grl ate
Tt O R :sgd G

ItS unique position as central ac-
du eqneaﬁ
mar ets anld accege as
consider the credit rlsk mvoIve clde
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whether or not to accept the transfer, expectlng
efunstob maelgeo Wﬂteeng I

ain, If there a ts on
O\Per dra sI the opRortumty cost Io? suppl)gltjhJ
the fup sapproac es ze10

The sup g d\rve for intrada my credit, in-
corev oratin three cost c nents IS
n In Flgure 4. Sxis the su urve Itonly
fixed ransac lon. costs exist e 2i m(ior o
ﬁtes t 8 cre |t r| |ncdhrredb esu Ple of
e funds IS shown aS an Increa
fprle cause, In a private m

i Tnlts W{ilntrada Pedlt ?rt%tq

a ddi toH ? i

gp on(}/ g ecelved offsets
easmg st (ris mcorgoratest o
VIOU fwi cossp S the oép rtunltgifc f
dﬁ etgh% Ive potential for uyn-
t a toverrts teo (“]try
ost %)rh) szer thou |nc
orc D tehes e #]port nit cost S (f
ected {0 be re atlve Inor and is excluded
rom t e remamm a alysis,

g ure 5 mes th _supply and de-
and rlntrad credit. This can %e used to
erive the equ r|u evel and to gter un-
erstan teFF eaer escause or con-
cem about day t overdrart levels

Given lmItS on (dayh% overdra ts
and. PO consi EHT[IO ofcr 1trIS userf
eqm r|u eve mtra aa/ credl
% L |cts esltuat nonFe ere e
fore the |m emegtatlon o the risk reductl N
rogram. The Federal Reserve assumed all the

ments r|s and the omortumty cost of
ntraday credit was essentially zero
creased wire transfer capabilities and |mproved

Figure 4
Market supply of intraday credit

price
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Figue 5 _ _ credit e uaI to%Zthe optimal level of intraday
Market equilibrium level of intraday credit ?re |t thOU banks WOUld deSIIre add,tl nal
unds, the syst m constraint would precu e It
If the Fed is the only sourc(? This o%trma level
can. be generated on FedWire if banks fully
utrIrze credit imits.
Alternatively the Federal Reserve could
ch arﬁe for the extensr n of rnﬂ)a aX credit.
Prrce wou var stitution
based on the evel of bank rrskrn ss However
assumrng an average level of risk Is r%enerated
and one rice IS %hratr ged o aII Institutions, the
supply curve xs supwar toa rice Igener
ating outpth T e eﬁect shown in &J
asProducr \d be to red ce rntra
cred tTtﬁwaanaEhe sog Iénee { %{ma eer\t/grate the
IS SIS S
socially optima Ieve(f ofprntra)dag credrt and
communl)catrons a ond market participants, consrders olic alternatrves assy rn? %
the number o g Itable transacHons qrew In ?]t e onZ SOLK% ofﬁcre it. . [t implies that If
recen vears (t] atly increasing the amount of the requlator has sufficient information to de
Intraday credi ter rne 02 then erther casor rices coul
A’ stated p urgose of the rrsr reduction used to oenerate the optimal amount 0 over
P ? mwaﬁ to'en rarﬁfrnanc rnstltUtIOttg drafts. I can also be sﬁown that Fetg qover
ealize that creqit risk was 9'“9 Creaf restrictive Caps. o Prrces can 0 s
when é%/ tover rafts occure '%”S optrmal Ievesofcredt]causrng undue restraint
reat\ ttetsen "t rns tutron l also ayments mechanism. ~ However, there
}/ t nstitution, “‘}'ﬂ eve rsthﬁp entral forthe develogmentot private
8#{&5? ﬁ[aentrt ?h:esree%o?sw an elreles market as an alternafive source of dayt rme
at%eprefcrlsmn 1S thnactad jwat th o o unding. ~As the Fed implements increasin

er- Y
restrrcﬁve caps of rrcs a?ternatrve means %
om credit s er«:e?stat fom rans decrease oveP raftspwr beu lized. A rvate
1 tron 0SS a crirrent eveﬁo intrad d@/ ore rntra e

fintra Baebdrt ﬁ}/ A

price

e & o of o ater alIVeS.
T ol CTedlL TRk Pl oo L i lkely thaf ofer means o eliminee i

Werg accoun ed
need for rntra ay borrowings may first eutr
declrne sr ni can? ff dgemand

lized, resultin ower for credit In
the eﬁectg 0? éxe t%?xgtﬁ&&lyg'sﬁge}@eate Iq_leneral ta Ief?ward shift of the deman curveg
rntra a cred Y% rrs and transaction owever, as alternatives are exhausted, the use
00t %)ére ac ounte 2 would [)e the o of private ntraday borrowings may become the
timal level of Intrada cre it, with price e E most viable means availablg to execute trans-
to P*, CHrrentP %ever In Fed\R/rre tr% actions,
actions. the  1isk is. not borne e sender. The earlier analysis I? modified sli hﬂd/
SrmrParIy If in trtutron? ex ec% Fcervers to% when aIternatrve sources of undrnlg are consl
“hailed out” when settlement rained instl-

allure occurs on ered. If ihe Fed Uses capf res

rivate networks, the risk will also not eac tutions will utilize their allowable overdraft

EouEted or the Institutions. usrnga ese ngt and then consider alternative sources.
y r

WOrKS %essrve intraday cre the Fed will always be included as the rnrtral
approachrng er e utilized. source of fynding. " Institutions willing to supply

funds_ to the market will consider ‘the creqit
Caps and pricing risks involved and be willing to extend addi-

The Fed can_adjust fo t st al gk s dooted for e e
e Fed can adjust for this misappropri-
ation of rri by rmdosrng caps on anFtra ay supply curve described earfier, 52 would %e the
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Figure 6
Managing intraday credit with Fed overdraft caps

‘ @ o)
Restricti

ictive Fed caps Nonrestrictive Fed caps
price price

relevant carrve 0] deprct the amount of intraday the risk assumed Similarly, if the Feit rice Js
credit made availab elt above P*, then priv te sources rovide
Institutions seeking intraday credit woulg mtrait 3/ ‘credit ' an t e soclal P/ optimum
frrsdt rﬁeterrallo abeov rdrafts with the Fe level wil garn be reached. Figure . ga pre-
resh ual fun sattemar et rat sents the case where the Fe setsarﬁr a ove
etermrne Lntera? g%y f at re urre en rate the socially optima
emang acé S.. Risk would be s are hot e he perce ve market supcp X Burve IS
an pnv fe L{)rovr ers 0 credrt The “j Again, examples can be con-
resugg Dercelye curve fo orrowers stru wr the Fe nce IS set to
would pe the scontrnu srelatronshr roduce Zorvv ere It |s se atr re-
%82 shown in Frgure %a‘) In the exa Ble uired_ to ee ntra a |t IS eve
shown, Fe caps ar restn ve and the res| g F?ure Thr ore t |ce |sst
ema 8 —(%rg) is ohtained In te rrvate veo atP socra trmum eve wr
mtrarv arke"at a_price of P* nes e ohtained. ét crn
assuminig the Fed cap is set afcur)atel to ob a would cr%ate exces [ve qa Irg tover raft
20r 150t restrictive can also be constructed. Both caps an Prrc ng ave ro ems 2
he non-restrictive cag example Is depicted | n well as advantages he requlator had suffi-

It 15 overutilized from a frent |rf)f0rmaé n to 1Erjeter]mrne t]he optimal

Figure 6(bg. Here cre
gg?retal view_ (L@ 1s used) and the Fed is the er\I/(e 0 Cantra ay credrt then either caps or

es%vlrglenﬁf ltovegdrafta by the Fed would Peve ngf overdra?tsuseW|t gc%ngrat[ﬁetrnest? ttlrmr?s
Braln o R el
nt)eme t/afte market dp ree ane‘a r1payments mﬁ dg egltr (J-I vvever the cre t
du rs ctors an esu ti eP\W Frowg‘? he awou si be under nce

e ndivi rnstrtutrons cou therefore, Use

demand o mtrad Tund
mteceocps eunscanbe rovred moreorttante would |aprce erer -
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Figure 7

Managing intraday credit with Fed pricing of overdrafts
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