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The Economy) in Perspective

The medium is the message ... During this holi-
day season, while standing in line to buy just
the right gift—or to return just the wrong one—
you might stop to reflect on the evolution of
shopping. There was a time when people
would “go shopping” as a social pastime, but
those days now appear to be the relic of a by-
gone era. In the second phase of the evolution,
retailers learned how to reel in customers with
double coupons, “midnight madness” sales, and
everyday low pricing. Then came malls featur-
ing petting zoos, beauty contests, and amuse-
ment park rides. But the inescapable truth of the
shopping experience is that the transaction itself
is too slow, sometimes frustrating, and not very
high-tech.

Cash is a problem. No one wants to keep
going to the bank, even if cash can be obtained
quickly from ATMs. Check writing can be an-
noying when so many forms of identification
are required. Standing behind a check writer is
like standing behind someone giving pennies to
the bank teller. Credit cards overcome many of
these shortcomings, but they, too, require that a
check be written when it's time to pay the bill.
Besides, charge cards have been around awhile
and are showing their age. No pizzazz. Heading
into the twenty-first century, we need some-
thing that befits a cybershopper.

Fortunately, the shopping scene is receiving
a shot in the arm from payment entrepreneurs.
Thanks to technological innovations, the very
act of making a purchase can now add luster to
otherwise numbing encounters with parking
lots, sales associates, and merchandise racks. If
developers of new payment vehicles have their
way, consumers will be as exhilarated by how
they make a purchase as by what they take
home.

Credit card issuers have found many ways to
put the punch back into using these payment
devices, illustrating how purely functional trans-
actions can be turned into a more pleasant ex-
perience. Credit cards have traditionally carried
an annual fee and looked stodgy. The only
pleasure associated with their use was the
knowledge that you really weren't paying for
what you were taking out of the store: that
came later at billing time (or even months later
if you decided to finance the purchase). Now
you can obtain several cards for free and
choose from an array of colors, designs, and
celebrity pictures. Using these cards can auto-
matically provide accident and travel insurance,
charitable donations, frequent-flier mileage,
cash rebates, and merchandise credits. So, de-
pending on your mood at transaction time, you
can transcend the mere purchase of groceries to
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satisfy a deeper craving—Ilike adding points to-
ward that Caribbean cruise.

Retail payment vehicles have broadened well
beyond cash, checks, and credit cards. Stored-
value cards are designed to reduce the need to
stop at the bank for cash, yet they take the place
of cash for small-dollar purchases. For example,
you can ride the public transit system and exit
the turnstile by “swiping” a card that holds a
dollar-denominated balance of “transit money”
through a reading device. The device deducts
the fare from your available balance. At the air-
port, you can place a long-distance call by using
another card that stores long-distance minutes,
for which you have already paid. Swipe. Your
child uses a card to buy lunch at the school
cafeteria. Swipe.....swipe (back for seconds).
And don't forget movie rental cards—swipe,
swipe, swipe for that Jack Nicholson festival
weekend. The possibilities are endless. One can
imagine prepaid shoe-shine cards, coffee shop
cards, and car wash cards.

But paper currency and checks are likely to be
with us for some time before being completely
replaced by electronic payment vehicles. No one
wants to carry around dozens of special-purpose
electronic money cards, each to be used as cash
for only one merchant. Nor does it make sense to
carry many cards denominated in telephone
units, transit miles, and donuts, because it is not
easy to exchange these units with people or mer-
chants other than the issuer. What makes money
valuable is its universal acceptance.

Yet it is apparent that the technology to re-
place paper payment instruments is rapidly
falling into place. The attraction for payment
processors lies in the knowledge that replacing
paper checks with electronic ones will cut han-
dling costs dramatically. The United States
spends about $60 billion annually processing
paper checks, so the business opportunities are
quite attractive. Cash, too, is expensive for mer-
chants to transport and protect from theft.

To be successful, however, service providers
will have to address some important security is-
sues and assemble a large merchant network.
They will also have to persuade consumers to
abandon those hopelessly old-fashioned green-
backs and paper checks by offering something
of better value. But the handwriting is on the
wall: Faster and cheaper payment services are
comin’ to town. So the next time you stand in a
check-out line tapping your toes and staring at
your watch, think about how excited you’ll feel
when it’s your turn to pay. Using your debit
card with the Santa Claus logo may just earn
you a trip to the North Pole.
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Despite the absence of any explicit
policy action by the Federal Open
Market Committee (FOMQ), interest
rates have fallen across the spec-
trum of maturities since mid-August.
Thirty-year Treasury bond rates
have dropped more than 60 basis
points, while three-month T-bill
rates are down about 10 basis
points. Thus, the yield curve has
flattened significantly. but it still
slopes upward.

Since the cyclical peak in long-
term rates in November 1994, long-

term bond yields have fallen 2 per-
centage points, while short-term
rates remain slightly above their lev-
els at that time. The downward
swing in the yield curve over this
period has been rather dramatic, as
has the rise in the stock market. The
sag in the yield curve around the
one- to two-year maturities suggests
that market participants expect fur-
ther cuts in the federal funds rate
over the next year.

Real interest rates are also down
substantially from their January 1995

peaks. The short-term real interest
rate—as measured by the one-year
Treasury rate less expected inflation
—stands just above 1¥2%, near lev-
els registered in June and September
of this year. The real long-term
rate— as measured by the 10-year
Treasury rate less expected infla-
tion-—is just under 2%.

Many analysts have attributed part
of the downward trend in capital
market rates to the public’s increas-
ing conviction that Congress and the

(continued on next page)
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administration will produce a credi-
ble deficit-reduction package. Nev-
ertheless, it is difficult to identify the
fundamentals behind changing in-
terest rates, since other factors may
be involved. For example, the de-
mand for bank loans, which was
strong over most of the past year,
has tapered off in recent months.
On the other hand, business invest-
ment remains robust, suggesting that
the real rate of return on new plant
and equipment is still relatively high.

Fed funds futures markets reveal

that the FOMC is again expected to
lower its funds-rate objective some-
time over the next few months. Such
a move was projected to occur ear-
lier this year, but the policy change
failed to materialize. More recently,
the projected funds-rate decline has
been accompanied by evidence that
inflation is somewhat lower than ex-
pected in the second half of 1995.
Yields on some bank deposits fell
early this year, but have remained
relatively steady since then. As a
consequence, the opportunity cost

of M2—Ilargely the difference be-
tween market rates on tradable
short-term securities and rates paid
on bank deposits—has stabilized.
The effect of this stability is most ev-
ident in the recent growth rates of
small time and savings deposits,
which have fluctuated much less.
During 1995, growth in retail
money market mutual funds ex-
ploded despite declining yields.
Some analysts have attributed this to
(continued on next page)
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c. Nondeposit liabilities are total liabilities minus deposits and borrowings from banks in the U.S.
NQTE: All data are seasonally adjusted. Dotted lines are target ranges.
SOQURCE: Board of Governors of the Federal Reserve System.

the flattening of the vield curve,
which has induced security holders
to shorten the maturity of their
portfolios. In recent months, how-
ever, growth in money funds has
slowed somewhat.

With M2 opportunity cost holding
steacly, M2 growth has climbed to
near 4% this year. This pace is more
commensurate with historical expe-
rience and suggests that special fac-
tors damping the aggregate’s growth
in recent years may have lessened.

Market analysts believe that M2's
unusual behavior was a conse-

quence of fundamental changes in
the way households managed their
portfolios. These changes were
largely induced by an environment
in which banks had limited opportu-
nities for making good loans. Absent
such opportunities, banks could not
aggressively compete for funds by
offering attractive yields on deposits.
Higher-yielding bond mutual funds
attracted the attention of deposit
holders, who for the first time added
bond funds to their portfolios. These
conditions led to a massive substitu-
tion of bank deposits for bond

1994 1995

funds, which are not included in M2.
The recent cessation of net inflows
into bond funds suggests that M2
may resume more normal growth.
The engine of deposit growth in
the recent past has been strong loan
demand from both consumers and
businesses. In 1995, banks increas-
ingly turned to large time deposits to
fund new loans. As a consequence,
M3, which includes large time de-
posits, has expanded a healthy 6%
this year.
Recently, some unusual factors
(continued on next page)
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a. Last plot is estimated for November 1995.

b. Growth rates are percentage rates calculated on a fourth-quarter over fourth-quarter basis. Annualized growth rate for 1995 is calculated on an estimated

November over 1994:IVQ basis.
c. Adjusted for sweep accounts.

NOTE: Dotted lines represent growth ranges and are for reference only.
SOURCE: Board of Governors of the Federal Reserve System.

have restrained the growth of the
narrow money measures, The
planned introduction of the re-
designed $100 note may have had a
significant effect on currency growth
over the second half of 1995. For-
eign holders of U.S. currency—
many of whom have experienced
unfavorable exchanges of their own
currency—are concerned about the
future acceptability of their dollar
holdings, leading some to reduce
this portion of their portfolio. Be-
cause it is estimated that almost 70%
of all U.S. currency is held abroad,

currency growth is believed to be
highly sensitive to such concerns.
Another factor depressing the nar-
row aggregates is the widespread
emergence of sweep accounts.
Banks are initiating these programs
to economize on their reserves,
which earn no return for the bank.
These arrangements sweep excess
household  checkable  deposits,
which are reservable, into money
market deposit accounts, which are
not reservable, thereby reducing a
bank’s required reserves. Over the
past few months, depository institu-

tions’ intensified efforts to initiate
sweep programs have led to sharp
declines in checkable deposits and
total reserves.

Because M1 comprises currency
and checkable deposits, its growth
has been significantly damped by
these special factors. It is estimated
that sweep accounts alone have de-
pressed M1 growth more than 3%
this year. Because the M2 aggregate
includes money market deposit ac-
counts, it is impervious to the devel-
opment of sweep accounts.
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TRENDS IN THE CPI
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d. Blue Chip panel of economists.

SOURCES: U.S. Department of Labor, Bureau of Labor Statistics; Board of Governars of the Federal Reserve System; the Federal Reserve Bank of Cleveland; the
Commodity Research Bureau; National Association of Purchasing Management; and Blue Chip Economic Indicators, January 10 and Novemnber 10, 1995,

The latest inflation indicators are
showing surprising volatility. After a
four-month gain of only 1.8%, the
Consumer Price Index (CPD accel-
erated to a 4.0% annualized rate in
October. Much of the upturn was
centered in the index’s housing and
energy components. The rise in CPI
inflation stands in stark contrast to
the decline in the Producer Price
Index, which switched from a 3.8%
advance in September to a 0.9%
contraction in October.

The median CPl — a measure of

core inflation — slowed to 3.3%,
hovering between its year-to-date
and five-year rates.

Taking a longer perspective, the
12-month change in the CPI and the
median CPI rose to 2.7% and 3.3%,
respectively. Both are higher than
1994 rates, but are still within or
below the central tendency range
projected by the Federal Open Mar-
ket Committee last July.

The Blue Chip forecast paints a
far more favorable picture of ex-
pected inflation. The November 10

projection shows  significant im-
provement over forecasts made at
the beginning of the year. In Janu-
ary, over 57% of economists were
predicting that inflation would reach
3.5% or more. In November, that
share fell to less than 5%.
Purchasing managers at manufac-
turing firms provide additional en-
couraging news. The National Asso-
ciation of Purchasing Management’s
price index has dropped dramati-
cally since the end of last year.
(continued on next page)
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a. Nonfarm business.

SOURCES: U.S. Department of Labor, Bureau of Labor Statistics; and EQW National Empioyer Survey, National Center on the Educational Quality of the
Workforce, University of Pennsylvania (administered by the U.S. Census Bureau).

Hourly compensation in the U.S.
grew about 3%% over the past four
quarters, exceeding the rise in CPI-
measured inflation. This should
come as no surprise, since, in theory
at least, workers are compensated
for expected inflation plus any im-
provement in productivity. How-
ever, the growth in labor productiv-
ity has risen markedly in the past
several years. This implies that the
economy’s underlying inflationary
thrust (measured by unit labor costs,
or compensation growth less pro-
ductivity) has been essentially zero

over the last year—a seemingly im-
plausible conclusion.

Business analysts are puzzled by
this recent lack of conformity be-
tween productivity growth and real
(inflation-adjusted) wage growth,
Some have concluded that our cur-
rent indicators of output, which suf-
fer from a host of measurement
problems, overstate the economy’s
actual growth rate and thereby over-
estimate the growth in labor produc-
tivity. Others believe that the infla-
tion measures used to determine
real wages are calculated incorrectly
and thus cause us to underestimate

the growth of real wages.

A third consideration is a re-
ported rise in worker training,
which may be a significant impetus
to productivity growth, but is not
necessarily computed in a worker's
hourly cost. Certainly, training and
education benefits have the poten-
tial to affect worker productivity
dramatically. Recent research shows
that increased worker education has
a greater impact on productivity
growth than do proportionate in-
creases in either work effort or the
capital stock.
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of the Federal Reserve System.
Economists  participating in  the
Blue Chip survey anticipate a 2.4%
rate of real economic growth in
1995:1vQ — well below last quar-
ter's 4.2% advance. The recent flat-
ness in industrial production and
hours worked seems consistent

with this slowdown. For all of

1995, the Blue Chip panel foresees
a growth rate of approximately
3.2%. Economists estimate the na-
tion's long-term growth potential at

roughly 2.3% per year.

A boom in business fixed invest-
ment has accompanied the current
business expansion, but curiously,
the underlying factors have not ig-
nited residential construction. De-
spite some improvement in the
third quarter, new home construc-
tion has been a relatively weak
component of GDP this year. Real
residential investment fell 1.4% in
the four quarters ended in
1995:111Q. With single-unit housing

starts remaining generally weak,
residential construction will most
likely stay soft. Housing starts de-
clined 1.7% in October, the second
consecutive monthly drop.
Nevertheless, a substantial deteri-
oration in the housing sector seems
unlikely. Housing sales, which rose
dramatically between February and

July, remain strong, and the num-

ber of months that unsold homes
(continued on next page)
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Economic Activity (cont.)
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SOURCES: U.S. Department of Commerce, Bureau of Economic Analysis; U.S. Department of Labor, Bureau of Labor Statistics; and Board of Governors of the

Federal Reserve System.

stay on the market has declined
13.6% from its April peak.

A continuing boom in investment
spending and advances in produc-
tivity growth brighten the nation’s
long-term economic prospects. Real
business fixed investment, which
has risen 13.3% over the past four
quarters, has equaled 14% of the na-
tion’s output this vear—1.4 percent-
age points higher than last yvear's
record level. The rapid pace of in-
vestment is welcome in an economy
thought to be operating at high lev-

els of capacity, since business fixed
investment  fosters  productivity
growth. The current expansion has
witnessed above-average increases
in output per hour worked, follow-
ing a lengthy period (1974-91) of
below-average postings.

The new chain-weighted GDP
methodology will reduce the mag-
nitude of recent productivity gains
by eliminating an upward price bias
in the real output data. Neverthe-
less, numerous downward biases
also hinder our capacity to measure

productivity  growth accurately.
Chief among these is the difficulty
of measuring services, which repre-
sent a large and growing compo-
nent of national output. A substan-
tial amount of anecdotal evidence
indicates that productivity growth is
advancing above trend. Corporate
profits, for example, have risen
10.4% annually since 1991, well
above the rate of inflation. Such in-
creases would seem unlikely and
unsustainable without the support
of strong productivity growth.
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SOURCES: U.S. Department of Commerce, Bureau of Economic Analysis and Bureau of the Census; and Board of Governors of the Federal Reserve System.

Despite some moderation over the
past six months or so, the trend
growth in inflation-adjusted, or real,
disposable income continues to
outpace real spending, mostly as a
result of a persistent strengthening
in personal income. Indeed, the re-
cent trend in real spending growth
has shown little deviation from the
solid 2% to 3¥% range it has fol-
lowed for the past three years.
Although trends in household in-
come and spending are generally fa-

vorable, retailers are reporting the
usual anxiety over holiday spending
prospects. Excluding autos, retail
spending during November and De-
cember typically accounts for 20% or
more of a retailer’s receipts for the
year, making these months pivotal.
Among the factors affecting the
current holiday sales outlook is a rel-
atively high level of consumer debt,
since a substantial share of holiday
spending is financed by revolving
debt, or credit cards. During Novem-

ber and December, credit card bal-
ances tend to balloon by about 4%
of disposable income; consequently,
a liquidity-constrained consumer
could limit holiday sales prospects.
There are no current indications
that households” liquidity is im-
paired, however. While the delin-
quency rate on installment debt is
rising (as it often does during peri-
ods of economic growth), the cur-
rent rate—less than 2%—is ex-
tremely low by historical standards.
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c. Four-week lagged average of seasonally adjusted data.
d. Vertical line indicates break in data series due to survey redesign.
SOURCE: U.S. Department of Labor, Bureau of Labor Statistics and Employment and Training Administration.

Nonfarm payroll employment in-
creased by 166,000 in November,
although about half the gain can be
attributed to special circumstances,
including a longer-than-usual sur-

vey period and the introduction of

new seasonal adjustment factors.
Substantial job declines in manu-
facturing, coupled with frigid
weather that flattened construction
employment, resulted in a negative
figure in the goods-producing sec-
tor. Durable and nondurable
goods experienced identical de-

clines of 16,000 jobs in November.

However, year-to-date losses have
been much more severe in non-
durable goods industries, particu-
larly apparel.

Service-producing employment
showed strength in November,
fortified by sizable gains in a
range of industries. Firms in the
narrow services category posted a
net job increase of 87,000. Both
health services and management/
engineering services have per-
formed nicely over the past few
months, contributing a combined
net total of 378,000 jobs to the

economy in 1995, Retail trade es-
tablishments added 74,000 work-
ers over the month, while govern-
ment employment continued to
slide (down 8,000).

Total compensation of civilian
workers rose by the smallest
amount since 1981 in September:
up only 2.7% from a year ago.
However, the wages and salaries
component continues to outpace
inflation, having risen 2.8% in the
year ended September 30, a period
when the Consumer Price Index
showed only a 2.5% uptick,
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SOURCES: U.S. Department of Education, National Center for Education Statistics; U.S. Department of Labor, Bureau of Labor Statistics; and John H. Bishop,
“Is the Market for College Graduates Headed for a Bust? — Demand and Supply Responses to Rising College Wage Premiums,” Cornell University, working

paper, November 1995,

In recent years, college graduates
have experienced relatively low un-
employment rates and rising relative
wages. The continuing low share of
new four-year grads in the total
workforce suggests that these trends
will be sustained. Nevertheless, last
year the Bureau of Labor Statistics
(BLS) predicted that the supply of
college graduates would outstrip de-
mand by an average of 330,000 jobs
per year between now and 2005,
and that nearly 25% of new entrants
to the college-educated labor pool
would have to settle for work that
does not require a college degree.

If true, this represents a significant
break with past conditions. To deter-
mine whether these dire predictions
are likely to materialize, John Bishop
of Cornell University recently exam-
ined the BLS" methodology for as-
sessing job prospects of the classes
of 1996 and beyond. He found that,
historically, the BLS has been pes-
simistic about the demand for col-
lege graduates. Growth in relatively
low-skill occupational sectors was
systematically overpredicted be-
tween 1978 and 1990, while growth
in professional and managerial jobs
was underpredicted.

Bishop also noted that the BLS
projections of jobs requiring a col-
lege degree and of underemployed
college graduates are problematic.
Aside from data issues, actual ability
varies greatly among those holding
college diplomas. Determining
whether a person is overqualified for
a job should depend not only on
credentials, but also on substance. If
a proxy such as “degree of literacy”
is used instead of “degree in hand,”
it is likely that many of those the BLS
identified as overqualified in fact
have low skill levels that make them
unable to fill other types of jobs.
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Highlights of Congressional Welfare Proposals
AFDC replaced with block grants for Temporary
Assistance to Needy Families.

¢ Federal funding conditioned on states devoting
at least 756% of 1994 expenditures to AFDC.

e Maximum five-year assistance for adults.

Medicaid

20

e States can deny payments to unwed mothers

under the age of 18 and can reduce payments
in cases of unknown paternity {except when
rape orincest is involved).

Adult recipients are required to work within two
years of receiving benefits. Exemptions are'al-
lowed for parents with children under one year

1 | | 1

of age.

0
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a. "Other” includes deposit insurance and offsetting receipts.

NOTE: All budget data pertain to fiscal years.

SOURCES: Congressional Budget Office; and Jeffrey L. Katz, “Provisions of Welfare Bill,” Congressional Quarterly, vol. 53, no. 45 (November 18, 1995),

pp. 3542-544.

Any attempt to balance the federal
budget must confront the problem
of burgeoning welfare payments.
Means-tested entitlements, which in-
clude Medicaid and other welfare-
type programs, have grown at a 12%
average annual clip since 1962, in-
creasing from 4% to 12% of total out-
lays. Non-means-tested entitlements,
which cover Social Security, Medi-
care, and unemployment compensa-
tion, have grown at a 10% annual
rate over the same period, rising
from 26% to 42% of government
outlays. Discretionary spending, on

the other hand, is up only 6.4%,
shrinking from 70% to 37% of total
federal outlays. The current congres-
sional proposal for limiting welfare
payments would give states more
control over welfare programs, re-
quire recipients to work, and limit
the duration of benefits.

Welfare attempts to furnish a min-
imum standard of living for those
unable to provide for themselves,
typically young single mothers with
children. The concern of many poli-
cymakers, however, is that an other-
wise worthy cause creates disincen-

tives for work and promotes long-
term welfare dependency. The
problem may arise not from any sin-
gle program, but from a combina-
tion of in-kind and cash programs.
Welfare benefits vary from state to
state and among recipients. One
study estimates that the total value of
a standard package of benefits for a
typical recipient in the Aid to Fami-
lies  with Dependent Children
(AFDC)  program ranges from
$27,736 in Hawaii to $13,033 in Mis-
sissippi. (The standard package in
(continued on next page)
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WELFARE BENEFITS AS A PERCENTAGE OF THE POVERTY LEVEL, 1995

Less than 130%

a. Totals are calculated on the basis of state benefit levels weighted by the corresponding number of recipients in 1992.
b. Aid to Families with Dependent Children plus supplemental food program for Women, Infants, and Children.

c. Calculated using number of recipients in 1993.

SOURCES: Statistical Abstract of the United States: 1994; and Michael Tanner, Stephen Moore, and David Hartman, “The Work vs. Welfare Trade-off: An
Analysis of the Total Level of Welfare Benefits by State,” Cato Institute, Policy Analysis, No. 240, September 19, 1995.

the study includes AFDC benefits,
food stamps and other supplemental
nutrition assistance, Medicaid, and
housing and utility assistance.) All of
the states making up the Fourth Fed-
eral Reserve District—Ohio, Penn-
sylvania, West Virginia, and Ken-
tucky—fell below the national
average. The top left chart indicates
the average percentage contribution
of various components of this stan-
dard package.

The typical welfare recipient re-
ceives benefits for only a short time,
and many receive only a fraction of

the entire set of cash and noncash
payments that are potentially avail-
able. But as many as 65% remain on
public assistance for eight years or
longer. Statistics such as this have led
many economists and policymakers
to question whether the system is
constructed to facilitate the transition
of persons receiving welfare benefits
into full labor-force participation.
Most welfare recipients express a
desire to work, and employment
can usually enhance their long-term
economic benefits relative to re-
maining on welfare. In many in-

stances, however, fulfilling this de-
sire means taking an entry-level job
that pays less than staying on wel-
fare. Concern about the potentially
perverse incentives created by pub-
lic assistance programs motivates at
least some of the provisions in the
welfare proposals designed by Con-
gress. For instance, caps on the
number of years that participants are
eligible for benefits and work re-
quirements for adult recipients are
as much reform measures as they
are budget-cutting measures.
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a. Troubled assets include noncurrent loans and leases plus other real estate owned.
NOTE: All data are for FDIC-insured commercial banks. 1995 data are for the first half of the year and are annualized where appropriate.
SOURCE: Federal Deposit Insurance Corporation.

Data for the first half of 1995 illus-
trate the continued health of the
commercial banking industry across
all regions of the country. The aver-
age return on assets declined
slightly to 1.13% nationally, but in-
creased in the Southwest, West, and
Central regions. This measure of
profitability ranged from 0.99% in
the Northeast to an impressive
1.41% in the Midwest.

Equity capital as a percentage of
total assets firmed to 8.03% from

7.78%, as the increase in equity cap-
ital outpaced the gain in total assets.
This improvement encompassed all
regions of the country, ranging from
7.5% in the Northeast to 8.83% in the
Midwest.

The percentage of assets classified
as troubled declined during the first
half of 1995, as total assets increased
7.2% and troubled assets fell 20.3%.
Although the percentage of troubled
assets is still highest in the Northeast
and West, these two regions have
seen this indicator fall by nearly

Southwest West

two-thirds since 1992.

During the first half of 1995, net
charge-offs (the net amount of loans
and leases removed from balance
sheets because they were not col-
lectible) declined more than 12%
from 1994 levels. The ratio of net
charge-offs to loans and leases was
little changed from last year’s in
every region except the Northeast,
where a substantial 30% drop in net
charge-offs lowered the ratio from
0.75% to 0.54%.



FRB Cleveland o December 1995

10O

Derivatives

Notional principal, trillions of doliars®

http://clevelandfed.org/research/trends
December 1995
Best available copy

Millions of contracts ~ Millions of contracts®

pal 1,400 1,200
EXCHANGE-TRADED AND OTC DERIVATIVES
18 = —1 1,200 B
O 0TC derivatives® 1,000
== Volume of exchange-traded derivatives
15 =~ 1,000
800
2 — 800
600
9 = 600
400 E
§ = 400
200
3} — 200
1989 1990 1991 1992 1993 1994 1989 1990

Notional principal, triflions of doliars®
1

EXCHANGE-TRADED DERIVATIVES

E} - Equity-index contracts
Interest-rate contracts

Currency contracts

1981 1992 1993 1994

Notional principal, trillions of dollars?

16

OTC DERIVATIVES

14 b= .
[] Equity contracts
” Curréncy swaps
Inierest-rate contracts

10 p=
8 b
6 f—
4 b=
2 fows
0

1988 1990 1991 1992

1993 1994 1989

OTC INTEREST-RATE DERIVATIVES

Caps, collars, floors: and swaptions
Forward-rate agreements

Interest-rate swaps

1990 1891 1992 1993 1994
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b. Excludes currency options.

c. Values represent combined globat trading volume of exchange-traded futures and options.
NOTE: Notional vailues of OTC derivatives have been halved to prevent double counting.

SOURCES: Bank for International Settlements: International Swap Dealers Association; Futures Industry Association; Options Clearing Corporation; Philadelphia
Stock Exchange; and the Federal Reserve Bank of New York.

The volume of financial derivatives
continues to grow at a rapid pace,
although the growth has shifted
somewhat from the over-the-
counter (OTC) market to the organ-
ized exchanges. The 37% increase
in notional value on the OTC mar-
ket between 1993 and 1994, while
still quite brisk, represents a slow-
down from the 54% advance be-
tween 1992 and 1993. Exchange-
tracded derivatives increased their
growth, with volume up 45% in
1994 in contrast to a mere 24% in
1993. Some observers attribute this

shift to a heightened concern with
risk that has scared investors away
from the more complicated and ex-
otic instruments of the OTC market.
Keep in mind, however, that these
numbers do not include mortgage-
backed derivatives, and that no-
tional principal does not measure
exposure to risk.

Interest-rate contracts continue to
dominate the OTC market, both in
total volume and in growth, ac-
counting for $14.2 trillion of the
$15.3 trillion OTC contracts. Interest-
rate swaps also remain the dominant
form of interest-rate contract. The

option-based instruments (caps, col-
lars, floors, and swaptions) grew
only 12.5% in 1994 after jumping
120% in 1993. Forward-rate agree-
ments grew fastest—up 52%—
within the interest-rate category.

Interest-rate contracts dominated
exchange-traded derivatives as well,
although other contracts also
showed robust growth. Currency
contracts, with volume up 45%, and
equity-index contracts, with volume
up 43%, barely lagged interest-rate
contracts, which saw value increase
by 46%.



L/

http://clevelandfed.org/research/trends
December 1995
Best available copy

Japanese Banks

Percent change from corresponding quarter of previous year
14 'REAL JAPANESE GDP

eveland » December 1995

Japanese Bank Loans
(Trillions of yen)

Total - Problem
loans  loans®

City banks 2746 13.1

Long-term 54.5 4.0
credit banks

Trust banks 61.5 6.3
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a. Problem loans include nonperforming and restructured loans, but do not include loans to mortgage firms.

b. Average of 225 stock prices.

c. Nominal effective exchange rate is a weighted average of yen exchange rates against the currencies of the major industrialized countries.
d. Real effective exchange rate adjusts the nominal effective exchange rate for unit-labor-cost differentials in manufacturing.
SOURCES: Japanese Ministry of Finance; International Monetary Fund; and DRI/McGraw-Hill.

Because Japanese banks play a
greater role in the allocation of do-
mestic credit than do their American
counterparts—or banks in most
other industrialized countries—
their financial well-being has
strongly influenced the contours of
Japan’'s economic recovery.
According to the Japanese Min-
istry of Finance, approximately 5.3%
of Japanese bank loans outstanding
at the end of September were either
nonperforming (¥14 trillion) or had

been restructured (¥13.0 trillion) to
forgive previously contracted inter-
est payments. The Ministry believes
that Japanese banks will write off
approximately ¥18 trillion of non-
performing loans, including credit to
mortgage firms. Considering loan-
loss reserves and unrealized gains
on securities, officials believe that
the banking sector can sustain such
a write-off.

The deterioration in asset values
associated with the economic bust in

1990 and with the prolonged Japan-
ese recession adversely affected
household and business balance
sheets and severely lowered the
quality of bank loans—particularly
those related to real estate. Because
unrealized gains on equity formed a
large share of Japanese bank capital,
the stock-market collapse reduced
the capital position of banks. This
year, bank lending has begun to re-
cover, but it remains weak.




] 8 http://clevelandfed.org/research/trends
December 1995

FRB Cleveland « December 1995

® ) ® o ® Best available copy
International Wage Trends
Hours Percent
30

2600 "AVERAGE ANNUAL HOURS WORKED
IN MANUFACTURING, 1990

2,400

2,200

2,000

1,800

1,600

1,400

1,200

1,000

Japan France

Hours

CHANGE IN AVERAGE ANNUAL HOURS WORKED
IN MANUFACTURING, 1960-1990

us.

Germany?

Japan France Germany?

2,600
2,400
2,200

. s

2,000 §

AVERAGE ANNUAL HOURS WORKED IN MANUFACTURING, 19601990

1,800
France
1,600
1‘400 i L 1 ] ' i 1 1 ' 1 1 1 i3 ' 4 1 i l 1 L] X L l I 1 L L
1960 1965 1970 1975 1980 1985 1990

a. Data are for West Germany.

NOTE: Hours data exclude paid holidays, vacations, and sick leave.
SOURCE: U.S. Department of Labor, Bureau of Labor Statistics.

Internationally, a great deal of dis-
parity exists in average annual hours
worked in manufacturing. For exam-
ple, in 1990, U.S. manufacturing
workers put in roughly 300 hours
more on average than their counter-
parts in Germany and France, but
177 hours less than workers in
Japan. Between 1960 and 1990, av-
erage annual hours worked fell sub-
stantially in Japan and most parts of
Europe, but remained roughly con-
stant in the U.S. Over this period,
Japanese workers consistently
logged the longest hours.

These facts have led some U.S.
policymakers, union leaders, and

economists to conclude that our
manufacturing sector has “fallen be-
hind” in reducing work hours—a sit-
uation they would like to see recti-
fied. Typically, such an initiative is
promoted as a means of increasing
employment by spreading a fixed
number of hours across more peo-
ple. Hence, it is interesting to ex-
plore the growth of manufacturing
employment, total hours, and output
across countries during this 30-year
period of falling average hours
worked.

Japan experienced the steepest
upturn in manufacturing employ-
ment—a 1.5% annual rise—vyet it

had by far the longest average an-
nual hours worked in each year of
the period. Germany, which posted
the largest drop-off in hours
worked, saw only a modest decline
in its payrolls, while the decrease in
hours worked in France was accom-
panied by an employment cutback
of 0.4% per year. In contrast, em-
ployment in the U.S. expanded 0.4%
annually.

Comparing the growth rates of
total manufacturing hours worked,
France and Germany experienced
annual declines of about 1.0% each,
while the U.S. and Japan posted

(continued on next page)
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ANNUAL CHANGE IN MANUFACTURING OUTPUT PER
HOUR, 1960-1990
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b. Manufacturing output, total hours, and output per hour for the U.S. are taken from the June 1992 Monthly Labor Review. These data were subsequently
revised, and the new series are not available before 1977,

NOTE: Hours data exclude paid holidays, vacations, and sick leave.
SOURCE: U.S. Department of Labor, Bureau of Labor Statistics.

gains of 0.4% and 0.9%, respectively.
The downturns in Germany and
France reflect the fact that employ-
ment did not increase to offset the
drop in average annual hours. Em-
ployment growth in Japan, by con-
trast, was strong enough to compen-
sate for the reduction in average
hours and led to an increase in total
hours worked.

Manufacturing output increased at
an average annual rate of about
3.0% in the U.S. and Germany and
4.0% in France. France and Ger-
many saw production pick up de-
spite the decline in total hours

worked, implying that output per
hour grew more rapidly in these
countries than in the U.S. In Japan,
total output was up 8.0% per year,
with output per hour growing 7.2%
versus 5.0% for France, 4.1% for
Germany, and 2.6% for the U.S.

In summary, the country with the
longest average hours worked in
each year of the sample period—

Japan—experienced the highest

growth in employment, output, and
output per hour, while the nation
with the largest decline in average
hours—Germany—saw no employ-
ment growth and only a moderate

upturn in output and output per
hour. The U.S., which showed no re-
duction in average hours, displayed
relatively strong growth in employ-
ment and relatively weak growth in
output and output per hour.

While exploring these trends does
not tell us how the U.S. economy
would respond to a policy aimed at
reducing average work hours, it
does show that although several Eu-
ropean countries “lead” the world in
this regard, cutting hours does not
necessarily translate into greater em-
ployment and economic growth.
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