FRB Cleveland » Janoary 1996

y

The Economy in Perspective

On the outs ... It has long been conventional in
politics to portray oneself as an outsider. At one
time, referring to a government official as an in-
sider was a supreme compliment, but when the
public became dissatisfied with government’s
performance, insiders recognized that they car-
ried too much baggage. Insiders then cam-
paigned as outsiders, but little actually changed.

When the insiders ran government, they
never seemed sufficiently bothered by persis-
tent budget deficits or generational fiscal imbal-
ances to endure the short-run pain required for
the long-run gain. They devised plans to curb
the imbalances, but always scheduled the pain
to occur in the outlying years, beyond the next
election. Successive waves of outsiders came to
Washington to reverse that result, only to be-
come next year’s insiders.

In the U.S. fiscal arena, the electorate now
seems to have developed such an appetite for
change that many ideas previously regarded as
out-of-bounds are finally receiving serious at-
tention. Although a concrete federal budget ac-
cord remains elusive, the broad outlines of an
agreement are taking shape. In some fashion,
the growth in spending on entitlement pro-
grams will slow down. The government will
offer fewer services and outsource others.

The tax side of the equation will not be for-
gotten. It is far too soon to think that the pro-
gressive income tax system will be swept away,
but alternatives such as the flat tax and con-
sumption tax are no longer dismissed as politi-
cally outrageous. In fact, these ideas are likely
to receive more serious scrutiny in the next sev-
eral years than ever before. Even funding Social
Security through individually managed invest-
ment accounts, instead of through a govern-
ment fund invested in Treasury securities, will
likely get a hearing.

Although congressional reformers are turn-
ing the budget process inside out, they may
soon attempt to revise some aspects of mone-
tary policy. Congress amended the Federal Re-
serve Act in 1977 to require the central bank to
promote maximum employment, stable prices,
and moderate long-term interest rates. The fol-
lowing year, through the Full Employment and
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Balanced Growth Act, Congress required the
Fed to report semiannually on its projections
for economic output, the price level, and the
level of unemployment, as well as to announce
its plans for the growth of money and credit in
the year ahead.

Although inflation has been trending down-
ward since the early 1980s, it is not clear how
much, if any, of the credit belongs to the legisla-
tive framework crafted nearly 20 years ago. At
certain times during this period, knowledge of
the future money supply would not have helped
to predict anything. Moreover, many scholars
have pointed out that by requiring the Fed si-
multaneously to promote several outcomes that
may conflict, Congress is not providing enough
direction to the monetary authority. A reason-
able conclusion is that the Fed’s recent outstand-
ing inflation performance has been achieved
largely independent of the existing statutes.

Now a group of outspoken lawmakers, led
by Senator Connie Mack, proposes to out-and-
out discard the Full Employment and Balanced
Growth Act. As introduced in the Senate last
September, the Economic Growth and Price Sta-
bility Act of 1995 would direct the Federal Re-
serve to promote price stability as its primary
long-term goal. References to maximum em-
ployment and moderate long-term interest rates
are stripped out to enable the Fed to focus more
clearly on the price stability objective when it
formulates and implements monetary policy.
The bill also directs the Fed to establish a nu-
merical definition of price stability and to report
to Congress semiannually on its plans for
achieving that objective.

It remains to be seen how much support this
effort will eventually garner, and what changes
may prove necessary to gain enactment. As the
budget battle illustrates, when various interest
groups seek to outwit, outflank, and outsell one
another, the process can get out of control. But
the potential gains from a stronger legal man-
date for price stability justify the struggle. To
prevent inflation from once again becoming out
of sight, it is best to keep infeasible objectives
out of mind.
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“Since the last easing of monetary
policy in July, inflation has been
somewhat more favorable than an-
ticipated, and this result, along with
an associated moderation in infla-
‘tion expectations, warrants 4 mod-
est easing in monetary conditions.”
This statement by Federal Re-
serve Chairman Greenspan accom-
panied the December 19 announce-
ment that the Federal Open Market
Committee (FOMC) had decided to
lower the intended federal funds
rate by 25 basis points, to 5.5%. It
now secems likely that actual infla-
tion in 1995, as measured by the

Consumer Price Index, will end the
year below the 3% to 3V4% range ex-
pected by the FOMC in July.
Although the timing of the recent
policy move may have caught some
market participants by surprise, a re-
duction in the fed funds rate had
been anticipated for months. In-
deed, since last year’s first rate cut in

July, fed funds futures prices have

implied an expectation of additional
cuts. Another slight reduction in the
intended fed funds rate is antici-
pated in early 1996. Since February,
the rate on one-year Treasuries has
been below the fed funds rate, also

suggesting further policy actions
throughout the coming year.

Declining inflation expectations
contributed to at least part of the
overall drop in interest rates last
year. The 30-year Treasury bond fell
below 6% in the final days of De-
cember, approaching the cyclical
trough recorded in October 1993.

In the 26 months following that
trough, long-term rates rose sharply,
induced both by a strong economy
that increased the rate of return on
new business investment and by

(continued on next page)
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fears that inflationary
might lead to higher trend inflation.
Since the peaks in capital market
rates just over a year ago, inflation
has been steady and business invest-
ment—while still strong—has mod-
erated. Bank loans to consumers
and businesses grew rapidly over
this period, but have decelerated in
recent months.

Banks for the most part financed
their strong loan demand with non-
deposit liabilities and large time de-

pressures

posits. As a consequence, pricing of
other checkable deposits (OCDs)
and money market deposit accounts
(MMDAs) was not very aggressive.
Indeed, the rate paid on OCDs
hardly budged in the face of rising
interest rates. - Thus, OCD op-
portunity cost (measured here as the
difference between the 3-month
Treasury bill vield and the effective
rate paid on OCDs) rose sharply,
which in turn damped household
demand for OCDs.

As short rates fell in 1995, so too

1994 1995

did the opportunity cost of OCDs
and non-interest-bearing transaction
deposits. Historical relationships sug-
gested that transaction deposits
would begin to grow during the year.
This did not happen, largely because
of the widespread implementation of
sweep arrangements that economize
on bank reserves. These arrange-
ments “sweep” excess OCDs, which
are reservable, into MMDAs, which
are not reservable, thereby reducing
a bank’s required reserves.
(continued on next page)
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It is estimated that sweep ac-
counts alone depressed transaction
deposit growth by about 4% in
1995, Because transaction deposits
are the only reservable deposit, the
growth rate of total reserves was re-
strained almost proportionately. The
monetary base, which comprises
total reserves and currency held
outside banks, was also affected. Its
growth rate, however, is dominated
by its currency component, which
slowed sharply in the spring. Ana-
lysts believe that diminished cur-

rency growth is related to foreign
investors’ concerns about the ex-
changeability of their current hold-
ings once the newly designed $100
bill is introduced. It is also estimated
that the M1 monetary aggregate,
which includes both currency and
transaction deposits, would have
grown in 1995 in the absence of
sweep accounts.

Despite considerable uncertainty
about the future relationships of
money and debt to fundamental
policy objectives, the FOMC contin-
ues to set growth ranges for M2, M3,

and domestic nonfinancial debt. The
Humphrey-Hawkins Act of 1978
mandates that the Federal Reserve
report these ranges to the U.S. Con-
gress, It is perhaps ironic that al-
though little attention is paid to
these measures, they all ended the
year within their specified range.
M2, which includes both OCDs and
MMDAs, was impervious to the im-
plementation of sweep arrange-
ments. The strength in M3 largely re-
flected banks’ tendency to finance
loan growth by issuing large CDs.
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Interest rates continue to fall. Rates
at all maturities have dropped
roughly half a point since late June.
Long-term rates have fallen by 2
percentage points since their cycli-
cal peak in November 1994, and
more recently, short-term rates have
also headed lower. The sharp de-
cline in medium-term rates has not
only flattened the yield curve, but
has given it an uncharacteristic
shape: steeper at the long end.

Care must be taken in interpreting
vield curves. The standard constant-

maturity data put out by the Treasury
Department are only an estimate of
yields, because it is rare to find
bonds maturing in exactly seven
years, for example. In addition, these
yields are for coupon bonds, includ-
ing twice-yearly coupons. The vields
on zero-coupon bonds provide a
somewhat cleaner measure, despite
the complications of tax differences
and lower market liquidity. The two
curves are similar, although the zero-
coupon curve is somewhat steeper
and generally lower.

Yield spreads, particularly inver-
sions, are often used to forecast re-
cessions. Plotting the lagged spread
between 10-year and 3-month Treas-
uries and the growth rate of real
GDP shows that inversions often do
precede recessions, but that the re-
lationship is also broader. Low
spreads indicate low real growth
and high spreads indicate high real
growth. The relationship is neither
one-to-one nor completely precise,
however, so caution in using it is
warranted.
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c. Horizontal lines represent trends.
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As of July, the stated range (fourth-quarter to fourth-quarter percent change) is 3.125 to 3.375 for 1995 and 2.875 to 3.25 for 1996.
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The Consumer Price Index (CPD changes in the Producer Price Index  down from 16% in November.
showed no change in November, (PPD) and the PPI less food and en- The recent 12-month trend in the
contributing to the measure’s lowest ergy were 5.8% and 5.2%, respec- CPI stood at only 2.6%, identical to
six-month growth rate in nearly 10 tively. Motor vehicles accounted for  the relatively low inflation recorded
years. The core inflation indexes, three-fourths of this increase. Still, in 1994. However, as measured by
which include the CPI less food and data from the National Association the median CPI, inflation reached
energy and the median CPI, both of Purchasing Management suggests 3.2% over the last 12 months,
posted only slight increases for the that better producer price reports  prompting the question: “Which is
month—an annualized 0.7% and may be on the way. The purchasing the ‘wrue’ inflation rate?”
2 2.2%, respectively. managers' price index dropped from Measuring monetary inflation rep-
g As measured by the behavior of 44.5 in November to 40.8 in Decem- resents an enormous challenge to
2 producer prices, the inflation indica- ber—its lowest level since July  economists. Some of the difficulty

tors were less encouraging in No-
vember. The annualized one-month

1991. Only 10% of those polled re-
ported facing higher supply prices,

stems from the fact that transient
(continued on next page)



FRB Cleveland » January 1996

/

® 2 @ @

Inflation and Prices (cont.)

12-month percent change

Percentage points, squared

http://clevelandfed.org/research/trends
January 1996
Best available copy

0 TRENDS IN THE CP!

6.5 p=
CPI {all items)

6.0

5.5

50

45

4.0

3.5

30

25

Median CPI®

0.0006

0.0005 —

0.0004

0.0003

I

0.0002

0.0001

A

VARIANCE IN THE CPI

A 8-year average

U
Lo !

Il 7 LDV

1988 1989 1990 1991 1992

Coefficient of skewness

0
1993 1994 1995 1988 1989

Coefficient of kurtosis

1980 1991 1992 1993 1994 1995

8 SKEWNESS IN THE CPI

6.

120 p=

100 P~

| RO | | |

40 b

8-year
o0 | 2verage A

KURTOSIS IN. THE CPI

Ml

/M

LA i
LML

1988 1988 1990 1991 1992

0
1993 1994 1995 1988 1989

a. Calculated by the Federal Reserve Bank of Cleveland.
SOURCES: U.S. Department of Labor, Bureau of Labor Statistics; and the Federal Reserve Bank of Cleveland.

events, such as a drought that re-
duces the supply of crops, can tem-
porarily skew the price data and sub-
stantially alter a weighted-average
index like the CPI. Such price-index
movements are generally not consid-
ered “inflationary,” a phenomenon
most economists attribute to mone-
fary causes.

For a time, then, the price aggre-
gate may falsely indicate a change in
inflation as it reacts to a transitory
shock; that is, a majority of price
movements will be markedly above
or below the rate recorded by the

CPl. One method of eliminating the
influence of these transitory events
is to trim the outlying portions of the
cross-sectional distribution of the
CPI's components. What remains is
the center of the price change distri-
bution, or the median change. In-
deed, research at the Federal Re-
serve Bank of Cleveland indicates
that when the trend in the CPI is
below the trend in the median CPI
(as it has been over the past several
quarters), we would generally ex-
pect the CPI to rise rather than the
median to fall.

1990 199t 1992 1993 1994 1995

Skewness is one of several meas-
ures that can help us judge whether
the CPI is being influenced by any
unusual price disturbances. An-
other, CPI variance, measures the
dispersion of consumer
changes and kurtosis, which is an
indicator of how “peaked” the dis-
tribution of price changes is. Nei-
ther of these measures suggests any
unusual underlying behavior in the
recent price data: CPI variance is
slightly narrower, and distribution is
slightly less peaked, than their
eight-year averages.

&

price
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According to the Blue Chip panel
of economists, U.S. economic activ-
ity is likely to slow this year from
an anticipated 3.3% increase in
1995. Growth forecasts for 1996
center on a range of 2.5% to 2.7%,
but exhibit a fairly wide dispersion.

The slower growth forecast is
based largely on an expected sof-
tening in the consumer sector,
which accounts for approximately
two-thirds of total output. Despite

a sharp increase in the preliminary
data for November, retail sales ap-
pear to have dropped off in recent
months. Total retail sales have ad-
vanced at a 2.9% annual rate since
last May, compared with 6.3% over
the previous 12 months. Early (and
sketchy) evidence suggests that De-
cember’s holiday spending was
weaker than anticipated.

In assessing household spending
patterns, analysts frequently cite
consumers’ sentiment about both

the overall economy and future job
prospects. Each measure showed a
general deterioration over 1995, but
both tend to be rather volatile. Ac-
tual employment growth slowed,
but the employment-to-population
ratio remained near its record peak.
Most of the recent concern about
consumers has focused on their
debt  burdens—particularly that
portion  associated  with  credit
(continued on next page)
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cards. Although the ratio of con-
sumer installment debt to dispos-
able income has picked up since
late 1992, there is little evidence
that consumers’ liquidity is con-
strained. The delinquency rate on
consumer installment debt has
risen, but it remains extremely low
by historic standards.

The industrial sector also shows
some signs of softening, but no evi-
dence of an overall decline. Indus-
trial production, while generally up

for the year, has remained flat in re-
cent months. The purchasing man-
agers’ index came in at just under
50% last year, implying about equal
proportions of managers reporting
growth and declines. The industrial
sector accounts for only about 20%
of national output, but it is a pivotal
component of the business cycle.
Despite the chance for some
near-term slowing in U.S. economic
activity, evidence increasingly sug-
gests that our long-range growth

potential is strengthening. Business
fixed investment as a share of GDP
reached record levels in 1994 and
1995, and productivity growth is
above trend. The Standard & Poor’s
500 advanced more than 30% in
1995, compared with an average in-
crease of 3.4% over the previous
two years. These strong gains—far
in excess of the inflation rate—
imply that the market may be rais-
ing its expectations for future real
earnings and economic growth.



10U

TheYield Curve
Percentage poinis

10-YEAR TREASURY YIELD MINUS FEDERAL FUNDS RATE
44

http://clevelandfed.org/research/trends
January 1996
Best available copy

1954 1960 1966 1972 1978 1984 1990 1996

GDP growth, percent
1

FRB Cleveland » January 1996

d ;
Interest-Rate Spreads and Recessions ngﬁgﬂggﬁ gggg@%%ér\égseop GR(:WTH‘
Average spread Lead time of : |
prior to yield-curve 0 g2 g
Recession dates? recession inversion® B, 8 B
] I‘! 5 ll.

January 1970- sk u B

November 1970 ~1.54 12 a
December 1973~

March 1975 -1.53 9 0k
February 1980~ :

July 1980 ~1.92 17 e me”

-5 B

August 1981~ &

November 1982 —2.99 10

B

August 1990~ ] 5

March 1991 -0.14 20

15 I [ERNEENE L (L
-5 -4 -3 -2 -1 0 1 2 3 4

Interest-rate spreads, percentage poinis

a. Month following cyclical peak to cyclical trough, as determined by the National Bureau of Economic Research.

b. Average percentage-point spread between 10-year Treasury constant maturity and effective federal funds rate for 12 months prior to recession.
c. Number of months between first inversion and onset of recession.

d. Difference between 10-year Treasury constant maturity and effective federal funds rate.

NOQTE: Shaded bars indicate recessions.

SOURCES: U.S. Department of Commerce, Bureau of Economic Analysis; Board of Governors of the Federal Reserve System; and National Bureau of

Economic Research.

The vyield curve on Treasury securi-
ties—which  describes  rates  of
return at different maturities in as-
cending order—has flattened dra-
matically since the third quarter of
1994. At the end of December, the
difference between the 10-vear
Treasury yield and the effective fed-
eral funds rate was less than 20 basis
points (a basis point represents
1/100 of a percentage point). To
provicle some perspective on this
difference, the spread has averaged

nearly 100 basis points in nonreces-
sion years since 1954.

Based on past experience, this de-
cline in the rate spread between
short-term and long-term  interest
rates has raised some concern about
the prospects for the U.S. economy
over the coming year: Nearly all
post-1950s  recessions were  pre-
ceded by significant declines in the
difference between, for instance, the
10-year Treasury rate and the federal
funds rate. In all but one instance,
this spread was actually negative

prior to the downturn. Thus, al-
though the magnitude and timing of
so-called yield-curve inversions have
differed before the onset of reces-
sions, conventional wisdom holds
that negative, or very low, interest-
rate spreads are harbingers of tough
economic times.

Changes in long-term less short-
term interest rates depend, of
course, on the behavior of rates at
each maturity. Before becoming too

(continued on next page)
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SOURCES: Board of Governors of the Federal Reserve System; and National Bureau of Economic Research.

alarmed at the messages read from
yield-curve tea leaves, it is instruc-
tive to examine the components of
rate spreads more closely.

The recessions of 1973-75 and
1981-82 are typical of most down-
turns in the past 35 years. In both of
these episodes, the 10-year Treasury/
funds-rate spread fell precipitously
and inverted some months before
the recession began. These declines
occurred even though long-term
rates were steady or rising. The sink-
ing rate spreads, therefore, were
largely a result of fairly steep

increases in the federal funds rate.

A similar pattern can be found be-
fore the 1960-61, 1970, and 1980
contractions. A notable exception
was the 1990-91 recession. Not only
was the yield inversion smaller in
magnitude and longer in lead time
than during earlier episodes, but the
negative 10-year/funds-rate spreads
had disappeared six months before
the downturn began.

With the possible exception of

this latest contraction, the current
fall in rate spreads is unlike the de-
clines that preceded earlier reces-

sions. In contrast to constant or ris-
ing 10-year vields combined with a
rising funds rate, last year witnessed
a slightly falling funds rate com-
bined with significant declines in
longer-term rates.

Being doomed to repeat history
does imply that history repeats itself.
A deeper look into the recent yield-
curve declines suggests that the
source of similar behavior in the
past—Dbehavior that did not ulti-
mately bode well for short-term eco-
nomic growth—may be absent in
the current environment.
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Change, thousands of workers?

350
MONTHLY NONFARM EMPLOYMENT GROWTH, 1995 Employment Growth by Industry
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300 1995
1Q HQ QL VOP | Total
250 Total nonfarm 678 245 385 232 1,540
Goods-producing 140 .-130 - -83 .. =29 -102
200 Manufacturing 53 -97:-106: =51 ~-201
Nondurables -6 ~61 =81 =28 =176
150 Durables 59 =36 =25 -23.. -25
Construction 90 =26 3227 123
Service-producing 538 --375..468 261 1,642
100 Wholesale and
retail trade 59 71127102 . 359
50 FIRE® 7 -8 2733 59
Transportation and
0 public utilities 54 1714027 112
Services 389 260263 ::123..1,035
Computer 26 2827017 98
—90 Health 76 56 71 66 269
Government 29 35 :37:=24 77
T ERSCEERN DRI [NRMRS CN KRN RGN KGRN U SO SN SRS
Jan. Feb. Mar Apr. May June July Aug. Sept. Oct Nowv.
Percent
6.0
UNEMPLOYMENT RATE, 1995 EMPLOYMENT GROWTH FOR SELECTED STATES;
59l OCT. 1994~ OCT. 1995
58 Nevada
57 Utah
56
New Mexico
55
Ohig
54
53 = Pennsylvania
521 Mississippi
5.1 =
Hawai
soboo bbb g g I RN (R BN Rl
Jan.  Feb. Mar Apr. May June July Aug. Sept Oct  Nov. -3 -2 -1 0 1 2 3 4 5 6
Percent change

a. Seasonally adjusted.

b. December data not included.

c. Finance, insurance, and real estate.

SOURCE: U.S. Department of Labor, Bureau of Labor Statistics.

FRB Cleveland  January 1996

Labor markets were solid but not
spectacular in 1995, as the nation
posted a yearlong employment gain
of 1.5 million jobs. Although De-
cember data are not included in the
tally, this figure puts last year's net
job creation at roughly half the 1994
total (3.5 million).

Employment took a turn for the
worse in the goods-producing sector,
shedding 102,000 workers compared
to a gain of 696,000 in 1994. One sig-
nificant factor in this loss was the

bleak employment situation in man-
ufacturing, where a number of in-
dustries, notably  transportation
equipment and fabricated metals, ex-
perienced consistent cutbacks.

Most service-producing categories
added fewer workers in 1995 than in
1994. One exception was the com-
puter and data processing industry,
which posted a 10% employment
gain over the course of the year
This translated into 98,000 new jobs
added to the economy.

The monthly unemployment fig-
ures fluctuated quite a bit during
1995, but the average for the year
(5.6%) came in far below the 1994
rate of 6.1%. At the regional level,
the employment news was mixed.
Mountain states like Nevada, Utah,
and New Mexico exhibited strong
growth, while industrial hubs (in-
cluding Ohio) finished in the middle
of the pack. In addition, a rising
number of states posted net employ-
ment declines compared to 1994.
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The U.S. workforce has undergone
dramatic changes since World War
. The share of workers employed
in the goods-producing sector has
steadily declined, from 40% in 1950
to 21% in 1993. The shifts between
manufacturing (the most cyclically
sensitive industry in the goods-
producing sector) and services
have been the most pronounced.
The jobless rate in the goods-
producing sector typically exceeds

that of the service-producing sector.
While unemployment in the service
industries demonstrates a strong
cyclical pattern, its cyclical variability
is less than that of the goods-
producing sector.

A second fundamental labor mar-
ket shift has occurred in the partici-
pation rates of males and females.
Over the last 45 years, the share of
women in the workforce has risen
from approximately 33% to about

59%, while the fraction of men has
fallen roughly 12 percentage points.

During the 1960s and 1970s, as
the pace at which women entered
the labor force quickened, the job-
less rate for women rose above that
for men. If this was part of an ad-
justment process, it seems to have
ended. Since the early 1980s—as in
the 1950s and early 1960s—the two
have tracked much more

series
closely.
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PROJECTED FEDERAL DEFICIT: CONGRESSIONAL
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a. Dotted lines represent CBO baseline projections.
b. "Other” includes net interest and offsetting receipts.

NOTE: All data are for fiscal years.
SOURCE: Congressional Budget Office.

National debt doubled from about
35% of gross domestic product in
1980 to more than 70% in 1995. Al-
though the Congressional Budget
Oftice (CBO) predicts the 1995 fed-
eral deficit will come in at only 2.3%
of GDP—the lowest since 1979—
CBO projections based on current
policy show that it will rise to 4.0%
of GDP by 2005. Rapid increases in
projected retirement and health ben-
efits for the baby-boom generations
are expected to push these ratios
still higher in the first two decades of

the next century. Moreover, the
Medicare program is projected to be
bankrupt by 2002 under current
rules. This scenario has proved
alarming enough to warrant agree-
ment between Congress and the ad-
ministration on the need to achieve a
balanced budget by that year.
Despite such goodwill, however,
issues about the nature of expendi-
ture cuts and possible tax reductions
remain unresolved. Congress wishes
to enact significant cuts in discre-
tionary spending; reduce Medicare

0 COMPOSITION OF MANDATORY: EXPENDITURE REDUCTIONS

350 =~
Other®
1 Welfare
300 = o
Medicaid
Medicare

1997 1998 1999 2000 2001 2002

growth by increasing premiums and
encouraging the use of HMOs; pare
Medicaid spending and shift the pri-
mary responsibility for this program
to the states; and shrink outlays on
government research, food stamps,
education, and other welfare pro-
grams. The administration, however,
prefers to retain the two health-care
programs in their current form and
to expand expenditures on educa-
tion, provide more for environmen-
tal protection, and boost outlays on
government research.
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SOURCES: Organisation for Economic Co-operation and Development; International Monetary Fund; Bank of England; National iIncome and Product Accounts;

and Deputies of the Group of 10 Countries.

Measured real interest rates have in-
creased in developed countries over
the last 30 years. Among the seven
largest developed nations, the up-
ticks were steepest in France (210
basis ponts) and the U.S. (200 basis
points). This trend may be attributed
to a long-term decline in saving in
most developed economies. Indeed,
both saving and investment moved
distinctly lower during this period.
Aggregate saving is convention-
ally separated into public saving (the
government’s budget surplus) and

private saving (saving out of per-
sonal disposable income, or national
income less net taxes). Under this
method, contributions for social in-
surance are included in direct taxes,
not in disposable income. Because
these contributions are deposited in
a trust fund and are associated with
expected future benefits, individuals
may consider them part of their own
saving, and their existence may af-
fect saving out of disposable income.
Whether such contributions should
be classified under public or private

saving is, therefore, debatable.

The conventional method of de-
termining aggregate saving suggests
that greater fiscal deficits are the
main cause of lower saving and
higher interest rates. In the U.S,
however, changes since the 1960s in
private and government consump-
tion expenditures as a share of na-
tional output point to the opposite
conclusion: The steep increase in
private consumption is primarily re-
sponsible for low national saving
rates in the 1980s.
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NOTE: All data are for FDIC-insured commercial banks. 1995 data are for the first three quarters of the year and are annualized where appropriate.
SOURCE: Federal Deposit Insurance Corporation.

Commercial bank earnings soared to
a record high of $13.8 billion in the
third quarter, spurred by strong loan
growth, stable net interest margins,
and reduced deposit insurance pre-
miums. Bank earnings have now
surpassed $10 billion for 11 consec-
utive quarters.

The industry’s return on assets
rose to a record 1.32% in 1995:111Q,
bringing the average for the first
three quarters of the year to 1.19%
—more than twice the level seen

only four years ago. Although the
net interest margin has declined from
its 1994 average, it has not fallen
since the first quarter of 1995 and re-
mains above pre-1992 levels. Banks
have increased the fraction of loans
in their portfolios, allowing higher
returns even though the net interest
margin has remained flat.

Growth of unused loan commit-
ments continues to outpace the rise
in bank loans. This suggests that
lending standards are relatively re-

laxed and that changes in demand
may be the prevailing factor for
changes in credlit.

The quality of commercial bank
assets remained strong in 1995:111Q,
as the ratio of troubled assets to
total assets continued to decline.
Net charge-offs as a share of loans
and leases increased slightly in the

July-to-September period, but the

average for the first three quarters
of 1995 remained below 1994's
(continued on next page)
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NOTE: All data are for FDIC-insured commercial banks.
. SOURCE: Federal Deposit Insurance Corporation.

level, The banking industry’s return
on equity set a new record of
16.30% in the third quarter. The pre-
vious high—16.13% —was set in
the third quarter of 1993. The ratio
of equity capital to assets continued
to firm during the first nine months
of the year, with a 10.4% increase in
equity capital overshadowing a
7.8% rise in assets.

The quality of commercial bank
loans remained strong in the third
quarter, although delinquency and

net charge-off rates picked up
slightly. More than half of the $57.4
billion increase in loans was trace-
able to real estate loans and loans to
consumers. Loans to commercial
and industrial (C&D borrowers
showed their smallest quarterly rise
in two years.

Noncurrent loans (those 90 days
or more past due) continued to de-
cline. At the end of the third quarter,
noncurrent loans stood at $31.5 mil-
lion, $1.9 billion below the year-ago

level. However, delinquent loans
(those 30 to 89 days past due) in-
creased during the third quarter, pos-
sibly suggesting higher future levels
of noncurrent loans.

Despite  sluggish third-quarter
growth, C&I borrowing in Septem-
ber was up 12.5% over year-ago lev-
els, with strong loan growth in
every region of the country. Only
four states saw a decrease in these
types of loans.
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When the Bundesbank cut official
interest rates on December 14, other
European central banks quickly
followed suit. Observers, noting
below-target German money growth
and low inflation, anticipate further
German interest-rate cuts.

The Bundesbank Act requires the
German central bank to maintain the
“stability of the currency.” The mon-
etary authorities traditionally seem
to interpret an inflation rate below

2% as being consistent with this
mandate. Germany's inflation rate,
which rose sharply following unifica-
tion, dropped below 2% early this
year and has continued to moderate.
In November, consumer prices were
up 1.7% over year-ago levels.

Real German GDP growth slowed
over the first three quarters of 1995,
but remained fairly strong. Many
economists, however, fear that real
economic activity will stall or possi-

Each target’s base period is the fourth quarter of the previous year.

bly contract in 1995:1VQ. Real man-
ufacturing orders fell sharply in
October, and industrial production
has been weak. December’s disrup-
tions in shipments — stemming from
French rail strikes—further dark-
ened the business outlook. Business
confidence has ebbed, suggesting
that capital spending may slow. A
substantial weakening in German
economic activity could dampen
growth throughout Europe.
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A year after Mexico's disastrous
peso depreciation, the worst of the
matter may be over. Mexico's
prospects— particularly its access to
international capital markets—will
depend on the government’s capac-
ity to sustain a stabilization program
in the face of weak economic activ-
ity and a shaky financial sector. Fi-
nancial market jitters in October and
November (which have since
calmed) quickly sent Mexican inter-
est rates higher and the peso lower.

Mexico's GDP has contracted

sharply since 1994:I1VQ. More mod-
erate declines in real economic ac-
tivity since 1995:111Q, coupled with
improvements in the nation’s export
industry, offer some hope that the
recession has hit bottom. Neverthe-
less, the prospects for a rapid recov-
ery this year remain few.

The peso’s depreciation and the
recession have eliminated Mexico's
current account deficit. In October,
imports stood 6.7% below year-ago
levels, while exports were 35.7%
higher. The current account shifted

1991 1992 1993 1994 1995 1996

from a $29 billion (annual rate)
deficit in 1994:1VQ to a $2 billion
surplus in 1995:111Q. International
reserves, which fell to $6.3 billion by
the end of 1994, have since risen to
$14.5 billion, although largely from
inflows of official funds.

Mexico probably will not sustain
a current account surplus once the
recent crisis has passed. Countries
importing foreign capital for devel-
opment typically run current ac-
count deficits.
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