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The Economy in Perspective

Good news bears ... Financial markets were
rocked on July 5 when the Bureau of Labor Sta-
tistics (BLS) released its report on labor market
conditions for June, along with revised data for
April and May. The Bureau reported a 239,000
net increase in June employment as measured
by the survey of employers’ payrolls, plus a
combined upward revision of 45,000 for April
and May. Average earnings expanded by 9 cents
per hour in June, the largest monthly gain ever
reported. Moreover, the BLS household survey
registered a decline in the national unemploy-
ment rate to 5.3%.

Despite weak trading over the holiday pericd,
the stock market took a sharp hit that Friday
(115 points on the Dow Jones Industrial Aver-
age), and U.S. Treasury bond prices plummeted,
The vield on a 10-year Treasury bond jumped
from 6.77% to 7.06% during the day.

Long-term bond yields have been on a roller-
coaster ride for the past few years. The pace of
economic activity quickened during 1994,
putting pressure on capital market interest rates.
At the same time, concerns about accelerating
inflation prompted the Federal Reserve to slow
the rate at which it was supplying reserves to
the banking system. The federal funds rate rose
from 3.0% to 5.5% during the year.

Capital market rates declined during 1995, as
market participants expected growth to gear
down a bit to keep pace with additions to pro-
ductive capacity. By year’s end, in fact, capital
market rates had fallen about 200 basis points
from the beginning of the year, and some ana-
lysts spoke of a recession in the latter half of
1996. Last January, the Federal Reserve reduced
the federal funds and discount rates to keep
them in line with open market rates, and in an-
ticipation of a decline in inflationary pressures.
However, the BLS reported a strong employ-
ment gain for February, and subsequent eco-
nomic data have convinced most economists to
expect moderate economic growth to continue
for the next year or so. Before BLS’s July report,
capital markets had retraced about 100 basis
points from their 1995 low point, and the July 5
news accounted for another 25 to 30 points.

Interest rates have been volatile because mar-
ket participants are responding to underlying
forces which themselves are volatile. People re-
vise their plans for saving, investment, and con-
sumption as they adjust their views of future
economic activity. These revisions, in turn, af-
fect the real interest rate prevailing in capital
markets. People also may change their view of
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the inflation rate they expect to prevail over the
next several years. Although the inflation rate as
measured by the Consumer Price Index has
been following a 3% trend during the past sev-
eral years, many observers believe the trend will
be strongly influenced by the pace of economic
activity. Since by most accounts the economy
has been operating at very high rates of capacity
utilization for the past year or two, financial
market participants are especially leery of an ac-
celeration in the price level.

The association of economic growth with in-
flation, sometimes referred to as the Phillips
curve, stems from positive correlations between
changes in the unemployment rate and unantici-
pated inflation observed during business cy-
cles— particularly before 1981. This has encour-
aged some analysts to think that policymakers
can alter inflation’s trend by affecting the unem-
ployment rate, that is, by designing policy so as
to speed up or slow down the pace of economic
activity. The non-accelerating inflation rate of
unemployment (NAIRU) is thought to keep the
prevailing inflation rate steady. If NAIRU is 6%,
for example, unemployment rates below 6% will
likely generate accelerating inflation.

Econometric estimates of Phillips curves and
NAIRU reveal that the relationships between in-
flation and economic growth are not very sta-
ble. Moreover, since the early 1980s, inflation
has declined during a prolonged period of eco-
nomic expansion, at apparent odds with predic-
tions from standard Phillips curve models. At
the outset of this decade, mainstream estimates
of NAIRU centered on 6%, but this figure is now
widely regarded as 5.75%, or even 5.5%. If the
inflation trend continues to hold this year, we
may see estimated NAIRU fall to 5.25%.

Those who forecast inflation from a Phillips
curve view have occupied the high ground in
the media during the last few years, even
though this approach has been overpredicting
the amount of economic slack required to
reduce inflation. The Phillips curve/NAIRU
framework puts policymakers in the position of
being responsible for fluctuations in economic
growth on a year-to-year basis, when their more
likely objective is to maximize employment and
promote price stability over business cycles. Ex-
cessive money growth, not economic growth,
creates inflation. Though rapid economic
growth may sometimes accompany excessive
money growth, the good news need not bear
bad tidings.
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So far this year, the narrow mone-
tary aggregates continue to be rather
weak. Currency, which has ex-
panded at an average annual rate of
nearly 8/2% over the past 22 years, is
growing only around 3%. The slow-
down is believed to be caused by a
drop in foreign demand. With as
much as 70% of all U.S. currency
held abroad, any change in foreign
demand will have a pronounced ef-
fect on the aggregate’s growth.

The slower growth of currency is
partly responsible for the sluggish

performance of the monetary base,
which has expanded at an annual
rate of only 1.8% since January. The
base comprises currency held out-
side banks, surplus vault cash, and
total reserves, but is dominated by
its currency component.

Base growth is also being affected
by the decline in total reserves due
to widespread implementation of
sweep accounts. These accounts en-
able depository institutions to shift
funds from other checkable de-
posits, which are reservable, to

money market deposit accounts,
which are not. Without this reserve
avoidance technique, it is estimated
that total reserves would have been
increasing since January.

The implementation of sweep ac-
counts and the slowdown in cur-
rency growth have also influenced
M1, which fell at a 1.5% annual rate
through June. However, adjusting
for the impact of sweep accounts, it
is estimated that M1 would have ex-
panded at a moderate rate.

(continued on next page)
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of Cleveland.

The relationship between infla-
tion and unemployment is often
taken (if only implicitly) to be one of
the most reliable in macroeconom-
ics. Everyvone knows that rising un-
employment means lower inflation,
and falling unemployment means
higher inflation.

To be sure, such a negative rela-
tionship—referred to as the “Phillips
curve’—is not always easy to see in
the data. Although specific episodes
over the past 35 years are character-
ized by movements of the inflation

and unemployment rates in opposite
directions, others are not. In fact, the
general pattern of inflation and un-
employment changes appears to
trace out a positive relationship.
Analysts generally resolve this
contradiction of the “Phillips curve”
relationship by focusing not on the
level of inflation and unemployment
changes, but rather on unemploy-
ment changes and the deviation of
inflation from the level that market
participants expect. Viewed with
this modification, the data more

readily reveal the negative correla-
tion between price changes and un-
employment that so many commen-
tators take for granted.

Still, the connection between the
two variables should be viewed with
some skepticism: A negative correla-
tion is one thing, but a stable rela-
tionship is quite another. Evidence
shows that simple estimates of the
Phillips curve based on available
data may shift over time.

Nonetheless, the Phillips curve

(continued on next page)
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of Cleveland,

remains a focal point for policy dis-
cussions. Part of the reason is that
more sophisticated statistical treat-
ments appear to provide a reason-
ably stable unemployment/inflation
connection. The virtue of hunting for
such stability is in turn reinforced by
the ease with which inflation can be
connected to output growth through
the fairly striking negative relation-
ship between unemployment and
output growth, a correlation gener-
ally known as “Okun’s law.”

The Phillips curve, together with
Okun’s law, essentally codify much
of the conventional wisdom about
monetary policy in a formal statistical
way. Intimately linked to this frame-
work are the concepts of NAIRU (the
unemployment rate below which in-
flationary pressures build), potential
GDP growth (the long-run sustain-
able rate of output expansion), and
inflationary expectations.

Unfortunately, the measure of our
ignorance about these important
variables is large indeed, and the

magnitudes really matter. Simple
back-of-the-envelope calculations il-
lustrate that the future paths of infla-
tion under current policy, or a partic-
ular monetary policy’s effect on
unemployment, or myriad other im-
portant policy questions, are quite
sensitive  to  assumptions about
NAIRU, potential GDP growth, and
the formation of inflation expecta-
tions. To consumers of policy analy-
sis, the best advice is always “let the
buyer beware.”
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An Alternative Measure of Money
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In recent years, deregulation and fi-
nancial innovation have wreaked
havoc on  relationships between
traditionally defined measures of
money—M1 and M2—and eco-
nomic activity and interest rates.
When these relatonships break
down, analysts often propose new
monetary aggregates. One such
measure, MZM, comprises all mone-
tary instruments that have zero ma-
turity and hence are redeemable at
par on demand. Included are M1,
savings deposits, and all money
market mutual funds (MMMFs).

MZM’s immunity to recent dereg-
ulation and financial innovation is
evident in the relationship between
MZM velocity (the ratio of nominal
GDP to MZM) and its opportunity
cost (defined here as the difference
between the 3-month Treasury
yield and the share-weighted aver-
age of yields paid on MZM compo-
nents). While essentially trendless
since 1974, MZM velocity varies
systematically with its opportunity
cost. It is estimated that a one-
percentage-point increase in its op-
portunity cost eventually lowers the
level of MZM demanded by more

than four percentage points.

In contrast, the relationship be-
tween M2 velocity and its opportu-
nity cost broke down in the 1990s,
when M2 velocity persistently rose
in the face of falling opportunity
cost. This distortion is believed to be
a consequence of the proliferation
of bond and equity mutual funds,
which grew largely at the expense
of small time deposits. Because
MZM does not include small time
deposits, it was not affected by the
widespread substitution of bond and
equity funds for bank deposits.
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The yield curve has changed little
since last month. Daily and weekly
shifts have occurred at both the
long and short ends, depending on
the market’s assessment of the
economy’s strength and the chances
of the Federal Reserve raising or
lowering rates. The closely watched
3-year, 3-month spread and 10-year,
3-month spread stand at 122 and
164 basis points, respectively. Long
rates have generally continued the
upward path they began early in the
year, although they remain a point
below the levels of late 1994 and
early 1992.

Interest rates can provide a fasci-
nating historical perspective, as
records for Medieval and Renais-
sance Europe exist as far back as the
twelfth century. They can also pro-
vide some important lessons for
tocdlay. Even on a long time scale, in-
terest rates show tremendous varia-
tion: One century’s average interest
rate is easily double that of another.
Great Britain demonstrates that 60
years of rates near 3% can be fol-
lowed by 20 years of rates near 5%.
These figures should make analysts
think twice before calling a 7% long
bond rate “unsustainable.”

Still, the downward trend as Eu-
rope developed and industrialized
may presage a pattern for countries
now going through the same
process. It is significant that the low-
est interest rates appear in seven-
teenth century Holland, a country
with a financial system advanced
enough that government bonds
(and tulip futures) traded on an ex-
change. The data even hold a warn-
ing about the dangers of inflation:
The high rates in the sixteenth and
seventeenth centuries arose from
the oversupply of gold and silver
brought back from the New World.
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The Consumer Price Index (CPD
continued to accelerate in May, ris-
ing at an annual rate of 3.9% and
contributing to a year-to-date in-
crease of 4.1%. This represents a
substantial deterioration from the
2.6% rate observed in 1995, How-
ever, much of the uptick has been
attributed not to actual underlying
inflation, but to transitory shocks in
the typically volatile energy and
food components. When these
items are excluded from the index,
its annualized, year-to-date growth

is identical to 1995’s rate. The me-
dian CPI through May is actually

below last year’s posting, but shows -

no clear signs of straying from the
3.1% path it has followed for the last
five years.

Producer-level prices provide a
more optimistic picture of current
inflation. The Producer Price Index
(PPD) and the purchasing managers’
price index both suggest only mod-
erate upward pressure. The PPI and
the PPI less food and energy each
receded slightly in May, and when

food and energy items are excluded,
the index has remained essentially
unchanged this year. In addition, the
PPI growth rate is more than two
percentage points below last year’s
rate. Similarly, purchasing managers
have generally reported prices to be
falling or holding steady since late
last year.

Recent moderate price behavior
at the industrial level probably re-
veals more about conditions specific

(continued on next page)
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to manufacturers than about general
inflationary trends. Indeed, since
1990, the correlation between manu-
facturing prices and retail prices has
been weak. While CPI growth has
hovered around 2¥:% to 3%, manu-
facturing prices have fluctuated
widely, from a low of about -1V2%
in 1991 to nearly 3% last year.

The CPI continues to climb to-
warct the upper bound of the central
tendency range projected by Federal
Reserve officials for 1996, When the
range was announced in February,
an upper limit of 3.0% appeared

much less optimistic than it does
today. An annualized growth rate of
no more than 2.2% for the remain-
der of 1996 would be required for
the CPI to end the year within the
Fed's projected range.

[t appears that many economists
have become more pessimistic
about price trends for 1996. In Janu-
ary, approximately 65% of the Blue
Chip panel expected the rate of re-
tail price increases to remain below
3% this year. By June, only 59% held
that view. The percentage anticipat-
ing that the inflation rate would stay

below 2.5% dropped from 8.5% to
less than 2% over the same period.

This increased pessimism has
not, however, been as clearly re-
flected in the forecasts for 1997. In
June, more than half of the Blue
Chip economists predicted that the
CPT would fall into the 2.8% to 3.2%
range next year, compared with
only 36% in January. The ranks of
those expecting growth above 3%%
and those who anticipate less than a
2%% rise have both dwindled since
January.
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According to the Commerce Depart-
ment’s final figures, the economy
expanded at a 2.2% annual rate in
1996:1Q. The initial estimate of 2.8%
was revised downward primarily
because of a massive drawdown of
inventories.

In the first quarter, nearly all
broad sectors of the economy regis-
tered faster growth than they did
over the past year. The most notable
exception was inventories. After a
$16.5 billion increase in 1995:1VQ,

businesses drew down their stock-
piles at a $2.1 billion annual rate in
the first quarter. Much of this re-
flected a strike-induced reduction in
automobile stocks.

Although the drop in inventories
was a drag on first-quarter GDP, it
also represents brightened pros-
pects for near-term growth. Much of
the anticipated acceleration in
second-quarter output reflects an
expected rebound in motor vehicle
production as manufacturers at-

tempt to rebuild stocks and meet
strong sales demand.

Most economists participating in
the June Blue Chip survey look for a
temporary surge in second-quarter
activity, largely based on the re-
building of inventories. Through the
remainder of 1996 and in 1997, they
foresee the economy expanding at
about a 2% clip. This moderation is
consistent with recent estimates of
the nation’s potential growth—a

(continued on next page)
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rate that is sustainable at high levels
of resource utilization.

Businesses at all stages of produc-
tion and trade have managed to
lower their inventory-to-sales ratios,
even exclusive of automobiles. Fur-
ther trimming of stocks seems
unlikely, and in some sectors, inven-
tories appear lean. Industrial pro-
duction increased 0.7% in May for
the second consecutive month, but
whereas April’s gains were largely
concentrated in autos, May’s were
more broadly based. The nation’s
manufacturers, utilities, and mines
operated at 83.2% of capacity in

May, somewhat higher than in
1995:1VQ.

On a year-over-year basis, retail
sales (adjusted for inflation) have
been increasing at a healthy 4% rate.
Revised figures for personal con-
sumption expenditures, a broader
measure of consumer outlays, have
also  shown moderately strong
growth since February, often ex-
ceeding advances in real disposable
income. However, while consump-
tion rose about 3% in May, real dis-
posable income increased slightly
faster, at about 3.1%. Although con-
sumer attitudes appear fairly erratic

on a month-to-month basis, they re-
main at a favorable level. While
debt-servicing burdens and delin-
quency rates have picked up, gains
in stock and housing prices have
bolstered household wealth.

Business fixed investment spend-
ing, though still strong, may soon
begin to moderate. New orders for
nondefense capital goods jumped
9.6% in May, due mainly to an in-
crease in expenditures for commer-
cial aircraft. However, even exclud-
ing this volatile sector, orders have
recently been declining on a year-
over-year basis.
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June was characterized by wide-
spread strength in the nation’s labor
markets, as nonfarm payrolls added
239,000 workers. That expansion
pushed jobs growth for the first six
months of the year above the 1.3
million mark, slightly better than
1995's first-half posting of 1.2 mil-
lion. June's diffusion index of em-
ployment (61.7%) reveals that the
increase was distributed among a
wide variety of industrics. Likewise,
the Bureau of Labor Statistics re-

ported that both the rise in the non-
farm workweek and the record in-
crease in average hourly earnings
reflected broad-based gains.

The service-producing sector led
the June advance, creating 223,000
new jobs on net. Growth in the nar-
row services industries was slightly
below average, while retail trade es-
tablishments added 75,000 workers,
nearly half of whom were hired by
restaurants and bars. The goods-
producing sector posted a small net

increase of 16,000, although manu-
facturing employment was negative.
The federal government continued
to trim payrolls, cutting 13,000 work-
ers during the month.

Household survey data also
pointed to strength in the nation’s
labor markets. The unemployment
rate dropped to 5.3% in June—its
lowest level in six years, In addition,
the employment-to-population ratio
rose once again, edging up to 63.2%.
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American workers are becoming
more educated. Between 1963 and
1993, the fraction of the full-time
workforce without a high school
diploma fell from about 40% to
around 10%, while the share of col-
lege graduates rose from approxi-
mately 10% to about 25%.

Weekly median earnings vary
widely by educational group, rein-
forcing the common belief that
more schooling means larger pay-
checks. While the real (inflation-
adjusted) median weekly earnings
of those with less than a college de-

gree have been falling since the
early 1970s, the opposite is true for
those who have earned at least a
bachelot’s degree.

Moreover, the earnings disparity
between college graduates (includ-
ing those with advanced degrees)
and other workers has widened. In
the early 1960s, the median earnings
of a person who continued past col-
lege were about 1.6 times more than
those of an individual with less than
four years of high school. By 1993,
that gap had more than doubled.

Earnings differences across edu-

cational groups, however, reveal
only part of the variation in gross re-
turns from education. Substantial
differences also exist in unemploy-
ment rates. Workers who failed to
finish high school are roughly five
times more likely to be jobless than
those who continued their educa-
tion past college. In other words,
higher education leads to both
higher wages and a better probabil-
ity of being employed.
The trends in educational attain-
ment by various race and sex
(continued on next page)
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groups follow much the same pat-
tern. Over the past three decades,
more full-time workers have com-
pleted high school, and more have
at least some college credits. How-
ever, there are notable differences in
the effect of education on both the
carnings and unemployment level of
blacks and females.

For the entire full-time workforce,
the earnings gap between “more
than college” and “less than high
school” was about double in 1993.
For blacks, however, the difference

was already nearly double in 1963
and was even higher in 1993 (about
2.6 times). As the median weekly
earnings of those with advanced de-
grees approached $800 (in 1993 dol-
lars), workers lacking a high school
diploma were taking home about
$300. For females, the difference is
larger yet. Note also that the dispar-
ity is still increasing for both of these
groups. For blacks and women, the
wage premium due to education is
greater than it is for white males.

Pl
This education premium for

blacks and females does not show
up as strongly in unemployment
rates. Here again, persons who
never gracluated from high school
are about four times more likely to
find themselves without a job than
those who hold at least a bachelor’s
degree. Furthermore, since the mid-
1980s, unemployment rates for
women and blacks with a college
degree or postgraduate work have
been much less volatile than for
those who never finished high
school.
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Congressional Budget Office (CBO)
projections show that, under current
fiscal policies, total federal revenue
as a share of GDP will decline from
18.9% in 1995 to about 18.5% in
2001, and will remain at that level
through 2006. Over this period, the
only revenue category expected to
pick up as a share of national output
is the individual income tax (8.2% to
8.7%). Payroll taxes should hold
steady at around 6.6%, while corpo-
rate taxes and excise and other taxes
are seen as edging down. These
trends reflect a continuation of those
observed in the past, except for pay-

roll tax revenues, whose share of
GDP has increased consistently over
the last four decades.

The upward trend in projected
federal spending continues to be
dominated by increased mandatory
outlays. Excluding offsetting re-
ceipts, mandatory spending is ex-
pected to grow from 10.3% of GDP
in 1995 to 12.9% in 2006, mainly as a
result of increased health care costs.
Medicare's share of national output
is seen as rising 1.3 percentage
points over the next decade, while
Medicaid is projected to expand 0.8
percentage point. In contrast, the
CBO anticipates net interest outlays

1999 2001 2003 2005 2007

will remain unchanged, while de-
fense and nondefense discretionary
spending are each expected to fall
about 1.0 percentage point relative
to output.

As a result, the baseline federal
deficit is on course to jump from
2.3% of GDP in 1995 to 3.3% in 2000.
However, despite the attention the
deficit receives in the media and on
the campaign trail, what the govern-
ment spends our money on and how
it taxes us to pay for that spending
are more important than the size of
the overall deficit.

(continued on next page)
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Baseline deficit and debt num-
bers are widely used to measure the
budget’s impact on national saving
and on the extent to which current
government purchases will have to
be paid for by future generations.
Analysts use several measures to ad-
dress these concerns. For example,
the “standardized employment
deficit” refers to the amount of pub-
lic borrowing that would occur if
the economy were operating at full
potential. The “on-budget” deficit
refers to general government opera-
tions, arbitrarily excluding Social Se-

curity and Postal Service accounts.
In general, however, deficits are
inadequate measures of how fiscal
policies shift the burden of taxes and
expenditures from older to younger
generations, and of how that shift af-
fects interest rates and national sav-
ing. For example, structural changes
in taxes and transfers may leave debt
and deficit levels untouched, yet
transfer burdens from older Ameri-
cans to younger and future genera-
tions, thereby affecting U.S. saving.
Some dramatic structural changes
in taxes and transfers have taken

1960 1965 1970 1975 1980 1985 1990 1995

place during the postwar period:
Labor income and payroll taxes—
paid by younger, working genera-
tions—have increased as a share of
GDP, whereas taxes on capital in-
come—npaid mostly by older indi-
viduals—have dropped substan-
tially. Moreover, Social Security,
Medicare, and Medicaid transfers,
which go mainly to older Americans,
have skyrocketed relative to national
output, while welfare transfers,
which mainly benefit younger indi-
viduals (especially single mothers),
have remained nearly constant.
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Banks face a delicate trade-off in
making loans. On the one hand, if
they lend only to undeniably safe
and secure creditors, then lending,
profits, and perhaps economic
growth will suffer. If they relax their
standards and lend to a broader
spectrum of creditors, then defaults
may increase, threatening profits
from the other side. Furthermore,
what is appropriate at the depths of
a recession may differ from what's
best during a strong recovery.

One measure of how banks are
responding to the challenge comes
from a recently released report on
bank lending standards. The Federal
Deposit Insurance Corporation sur-
veyed examiners of 2,000 banks on
loan underwriting practices. Most
banks reported no change in lend-
ing standards; of those that did note
changes, nearly twice as many tight-
ened as eased. The number of
banks that raised their standards
roughly corresponds to the number

reporting above-average risk on
new loans. When characterizing the
risk of their entire portfolio (includ-
ing old loans), most banks again
noted average or below-average
risk. Some states had more than the
usual number of banks reporting
above-average risk, notably Califor-
nia (38%), Louisiana (25%), and
New York (24%).
Another measure of bank loan
standards comes from the Federal
(continued on next page)
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Reserve’s Senior Loan Officer Survey.
For the broad category of business
loans, banks reported almost no
change in lending standards over the
last three months, with a slight bias
toward tightening.

Commercial real estate loans,
which include construction and land
development loans and loans se-
cured by nonfarm, nonresidential
land, can be risky because such
projects typically do not produce an
immediate return for the borrower.

Banks mitigate this risk by modify-
ing the terms of the loan contract,
but some practices that have led to
problems in the past remain com-
mon. Of these, the most prevalent is
banks’ failure to check the quality of
alternative repayment sources. This
concern, which showed up most
often in New England, may be the
source of the slight tightening in
standards for a minority of commer-
cial real estate loans.

The consumer lending side fol-

lows a broadly similar pattern, with
most banks reporting little or no
change in standards. About 10% of
the respondent banks expressed
concern over collateral quality and
repayment ability, but this seems not
to have filtered down into major
changes in behavior. Standards for
credit card loans are tightening,
however, with more than a quarter
of reporting banks raising standards,
some considerably.
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The spread between long-term and
short-term interest rates has ex-
panded during most of 1996 in the
U.S., Germany, and the UK. Over
the last month, this widening has
stemmed from higher long rates, re-
flecting signs of economic strength
and perhaps higher expected short
rates. Despite some evidence of re-
newed vigor in Japan, interest rates
have not increased during this same
period. The dollar has gained

ground against the ven in spite of

periodic expectations of Japanese
monetary tightening. Recent state-
ments suggest that Japan's central
bank is still attempting to sustain the

~200
J 1995:1Q

nation’s recovery with low rates.

The dollar has generally risen
against the German mark this year on
signs of a strengthening U.S. econ-
omy, but recently dropped in the
wake of reports showing renewed
German growth. The recent appreci-
ation of the British pound can be
partially explained by the nation’s
continued moderate  expansion.
Short-term interest rates have fallen
over the past month, and the inflation
rate continues to decline.

Inflation pressures generally re-
main subdued. Consumer prices in
Japan fell over much of the last year,
but have been rising since January.

1995:11Q 1995:11Q 1995:VQ 1996:1Q

Inflation in Germany remains stable,
and the U.S. has seen only a slight
uptick.

Foreign exchange rates react to
news about both trade balances and
economic strength or weakness,
while trade balances are in turn in-
fluenced by exchange rates. How-
ever, these reactions often take time
and are complicated by the uncer-
tainty surrounding future economic
policies. Thus, it is not surprising
that the Japanese trade surplus has
declined despite weakness in the
yven, while a first-quarter deteriora-
tion in the U.S. balance has accom-
panied strength in the dollar.
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Preliminary data show the U.S. cur-
rent account deficit running at a
$142 billion annual rate in 1996:1Q.
The current account includes trade
in goods and services, net invest-
ment income, and unilateral trans-
fers. Most economists expect this
year's current account deficit to ex-
ceed last year's $148 billion posting
somewhat.

A country running a current ac-
count deficit is applying more of the
world’s output to its own consump-
tion and investments than it is pro-

ducing. To finance its imports, the
U.S. must export financial assets—
claims on our nation’s future produc-
tion—and a net inflow of foreign
capital must occur. Any tendency for
the foreign capital inflow not to
match the current account deficit will
initiate changes in interest rates, ex-
change rates, and other economic
variables to restore balance. Interest-
ingly, a net private capital outflow
accompanied the 1996:IQ current ac-
count deficit. The requisite net capi-
tal inflow came when foreign gov-

ernments added $206.5 billion (an-
nual rate) to their official holdings.
Often, foreign governments will
make such a move to avoid adjust-
ments in the exchange rate.

A country’s ability to service fu-
ture foreign claims on its output
without a decline in its standard of
living depends on whether it uses
foreign capital to finance consump-
tion or investment. Apparently, re-
cent net foreign-capital inflows have
supported U.S. investment.
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