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The Economy in Perspective

was the day before Christmas, when all through
the land
Forecasts converged and the outlook was grand.
For growth was expected to be at potential
And continued expansion seemed most evidential.

Our staff was debating with habitual fervor
Which measure worked better—{fixed-weight
or deflator,
While at my PC with equations quadratic
I was searching for money demand inelastic.

When off down the hall there arose such a clatter,
I sprang from my chair to see what was the matter.
Away to the TV I flew like a flash,
Praying [ wouldn’t meet news of a crash.

The glow of the monitor piercing our crowd
Showed why they were leaping and shouting
aloud.
For what should my wondering eyes then see
If not Alan Greenspan and the FOMC!

More solemn than judges his colleagues they came,
As he gaveled the meeting and called them
by name:
“Now McTeer and McDonough! Now Jordan
and Lindsey!
On, Meyer! On, Phillips! On, Hoenig
and Boehne!

“Now Melzer and Broaddus! Guynn, Yellen,
and Kelley!

On, Moskow! On, Stern! Rivlin, Minehan, Parry!

Take your seats at the table! To your seats!
Do not stall!

Opine away! Opine away! Opine away all

120

They talked about houses, both permits and starts.
They talked about blouse sales at Saks
and Kmarts.
Next came the dollar in round-the-world trading
And what could be learned from a ship’s bill
of lading.

Car sales (of course) received strictest attention,
And truck orders also did not escape mention.
LCD panels for laptops were rare if
The importing country imposed a stiff tariff.

Corn prices were up, making beef prices fall,
But that was not all, oh no, that was not all.
Herd liquidation would make cattle dear,
Driving prices back up. Now, isn’t that clear?

Credit extended by U.S. bank lenders
Was fueling the habits of freewheeling spenders.
Though bankers were worried about bankruptcies
They covered their risks with credit card fees.
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Labor markets were tight and shops paid a bonus
To find someone willing to punch holes in donuts.
Though inflation seemed low and few saw it
surging
There was talk of what forces might prompt
an emerging.

Predictions were premised on different decisions
Made by the Committee, and on data revisions.
Was policy easy, too firm, or just right?

Could the Committee agree without having
a fight?

And then, during a lull, I heard a voice rise
From the head of the table in masterful guise.
It cut through the chatter, exuding €élan,
Who else could it be but Chairman Greenspan?

He had a bright face and no sign of a belly
And began with a joke about Governor Kelley.
Then he warmed to his purpose and couldn’t
be franker
About what concerned him, this shrewd
central banker. ‘

“How can we know that our measures are true
When accounting’s at cash, but obligations
accrue?
When satellites send electronic bits floating
But we dutifully track every railroad car loading?

“Inputs make outputs in quite different ways
Than they did, and they still do not cease
to amaze.
We must be producing more than we can count:
A statistics-improving campaign we must mount.

“For if it’s the case there’s more stuff in our nation
Then it follows we must chalk up less to inflation.
Please allow me to add, I can’t be more precise,
But alternative measurements sure would

be nice.”

A wink of his eye and a twist of his head
Soon gave me to know we had nothing to dread,
For this imprecision showed no loss of nerve;
From his avowed course he never would swerve!

He crafted his words with great erudition
And set forth his tune like a Julliard musician.
Put it to the vote, and carried the day.
Then the meeting adjourned and all went away.

But I heard him exclaim, as he summed up the
stakes,
“Stable prices to all, and low interest rates!”
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SOURCES: Board of Governors of the Federal Reserve System; and the Chicago Board of Trade.

It has been more than 10 months
since the Federal Open Market Com-
mittee (FOMC) last changed the
intended federal funds rate. That ac-
tion, a 25-basis-point cut, followed
an equal reduction at the group’s
December meeting. Over the bal-
ance of 1996, market expectations
vacillated regarding the direction of
the next policy move.

The one-year Treasury-bill yield
moved up sharply early in the year
as prospects for further rate cuts di-
minished and ultimately reversed.
Longer-term rates rose even more
dramatically, then swung substan-
tially over the summer months as

market commentary revealed a
growing sentiment for a policy tight-
ening. Home mortgage rates rose al-
most 150 basis points from early
1996 to early summer. Since then, all
rates have receded somewhat.

Most futures contracts are drawn
on commodities or financial instru-
ments whose price or yield is deter-
mined in competitive markets. The
federal funds rate, on the other
hand, is essentially determined by a
deliberative decision of the FOMC.
The fed funds futures market is thus
a place where one can place a bet as
to what future monetary policy will
be. The implied yields of these fu-

tures prices serve as a reasonably
unbiased predictor over horizons of
three months or less.

By early March, the implied fu-
tures yields revealed that expecta-
tions of another rate cut had van-
ished. At midyear, the economy
appeared to be stronger than ex-
pected, and these yields indicated
that a fed funds rate increase was
imminent. Expectations of a change
in policy climaxed right before the
September meeting. Recently, the
implied yields have indicated that
participants in this market do not ex-
pect a policy action before spring.

(continued on next page)
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NOTE: Dotted lines represent growth ranges and are for reference only.
SOURCES: Board of Governors of the Federal Reserve System; and Bank Rate Monitor, various issues.

Given the environment of contin-
ued economic expansion with low
or moderate inflation, commercial
banks have faced relatively strong
demand for commercial and indus-
trial (C&D loans. In September and
October, C&I loans shot up at an an-
nual rate of more than 19%, com-
pared with 8% over the previous
year. Preliminary data for November
reveal that C&I loan growth is mod-
erating.

Consumer loans at commercial
banks have been relatively flat in re-
cent months. Apparently, consumers
are becoming more cautious about

the amount of additional credit they
are willing to take on. While much
attention has been given to in-
creased delinquency rates, the state
of consumer credit at commercial
banks is not alarming. Nevertheless,
continued moderation in consumer
loan growth will help assuage fears
about credit quality.

Since mid-1994, banks have tended
to finance much of their loan growth
by issuing large certificates of de-
posit (CDs), which have increased at
double-digit rates throughout the
period. The rates paid on these de-
posits are determined in the CD mar-
ket. Persistently strong gains in large

CDs have been the major source of
strength in M3, which for two years
has consistently run at or above the
upper end of its growth ranges.
Unlike the case with large CDs,
banks post the rates they are willing
to pay for small time deposits and
money market deposit accounts
(MMDAS). If posted rates are com-
petitive, these instruments attract
funds. During 1996, the rates offered
by banks on small time deposits
have generally been attractive
enough only to maintain the level of
these deposits.
(continued on next page)
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SOURCES: U.S. Department of Commerce, Bureau of Economic Analysis; and Board of Governors of the Federal Reserve System.

MMDAs have grown even though
rates paid on these deposits declined
in the face of rising short-term mar-
ket rates. This growth largely reflects
the impact of the implementation of
sweep accounts, which banks have
initiated over the past few years to
economize on reserve balances.
These arrangements “sweep” excess
household  checkable  deposits,
which are reservable, into MMDAs,
which are not. Thus, the implemen-
tation of these arrangements ac-
counts for the unexplained strength
in MMDAs and the weakness in M1,
which includes checking accounts
but not MMDAs.

The impact of sweeps washes out
in broader aggregates such as M2
and MZM, which include both in-
struments. The MZM measure of

money Comprises instruments that

have zero maturity and hence are re-

deemable at par on demand. As
short-term market rates began to rise
relative to rates paid on MZM de-
posits, MZM growth moderated from
its rapid pace earlier in the year. In
light of the recent stability of short-
term rates, MZM is expected to con-
tinue expanding near its recent
moderate pace.

M2 growth also slowed in re-
sponse to the turnaround in interest

rates. This aggregate appears to be
responding more consistently with
its historical pattern, after behaving
atypically in the early 1990s. It ap-
pears as though M2 velocity (the
ratio of nominal GDP to M2) has
stabilized at a new higher level. As
Federal Reserve Chairman Alan
Greenspan noted during his midyear
congressional testimony, the relation-
ship linking M2 to its opportunity
cost has “reasserted itself.” Neverthe-
less, given the limited experience
and the contained nature of inflation,
it seems unlikely that M2 will fully
regain its lost status any time soon.
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The yield curve on U.S. Treasuries
has flattened noticeably since last
month, with long rates falling but
short rates remaining  steady.
Among the closely watched spreads,
the 3-year, 3-month spread has
dropped to 59 basis points, below
its 30-year average of 80 basis
points, and the 10-year, 3-month
spread has fallen to 96 basis points,
below its average of 120. The flat-
tening of the 10-year, 3-month
spread also portends a slowdown
(though not a recession) in real eco-
nomic growth.

Looking more closely at the ex-
tremes of the yield curve-—30-year
bonds and overnight federal funds
—we see the pattern of declining
long rates and flat short rates re-
peated. This occurred despite no
change in “policy,” if the federal
funds rate in fact indicates policy.
Of course, expectations about future
rates may change even if today’s rate
doesn't. The recent flattening could
also reflect reduced inflation fears,
greater confidence that the Federal
Reserve will keep rates low, or de-

1992 1993 1994 1995 1996

creased uncertainty over the future
course of the economy.

Another closely watched indicator
is the TED spread, the difference be-
tween interest rates on Treasury se-
curities and eurodollar instruments
of the same maturity. Eurodollar
rates are generally higher, since they
embed the default risk of the issuing
bank. The TED spread thus acts as
an indicator of investors’ relative
confidence, which in turn links it to
gold prices and exchange rates, two
measures that also reflect concerns
about confidence,
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In recent months, much attention
has been given to the stupendous
ascent of the stock market. The rise
in the Standard & Poor’s (S&P) 500
index of more than 60% since De-
cember 1994, however, is not un-
precedented in the post-WWII pe-
riod. Between September 1953 and
September 1955, for example, the
S&P index increased more than 90%.

Fundamentally, a stock’s price is
determined by the discounted value
of its expected future dividends. Fu-
ture  dividends ultimately derive
from future earnings. When pros-
pects for earnings growth are good,
stock prices tend to rise. The price/

earnings ratio (P/E)—simply the
stock price divided by earnings per
share—gives investors an idea of
how much they are paying for a
company’s earning power. The
higher the P/E, the more investors
are paying, and hence the more
earnings growth they are expecting.
Although the P/E of S&P 500 stocks
has been rising over the past two
years, it is not unusually high.

The one clearly extraordinary fact
has been the phenomenal earnings
growth over the past five years,
which is viewed largely as a product
of corporations’ widespread efforts
to cut costs and become more effi-

1963

1968 1973 1978 1983 1988 1993

cient. Current stock prices suggest
that although earnings growth may
slow, prospects remain good. This
reflects an underlying expectation
that economic expansion is sustain-
able with low inflation. Strong
growth in private domestic invest-
ment in recent years has created a
foundation on which to base such
beliefs. Moreover, yields on fixed-
income securities, such as Treasury
bonds, suggest that inflation expecta-
tions are well contained. Historically,
low inflation has been associated
with balanced economic growth and
a strong stock market.
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The monthly price statistics took an
unexpected jump in  October,
spurred mostly by higher food and
energy prices. Producer prices in-
creased at an annualized rate of
nearly 5% during the month; how-
ever, excluding a temporary (and
probably reversible) spike in food
and energy prices, they actually fell
3.3% in October. At the retail level,
October prices increased at about a
4% pace, but a percentage point
less after food and energy goods are
factored out.

For the year to date, consumer
prices increased at an annualized
rate of about 3%, which is virtually
identical to their average over the
past five years. Still, this year's retail
price performance is coming in at
the lower end of the range projected
by Federal Reserve policymakers
last July (3% to 3%4%), but at the high
end of their expectation for con-
sumer price increases in 1997 (2%%
to 3%).

Indeed, looking forward, few
economists expect inflation to devi-

ate much from its recent 3% trend.
Nearly 70% of those polled in No-
vember predicted a Consumer Price
Index (CPD increase of 2.8% to
3.2% between this year and next.
Similarly, surveys of households in-
dicate that the median consumer
expects prices to rise 3% over the
next 12 months.

The CPI represents changes in the
cost of a representative basket of
goods in 85 urban areas. For any
particular year, retail price changes

(continued on next page)
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Inflation and Prices (cont.)
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can vary substantially from region to
region. For example, over the past
12 months, consumer price increases
among 15 major cities were highest
in Miami (3.8%) and lowest in Hous-
ton (only 1.1%). Other major cities
that posted larger-than-average retail
price gains during that period were
Boston (3.1%) and Cleveland (3.0%),
while Los Angeles (2.3%) and Balti-
more (2.4%) showed smaller-than-
average increases. To some extent,
disparities among regions’ vear-to-
year retail price increases probably

reflect the measurement errors that
creep into the regional data because
of their relatively small sample. Still,
some of the difference may repre-
sent varying degrees of prosperity.
For example, in recent years Los An-
geles and Houston have almost cer-
tainly experienced greater economic
distress than Miami, Boston, or
Cleveland, and this may partly ac-
count for their more moderate cost-
of-living growth.

However, differences in the cost-
of-living increase across major urban

areas have tended to diminish over
time, presumably because sampling
errors are erased and economic
growth differences lessen. In fact,
cost-of-living increases for 15 major
U.S. cities varied about 40% less
over the past five years than over
the past 12 months. That variability
is further reduced as the time span is
increased; thus, over the past 20
years, variation in the cost-of-living
increase among major U.S. cities has
been quite small relative to any par-
ticular year.
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The Commerce Department re-
cently pared its estimate of third-
quarter economic growth from 2.2%
to 2.0%. Downward adjustments to
the overall pace of inventory accu-
mulation and to net exports domi-
nated the revisions, but were par-
tially offset by upward corrections
to business fixed investment and
state and local government spend-
ing. Although the 2.0% growth rate
is below the exceptional second-

quarter rate of 4.7%, it is consistent
with estimates of U.S. potential eco-
nomic growth, which generally
range from 2.0% to 2.3%.

Consumer expenditures, account-
ing for approximately two-thirds of
GDP, slowed in the third quarter.
Throughout the summer months,
consumers augmented their savings,
but October’s data suggest a return
to the brisker spending pace seen
earlier this year. Real personal con-

sumption expenditures increased
2.9% (year over year) in October, ex-
ceeding the 2.6% gain in real dispos-
able income. Measures of con-
sumers’ overall confidence in the
economy are at the highest levels yet
reached in the current expansion.
Building permits and housing
starts, both fairly volatile on a
month-to-month basis, have de-
clined markedly since last May and
(continued on next page)
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a. Seasonally adjusted annual rate.
b. Seasonally adjusted.

c. U.S. dealers’ current stock as a share of daily average sales (includes domestic and imported vehicles).

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

Ward's Automotive Reports.

August, respectively. Nevertheless,
sales of new single-unit homes
remain brisk. Although consumer at-
titudes about home buying have de-
teriorated over the year, approxi-
mately 76% of respondents to the
IJniversity of Michigan’s survey be-
lieve that conditions for purchasing
a home are good.

Inclustrial production, which in-
creased an average 0.3% per month
this year, fell 0.5% in October,
largely because of labor disputes in

the automobile industry. (The Cana-
dian Auto Workers returned to work
on October 24, after a 21-day work
stoppage, and the United Auto
Workers ended brief, localized
strikes on October 29.) Nonautomo-
tive industrial production also de-
clined slightly in October, due pri-
marily to reduced output of
consumer durable goods.

With labor issues resolved, auto
production will probably rebound in
the coming months, but manufactur-

ers are not likely to make up all their
lost output. Consumer purchases of
new cars have declined sharply this
year, reaching 3.47 million units in
October, the lowest level in more
than 10 years. Business purchases of
new cars, which now exceed con-
sumer acquisitions, also declined in
September and October. Despite the
strike-induced disruption of supply,
dealers’ current stocks of cars and
light trucks seem adequate.
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Civilian unemployment rose to 5.4%
in November, an uptick from its
August low of 5.1%, but still consis-
tent with a robust labor market. The
employment-to-population ratio, at
63.3% last month, is litde changed
from its record high of 63.4% in Oc-
tober.

Employment growth was rela-
tively flat last month. According to
the establishment survey, the econ-
omy added 118,000 new jobs in No-
vember. This is somewhat off the

average pace for the vyear, but
monthly data exhibit substantial
variation and are subject to revision.
As has been the case throughout
1996, most of the gains came in the
service-producing sector.
Manufacturing payrolls, which
have followed a downward trend
since March 1995, rose for the sec-
ond consecutive month in Novem-
ber. In contrast to the establishment
estimates, the household survey
showed a slight decline in total em-

ployment last month. These surveys
frequently diverge on a month-to-
month basis, but tend to move to-
gether over longer periods.

Since August, unemployment last-
ing less than 27 weeks has picked
up slightly. By contrast, long-term
joblessness has been falling since
June, and the median duration of
unemployment dropped to 7.7
weeks in November, down from 8.3
weeks the month before.
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SOURCES: U.S. Department of Labor, Bureau of Labor Statistics; and Barry T. Hirsch and John T. Addison, The Economic Analysis of Unions: New Approaches
and Evidence, Boston: Allen and Unwin, 1986, p. 47, table 3.1.

Union membership in the U.S. grew

considerably during the first half of

this century, from about 4% in 1901
to a peak of about 33% in the early
1950s. Since then, membership has
trended down, prompting unions to
focus on increasing their ranks, in
some cases by consolidating with
other unions into larger and per-
haps more powerful organizations.
Today, only about 14% of the U.S.
workforce is unionized.

Although unions have been able
to bargain on behalf of workers to
obtain higher wages, better working
conditions, age restrictions, and so
on, the benefits have not come with-
out cost. Often, bargaining between
workers (not necessarily unionized)
and firms breaks down, resulting in
strikes or lockouts. Such work stop-
pages reduce output. The October
1996 strike at GM, for example, re-

1947 1951 1955 1959 1963 1967 1971 1975 1979 1983 1987 1991

sulted in a loss of approximately
183,000 cars and trucks.

The number of work stoppages
averaged about 300 per year be-
tween 1947 and 1980. Between 1981
and 1994, that average fell to about
60 per year, and in the 1990s, it
dropped to about 40 per vear. De-
clines have also occurred in the
number of participating workers, the
number of idle days, and the per-
centage of work time lost.
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Until recently, the U.S. banking in-
dustry provided employment that
was relatively free from the uncer-
tainties that affected other industries,
such as steel. However, banking em-
ployment is now falling; indeed,
some analysts predict that the indus-
try ‘will lose 400,000 jobs in the next
decade, despite increased supply
and demand for many banking
products.

Why would employment fall?
The answer probably lies in two re-

cent changes in the banking sector.
First, new technology allows ma-
chines to be used for tasks that were
formerly performed by unskilled
labor. The most dramatic example is
the rapidly increasing use of ATMs,
which has resulted in a sparsely
staffed modern bank branch that
looks very different from the bank of
20 years ago. Other new technolo-
gies, such as electronic scanners and
improved bookkeeping programs,
are replacing workers who once
performed these duties by hand.
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The effects of the second change
are not limited to unskilled labor.
Recent industrywide consolidation
has meant shutting down depart-
ments and branches. When a merger
transforms two separate departments
into one, duplicate tasks are often
eliminated. Some mergers also entail
a purge of middle-management po-
sitions. The net effect of these two
changes has been to raise the skill
level of the banking industry’s labor
force.
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Resource Annuitization and Consumption

TOTAL RESOURCES OF THE ELDERLY

1972-73 198486 1987-90

ghzazre 1993 U.S. dollars
¢ ITFRACTION OF RESOURGES CONSUMED 30
0.20 |~ J
1987-90 § 50
0.18 b= F Male
0.16 Female
200
0.14
0.12 150
0.10
100
0.08
0.06
50
0.04
ool 14y .
18 23 28 33 38 43 48 53 58 63 68 73 78 83 88 195061
Age
Share ghare
100 I BERLY PERSONS' BEQUEATHABLE RESOURCES
0 Male
S | 50 b=
= Female
80 |- Male
70 k= Female
40
60 f-
50 |- 30
Q-1
20
0|
20 b~
10
10 b
. L |

1960--61 197273 1984--86

—— 0
1987-90 1960-61

ELDERLY PERSONS' ANNUITIZED RESOURCES

1972-73 198486 1987-90

NOTE: Resources are defined as net worth plus the present value of labor earnings, pension benefits, and transfer receipts, minus the present value of taxes.
SOURCE: Jagadeesh Gokhale, Laurence J. Kotlikoff, and John Sabelhaus, "Understanding the Postwar Decline in U.S. Saving: A Cohort Analysis,” Brookings
Papers on Economic Activity, no.1 (1996), pp. 315-407.

From the early 1960s to the late
1980s, the fraction of resources con-
sumed annually has remained more
or less steady for all U.S. age groups
except retirees, for whom this frac-
tion increased dramatically. What
might be the underlying reason for
such impressive growth in older gen-
erations’ “propensity to consume”™?
By the late 1980s, the resources
of the elderly (those aged 65-89)
were almost double what they had
been in the early 1960s. Moreover,
the composition of these resources
had changed significantly. At the
beginning of this period, almost

four-fifths of older Americans’ re-
sources were made up of bequeath-
able assets—bank deposits, CDs,
stocks, bonds, and so forth; by its
end, this share had fallen to just
over half. The declining share of
bequeathable resources was mir-
rored by a rising share of resources
in annuitized form-—monthly bene-
fit payments from Social Security,
private pensions, and (for those in
poor health) regular benefits from
Medicare and Medicaid.

Two aspects of this change in re-
source composition may explain the
higher consumption propensities of

the elderly during the late 1980s.
First, Medicare and Medicaid bene-
fits are paid in kind and therefore
must be consumed. Second, annu-
itized benefits provide insurance
against uncertainty about one’s
longevity. Resources in bequeath-
able form encourage caution in the
speed of consumption because peo-
ple fear running out of money in old
age. On the other hand, the annuiti-
zation of resources guarantees eco-
nomic security no matter how long
one lives, thereby providing an in-
centive to consume at a faster rate.
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The U.S. trade balance has been
in deficit, on average, for the last
25 years. This is reflected in the
behavior of U.S. gross saving and
investment. During the 1960s, gross
saving surpassed gross private in-
vestment, and the excess saving was
invested abroad.

National saving began to decline
in the 1970s. The gross saving rate
dropped 3.7 percentage points be-
tween the 1970s and the first half
of the 1990s, but gross private do-
mestic investment fell less. The

shortfall in saving was covered by
foreign capital inflows—a necessary
counterpart of our current account
deficits. The long-term decline in U.S.
national saving has thus been asso-
ciated with a secular swing, from
positive to negative, in the nation’s
net investment position. Since 1987,
foreign ownership of assets in the
U.S. has exceeded ownership by U.S.
residents of assets located abroad.
Although foreigners’ willingness
to invest in the U.S. helps sustain
domestic investment, productivity,

and ultimately living standards, an
expanding foreign debt also in-
creases the burden of servicing it.
Foreign income on U.S. assets has
recently begun to exceed U.S. in-
come on assets owned abroad.
Moreover, should foreigners be-
come less willing to invest here, the
debt would have to be repaid by
running current account surpluses
—that is, by exporting more than
we import. In that case, maintaining
domestic investment will necessitate
an increase in national saving.
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One of the most interesting trends in
housing finance throughout the
1990s has been the declining impor-
tance of government insurance in
the mortgage market. Early in the
decade, the Federal Housing Au-
thority (FHA) and the Veterans Ad-
ministration (VA), by far the largest
two federal programs, guaranteed
loans in nearly half of all U.S. mort-
gage originations. By the second
quarter of this year, however, feder-
ally insured mortgages constituted

only 31.9% of new originations.
This general trend has been even
more pronounced in Ohio.

The change is attributable to sev-
eral factors. First, private mortgage
insurance has become much more
flexible over the last several years.
For example, loan-to-value ratios
of 95%, once unthinkable without
fecleral guarantees, are now regularly
approved by private insurers. Second,
the combination of low mortgage
rates and increasingly affordable

housing in the U.S. has enabled
more borrowers to forgo federal pro-
grams for less costly private insur-
ance. Finally, the recent explosion of
banks offering special loan programs
for low- and moderate-income
borrowers (often with special rates
and terms) has probably helped
recduce the volume of federally guar-
anteed loans, because these bank
programs offer such borrowers a pri-
vate, more attractive, alternative.
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Attention has been lavished on the
recent rise in consumer debt levels,
and in fact, household debt of all
types has increased rapidly through-
out the 1990s. For example, mort-
gage debt has grown more than 50%
since the beginning of the decade
(to $3.75 trillion by the first quarter
of 1996), while revolving credit has
increased a whopping 127% (to
$456 billion by September).

Perhaps more troubling, however,
is that the ratio of consumer debt to
personal income has risen dramati-
cally over the last several years, from
a low of 14.10% in December 1992
to a high of 18.11% last July. High
ratios of debt to personal income
can foreshadow future defaults. In-
deed, the rate of credit card delin-
quencies, although highly volatile,
typically follows the debt-to-income
ratio with a lag. Considering that we

have yet to see a decrease in this
ratio, we may reasonably expect the
consumer delinquency rate to con-
tinue rising in the near future.

Despite these indicators, it may
be premature to raise the alarm for
overburdened households. Because
interest rates, particularly for mort-
gages and home equity loans, are at
historically low levels, households
can manage higher debt levels at
any given income.
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Overall, the international value of
the dollar has changed little over the
last month, despite the fact that both
short-term and long-term interest
rates have fallen more in the U.S.
than in most industrialized coun-
tries. Market observers attribute the
strengthening of the dollar against
the yen to disappointment about the
prospects for Japanese monetary
tightening. This in turn is related to
the perception that the new Japan-
ese government is less likely to
soften the existing proposals for fis-
cal contraction.

In several industrialized countries,

high levels of unemployment coexist
with subdued consumer price infla-
tion. Despite the previous deprecia-
tion of the yen, which would be ex-
pected to boost domestic prices, the
12-month Japanese inflation rate is
near zero. Unexpected upward price
pressure would increase the per-
ceived likelihood of monetary tight-
ening in any nation and thus would
boost the value of its currency.
Recent indicators point to contin-
ued economic growth in Germany
and Japan. However, the Bundes-
bank has indicated that monetary
easing is not imminent, despite an

unemployment rate of 10.4% in uni-
fied Germany. This, in combination
with subdued inflation numbers,
might explain the drop in German
long-term interest rates. Although
long-term rates fell even more in
Japan, growth there may be boosted
as the yen depreciation enhances net
exports.

The French economy surged tem-
porarily in the third quarter, but con-
sumer confidence is low, partly be-
cause of the nation’s 12.6% jobless
rate—a post-WWII high. French
short-term rates have been allowed

(continued on next page)
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to fall more than those of Germany
or Japan.

World Bank data indicate that ag-
gregate net resource flows to devel-
oping countries continued to ad-
vance rapidly in 1993, increasing
11.5%. Excluding the financial aid
given to Mexico, however, growth in
official development assistance
slowed. Smaller increases in private
flows are mainly due to declining
portfolio equity investment. How-
'ever, foreign direct investment con-
tinued a steady upward trend.

The decline in equity flows has
been attributed to three major fac-

tors: the increase in U.S. interest
rates, the so-called “tequila effect,”
whereby the Mexican economic cri-
sis led to a deterioration in investors’
confidence in other developing
countries, and the runup in the U.S.
stock market. However, equity flows
to developing countries are ex-
pected to rebound, though not nec-
essarily to rates reached in 1990-93,
when they increased tenfold.

The strength in foreign direct in-
vestment, which includes invest-
ment in productive capacity, may
well continue, as it is part of the
globalization of production. A con-

tinuation of privatization efforts sup-
ports this trend. The decline in offi-
cial assistance, on the other hand, is
a serious concern—especially for
countries perceived as poor credit
risks, since they cannot shift from of-
ficial to private sources of finance.

In some nations, soaring inflation
rates may indicate that policy re-
forms are required before private
flows can be increased. However, a
variety of official actions, including
debt rescheduling or debt forgive-
ness, might facilitate the implemen-
tation of effective policy reforms in
debtor countries.
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