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The Economy in Perspective

What goes around comes around ... Before any-
one gets the wrong idea, let’s be clear about one
thing: This is not another essay declaring that
business cycles are dead. To paraphrase a popular
bumper sticker, recessions happen. But business
cycles are commonly thought of as recurring fluc-
tuations in economic activity. Considering that we
are now in the seventh year of an expansion, and
have experienced growth for 14 of the last 15
years, who could fault us for reappraising the
business cycle concept?

Business cycles have never been regarded as fol-
lowing a fixed periodicity. Their earliest chroni-
clers, Wesley Mitchell and Arthur Burns, found pat-
terns of co-movement and sequencing in economic
activity that tended to be stable over time. For ex-
ample, in the recovery phase of the cycle, labor
productivity rises sharply as firms expand output
without having to expand labor hours proportion-
ately. Furthermore, overtime hours tend to increase
first, with additional employment coming only
later, as confidence in the expansion deepens. Out-
put gets an added boost from the need to restock
inventories and increase distribution lines.

Analysis shows that a cycle tends to peak when
imbalances develop. The classic end to the expan-
sion phase materializes when firms seek to ex-
pand capacity and bolster inventories. They fi-
nance this spending by borrowing, and their
capacity for repayment becomes increasingly du-
bious as pressures on resource availability push up
interest rates and add to debt-service costs. Typi-
cally, inflation accelerates.

Eventually, economic conditions become sub-
stantially incompatible with people’s prior expec-
tations and plans: Consumers do not want what
retailers are stocking, retailers do not need what
manufacturers are producing, factories refuse
to hire people who want to work, and debtors
cannot repay creditors. The longer the inconsis-
tency in planning persists, and the greater the
resource mismatch, the sharper and deeper the
correction period.

For most of the past 50 years, mainstream econ-
omists have tended to think that recessions could
be explained by insufficient aggregate demand,
and that monetary and fiscal policies could stim-
ulate enough demand to put total spending on
the full-employment path. Of course, policy mis-
takes could be responsible for both over- and un-
dershooting this ideal output level, and quite
often were blamed for inadequate macroeco-
nomic performance.

Research conducted in the last 20 years has
added new insights. For example, instead of re-
garding all business cycle fluctuations as disequi-
librium events, it allows that a significant propor-
tion might arise from people simply making
decisions in their own self-interest, following ran-
dom economic shocks. The prevailing levels of ag-
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gregate supply and demand, although not always
conforming to an idealized condition of full em-
ployment, might be the best the economy can do
under the circumstances of the moment.

Some contemporary researchers have reached
another conclusion: Disturbances in aggregate
supply account for a considerable amount of the
variation in economic activity. This observation
implies that periods of slow growth may result
from adverse supply conditions, such as those
caused by an oil cartel, and that periods of fast
growth may be due to favorable supply condi-
tions, like those following large-scale technologi-
cal innovation.

Why does the distinction between supply and
demand disturbances matter? Consider economic
conditions over the past two years. According to
the traditional demand-oriented view, the econ-
omy reached full employment when the unem-
ployment rate hit 6%; full employment could be
maintained only if aggregate demand grew at the
economy’s potential rate of about 2%. More rapid
growth would push aggregate demand beyond the
economy’s ability to supply output, creating infla-
tion pressures. In this view, the Fed would need to
dampen aggregate demand by allowing the fed-
eral funds rate to rise. Money growth would then
slow down enough to keep inflation in check.

But economic growth has been exceeding 2%
for a while, and the unemployment rate has fallen
well below 6%. The absence of inflation pressures
might result from transitory factors that will soon
dissipate. Alternatively, we could be benefiting
from positive developments in aggregate supply.
The current expansion has been marked by a cap-
ital spending boom, which may signal the onset of
productivity-enhancing business tools and prac-
tices. Moreover, this investment wave follows a
period in which several important industries be-
came deregulated, and wrade restrictions were re-
duced, both of which improved marketplace flexi-
bility. Labor force participation rates have reached
record levels, and hours worked remain very
strong. There are even some signs that productiv-
ity growth has finally picked up its pace. This is
unusual for the latter stages of a demand-driven,
supply-constrained expansion.

If aggregate supply is growing, and productivity
trends are improving, the quickened pace of de-
mand will now match that of supply, creating no
interest rate pressure. In this case, however, the
public would require more money to support in-
creased spending, so an unchanged funds rate
would actually reduce inflation.

Differentiating between these two possibilities is
easy in theory, but difficult in practice. In an-
nouncing an increase in the funds rate last month,
the Federal Open Market Committee seemed to
favor the demand-side hypothesis. Whether it
holds firmly to that view will depend on how what
goes around comes down.
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INFLATION AND THE FEDERAL FUNDS RATE
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a. Estimate of the yield on a recently offered, A-rated utility bond with a maturity of 30 years and call protection of five years.
b. Bond Buyer Index, general obligation, 20 years to maturity, mixed quality.

NOTE: All data are seasonally adjusted.

SOURCES: Board of Governors of the Federal Reserve System; U.S. Department of Labor, Bureau of Labor Statistics; and the Chicago Board of Trade.

Immediately after its March 25 meet-
ing, the Federal Open Market Com-
mittee (FOMC) of the Federal Re-
serve System announced that it had
“decided to tighten money market
conditions slightly, expecting the
federal funds rate to rise Y percent-
age point to around 5% percent.”
This was the Committee’s first pol-
icy move in almost 14 months and
the first increase since January 1995.

This action was no surprise to fi-
nancial markets. The fed funds fu-
tures market, for instance, had come

to anticipate the rate increase in the
weeks before the meeting. Although
futures prices in January had indi-
cated the likelihood of a rate hike in
March, February events led futures
investors to doubt that any policy ac-
tion would occur before midyear.
Capital markets in February also
seemed to discount any immediate
move by the FOMC. However, con-
cerns about growing inflationary
pressures arose by mid-March, and
the likelihood of a modest rate hike
increased.

In announcing its action, the
FOMC stated that “... the slight firm-
ing of monetary conditions s
viewed as a prudent step that af-
fords greater assurance of prolong-
ing the current economic expansion
by sustaining the existing low infla-
tion environment through the rest of
this year and next. The experience
of the last several years has rein-
forced the conviction that low infla-
tion is essential to realizing the
economy’s fullest growth potential.”

(continued on next page)
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Monetary Policy (cont.)

Percent
14

NOMINAL GDP GROWTH AND KEY INTEREST RATES
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a. As projected by the FOMC and nonvoting Reserve Bank presidents in February 1997.
b. Core inflation is measured as the 15% trimmed mean of the CPI. Green lines represent trends.
SQURCES: Board of Governors of the Federal Reserve System; and the Federal Reserve Bank of Cleveland.

To understand this perspective, it
is useful to review monetary policy
over the past few decades. From the
mid-1960s to the late 1970s, each
business cycle ended with inflation
higher than the previous peak and
began with inflation higher than the
previous trough. This upward trend
was accompanied by increasing
structural imbalance and a general
deterioration in the economy’s
growth potential. Assets considered
to be inflation hedges (such as hous-
ing and gold) appreciated beyond
sustainable levels. In 1979, uncer-
tainty about the future of the dollar
led to a sharp decline in its value and

precipitated a significant FOMC com-
mitment to a policy of disinflation.
Disinflation climaxed in 1982 and
was followed by a prolonged period
of robust growth and relatively low
inflation. Both nominal and real in-
terest rates, however, stayed rela-
tively high as investors in long-term
debt instruments remained leery of
the Fed's commitment to price sta-
bility. Indeed, market rates rose
sharply throughout 1983 and early
1984. Many attributed this, in part, to
a high rate of return on new busi-
ness investment resulting from fiscal
incentives and reduced tax rates.
However, many also believed that

1993 1994 1995 1996 1997

part of the increase reflected an in-
flation scare, as investors waited for
evidence that inflation was not ac-
celerating. In 1985, financial markets
became more confident that infla-
tion was contained, and interest
rates generally fell.

Inflationary pressures emerged
again in 1987, and the Fed adopted
an anti-inflationary stance. A sharp
drop in stock prices in October,
however, aroused concern about
market liquidity and interrupted anti-
inflationary efforts. Eventually, policy
was redirected to containing infla-
tion, but not in time to head off a

(continued on next page)
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jump in the trend of core inflation to
nearly 5% in the spring of 1988. The
inflation rate eventually dropped
sharply with the resolution of the
Gulf War in 1991 and trended down
to just below 3%, where it has re-
mained since mid-1992.

Although the 1991 recovery
started slowly, it gained momentum
as the last vestiges of high inflation
were worked out. In 1994, the threat
of inflation produced a preemptive
policy stance that did not interfere
with continued economic expansion.

Indeed, the economy accelerated in
1996, while inflation remained well
behaved. This experience demon-
strates that the FOMC's commitment
to price stability since 1982 has en-
abled extended periods of high
growth and employment, along with
low inflation. Consistent policy
throughout this period has also been
associated with a general decline in
nominal GDP, but only one reces-
sion. Moreover, real interest rates
have fallen from their 1980s highs as
the Fed’s credibility has increased.

1996 1997

Vigilance in the pursuit of price
stability requires that policymakers
pay close attention to any sign of in-
flationary pressures. Although the
Fed de-emphasized money growth
targeting in 1993, M2 growth since
then has been in line with its histor-
ical relationship to economic activ-
ity. Over the past year, there has
been an acceleration across the M2,
M3, and MZM aggregates. The re-
cent uptick in the federal funds rate
reduces the likelihood that M2 and
M3 will continue to exceed their an-
nounced growth ranges.
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Comparison of CBO and Administration
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1998 2000 2002
Real GDP.growth?
CBO 2.1 22 2.1
Administration 2.0 2.3 2.3
CPl inflation?
CBO 2.9 3.0 3.0
Administration 2.7 2.7 2.7

Wage and salary shareb

Administration 47.9 47.8 47.7

Corporate profit share
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NOTE: All projections assume no change in policy.

SOURCE: Congressional Budget Office.

If economic models are economists’
stock-in-tracle, then the assumptions
used to construct them are their crit-
ical raw materials. These assump-
tions have long provoked pointed
barbs at the expense of the profes-
sion and its conclusions, but in the
real world of policy, assumptions
are no joke.

As the federal government’s bud-
get process begins in earnest, recon-
ciling the underlying assumptions of
competing proposals becomes an
important condition for reaching an

agreement. In practical terms, this
means reconciling the assumptions
of the Clinton administration and the
Congressional Budget Office (CBO).
In February, the CBO began ana-
lyzing the administration’s prelimi-
nary budget proposals. The first step,
of course, is to determine the starting
point of the deliberations: Without
any change in policy, what will be
the path of the federal deficit? The
answer depends critically on the as-
sumed paths of economic growth,
inflation, and income distribution.

Although they may appear slight,
differences between the assump-
tions of the CBO and the administra-
tion have a significant impact on the
projected path of outlays, revenues,
and the deficit. Given its economic
assumptions, the administration has
projected that status quo policy
would lead to a $597 billion cumula-
tive shortfall in revenues over the
1998-2002 period. Under the CBO’s
alternative assumptions, the corre-
sponding projection is a deficit of
about $787 billion.
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The bull market of 1996-97 contin-
ues to garner headlines. The stan-
dard graphs may exaggerate recent
gains, however, because they do
not take account of the market’s
previous run-up. A logarithmic, or
proportional, scale adds a useful
perspective that makes recent gains,
though noticeable, look less specu-
lar. Investors who bought the Stan-
dard and Poor’s (S&P) 500 at 33 and
held it to 100 tripled their money,
but had to wait until the average hit
300 to triple their money again.
One possible reason for the mar-

ket's recent gains is that it is moving
up to a higher plateau with lower
future returns. This view is corrobo-
rated by the dividend/price ratio, a
fairly accurate predictor of stock
market returns, particularly over peri-
ods of two to seven years. This ratio
is at a post—World War II low, sug-
gesting small returns in the future.
To explain the drop in market re-
turns, some analysts cite the possi-
bility that investing in stocks has
gotten safer, and investors thus bear
less risk. The standard deviation is at
a low level relative to most years, al-

1976 1975 1980 1985 1990 1995

though the bull market coincided
with a small recent increase. The
kurtosis gives a slightly different pic-
ture of risk: High kurtosis implies a
greater probability of market ex-
tremes, both jumps and crashes.
This measure indicates that risk did
fall over the past two years, but this
drop merely returned the risk to av-
erage levels. Perhaps some combi-
nation of factors is driving the re-
sults: People see the low standard
deviation, along with less chance of
market extremes, and feel safer.
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February Price Statistics
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Less food

and energy 29 25
Median® 34 28

Producer Prices
Finished goods -4.4 . 1.4

Less food
andenergy - ~1.7 0.0

Commodity futures
prices® -8.8 -B.7

;ercent of forecasts
Year avg.: 60 =

S5yr. 1995 1996

50
2.9 25 3.3

40
2.9 3.0 2.6
2.9 3.4 2.7 30
1.6 2.2 2.9 20
1.3 2.6 0.6 10
2.6 54 -07

\1)2—monlh percent change

1.8-2.2

DISTRIBUTION OF BLUE CHIP CPI FORECASTS FOR 1998°

January 10, 1997
March 10, 1997

Diffusion index, net percent rising
9

23-27 2.8-32 33-37 38-4.2

Annualized percent change

8 TRENDS IN THE CPI
36 [~

34
3.2
Median CPI2
30

28

26 P~
CPI (all items)

2.4 b~

22 (RRRERNRRERE ERE AN RN ARRR A R AR RRIRRE IR NS RN RTNNE ARNCAREARNT!

80

70 p=

0 PURCHASING MANAGERS’ PRICE SURVEY

Ay

IR

A

1993 1994 1995

FOMC central
tendency as ofd
February 1997 40 b=
30 L
1996 1997 1988 1989 1990

a. Calculated by the Federal Reserve Bank of Cleveland.
b. As measured by the KR-CRB composite futures index, all commodities. Data reprinted with permission of the Commodity Research Bureau, a Knight-Ridder

Business Information Service.

¢. Forecast of the Blue Chip panel of economists.
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d. Upper and lower bounds for CPl inflation path as implied by the central tendency growth ranges issued by the FOMC and nonvoting Reserve Bank presidents.
SOURCES: U.S. Department of Labor, Bureau of Labor Statistics; Board of Governors of the Federal Reserve System; the Federal Reserve Bank of Cleveland; the
Commodity Research Bureau; National Association of Purchasing Management; and Blue Chip Economic Indicators, January 10 and March 10, 1997.

On March 25, the Federal Open
Market Committee (FOMC) took a
small and perhaps cautious step
toward monetary restraint by raising
the federal funds target by % per-
centage point, its first overt policy
action since January 19906. In a press
release, the Committee described the
rate hike as a prudent step aimed at
prolonging the business expansion
by maintaining the existing low in-
flation rate through the end of this
year and next.

At the moment, the inflation indi-
cators are showing no clear sign of
moving away from the 3% trend
they have followed over the course
of the current expansion. In Febru-
ary, the Consumer Price Index (CPI)
rose at a 3.1% annual rate, just a
shade above its average since 1991
(2.9%). The median CPI, which meas-
ures underlying inflation, advanced
at a 3.4% pace, but was still not far
from its five-year trend.

The consensus among econo-
mists, however, is that it can take
two years or more for inflation to re-

spond to a monetary policy action,
and that this lag forces policymakers
to be forward-looking in their fight
to keep prices stable. Indeed, the
commentary accompanying the rate
hike suggests that the FOMC’s move
was intended to head off 4 growing
potential for higher inflation, rather
than to stem an immediate uptick in
the price data.

The FOMC's central tendency
projection shows CPI growth hold-
ing at just under 3% this year—a

(continued on next page)
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SOURGCES: U.S. Department of Labor, Bureau of Labor Statistics; U.S. Department of Agriculture, Economic Research Service, Natural Resources and
Environment Division; National Association of Realtors; Standard & Poor’s Corporation; and Metals Week, various issues.

few tenths of a percentage point
below last year's rise. The latest Blue
Chip survey of economists predicts
the inflation trend will remain steady
at around 3% in 1998 as well.

The leading indicators of inflation
continue to be inconclusive and ex-
tremely mixed. Survey data from
purchasing managers indicate that
the net downward pressure on costs
may have dissipated, but as of yet,
there has been no significant accel-
eration in industrial prices.

Economists often cite the price
movements of “inflation-hedged” as-
sets as evidence of a growing infla-
tionary psychology among investors.
But of these, there appears to be an
indicator for every conceivable point
of view. Gold prices, a highly touted
inflation predictor, have fallen in
real terms since 1991, and sharply so
since early last vear. By contrast, me-
dian home sale prices have climbed
at approximately the same rate as
the CPI since 1993, and the price of

farm land has risen twice as fast.
But perhaps the most troubling indi-
cator of potential inflation has been
the dramatic rise in equity prices.
Although higher equity values (or
any asset price rise, for that matter)
may reflect “real” developments like
greater economic potential, some
part of this increase may be associ-
ated with investor anticipation of
higher nominal earnings due to fu-
ture inflation.
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Economiic Activity

Percent of forecasts
Real GDP and Components 1996:|VQa DISTRIBUTION OF ECONOMISTS' REAL GDP
(Final estimate) ’ 5 LFORECASTS FOR 1997
Change, _Percentchange, last:
billions Four 5 December 1996
of 1992 % Quarter  quarters March 1997
Real GDP 65.2 3.8 3.1 a0
Consumer spending 39.0 3.4 2.7
Durables 7.5 5.0 54 %
Nondurables 6.4 1.8 1.8
Services 25.0 3.8 2.6 %0
Business fixed
investment 10.6 55 9.5 %
Equipment -1.3 -0.9 9.7
Structures 11.2 26.0 9.1 2
Residential investment -1.2 -1.7 3.9
Government spending -2.7 -0.8 1.9 15
National defense -5.5 -6.8 0.2
Net exports 39.0 — - 10
Exports 46.8 25.0 7.4
Imports 7.8 3.3 8.3 5
Change in business
inventories -17.2 — — 0
<23 23-25 26-28 29-31 >34
Annual percent change
Percent change from corresponding month of previous year Miltions of units 3-month moving average, millions of units
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a. Chain-weighted data in billions of 1992 dollars.

NOTE: All data are seasonally adjusted.

SOURCES: U.S. Department of Commerce, Bureau of the Census and Bureau of Economic Analysis; and Blue Chip Economic Indicators, December 10, 1996

and March 10, 1997.

The nineteenth-century historian
Thomas Carlyle once suggested that
economics was simply a matter of
supply and demand. Although this
may be true, determining whether
economic changes reflect supply or
demand is no simple matter. The
distinction is crucial, however, be-
cause demand pressures raise out-
put and lift prices, whereas supply
pressures raise output and lower
prices. The fact that recent strength
in actual (and projected) output
growth was not accompanied by ac-
celerating inflation suggests that

supply effects may be especially im-
portant. The difficulty, of course, lies
in assessing their future strength and
contribution to growth.

With a strong push from exports
and consumer spending, real GDP
advanced 3.8% in 1996:1VQ, raising
last year’s overall GDP growth to
2.4% (year over year) from 2.0% in
1995. Despite the faster pace of out-
put growth, the GDP price index in-
creased only 2.1% in 1996, com-
pared with 2.4% in 1995. Continued
strength in the consumer and manu-
facturing sectors, together with low

inventory levels, have prompted
economists participating in March’s
Blue Chip survey to revise their out-
look for 1997 economic growth up-
ward, without raising their inflation
projections.

Real disposable personal income
continued to climb in February, ad-
vancing 3.7% on a year-over-year
basis, while consumer outlays, slow-
ing slightly, were up 2.8%. Con-
sumer attitudes remain positive, as
sales of new and existing homes at-
test. Housing starts climbed 12.2% in

(continued on next page)
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February, their highest level in al-
most three years, while permits grew
3%, reversing January's decline.
Industrial outputr continued to
show surprising strength in Febru-
ary, rising 3.8% on a year-over-year
basis. New orders for durable goods
were up 1.5%, following January's
4.1% gain. Factory orders for all
manufactured products increased
2.5% in January. The ratio of unfilled
orders to shipments remains low,
giving little evidence that bottle-
necks are developing. Indeed,

capacity utilization remains under
85%, a level often associated with
capacity constraints.

The economy’s ability to accom-
modate growing demand without
price increases depends largely on
the pace of labor productivity and
the accumulation of capital. Overall
nonfarm productivity growth has
been a lackluster 1.1% per year over
the current business expansion. The
nonfarm sector, however, includes a
growing service component, in
which productivity is notoriously dif-
ficult to measure and probably un-

derstated. Productivity in the manu-
facturing sector, which is easier to
gauge, has grown at a healthy 3.4%
annual rate over the same period.

In addition, the U.S. is experienc-
ing an unprecedented boom in
business fixed investment. Most of
this is attributable to computers,
which should enhance workers’
productivity, especially in many ser-
vice industries. In view of these de-
velopments, many economists now
wonder whether we accurately cap-
ture supply-side contributions to the
economic outlook.
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Labor Markets

Change, thousands of workers®

800 [ AVERAGE MONTHLY NONFARM EMPLOYMENT GROWTH

Labor Market Conditions®
Average monthly change
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100
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a. Seasonally adjusted.
b. Production and nonsupervisory workers.

¢. Vertical line indicates break in data series due to survey redesign.
SOURCE: U.S. Department of Labor, Bureau of Labor Statistics; and The Conference Board, Consumer Confidence Survey, March 1997.

Despite slower employment growth
in March, the labor situation con-
tinues to brighten. Nonfarm pay-
rolls advanced at a moderate pace
(175,000 net new jobs). Average
hourly earnings showed their
largest year-over-year increase since
1990 (up 4.0%, to $12.15), while
the unemployment rate declined
0.1%, to 5.2%. In addition, the labor
force participation rate (67.3%) and
employment-to-population ratio
(63.8%) hit record highs last month.

Goods-producing employment
was weak in March (down 12,000,
as the construction industry pared
27,000 jobs. This drop followed an
unusually large February gain. With
an overall increase of 187,000, the
service-producing sector more than
accounted for jobs growth in March.
Within the narrow services category,
which encompasses a range of es-
tablishments, including hospitals, en-
gineering firms, and hotels, the gain
resulted primarily from growth in

health and business services. In con-
trast, government trimmed its pay-
rolls by 19,000 last month, after
adding 43,000 jobs in February.
Overall, the public appears more
optimistic about the employment pic-
ture. A survey of consumer confi-
dence put the percentage of respon-
dents who believe jobs are plentiful
at 32.3%, about 14 percentage points
above those who think jobs are
scarce. This is the survey’s most fa-
vorable showing since July 1989.
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o
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Truck drivers Highway 68
crashes
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Homicide 47
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a. Dotted line represents break in data series due to change in estimating procedure.
SOURCES: U.S. Department of Labor, Bureau of Labor Statistics, Census of Fatal Occupational Injuries; and National Safety Council.

Real wages represent only one as-
pect of the employment contract.
Another aspect is working condi-
tions, especially the safety of the en-
vironment. An extreme measure of
safety is fatalities on the job. These
have fallen inexorably since 1965,
so that the chance of dying on the
job is now only one-fifth of what it
was a generation ago.

The number of total workplace
fatalities is very low (4 per 100,000
workers in 1993). This is less than
the rate of deaths from accidental

falls (5.1) and is much smaller than
the death rates from accidents or vio-
lence (57.3) when measured for the
entire population during both work-
ing and nonworking hours. The
workplace of today clearly is a safer
place when measured by fatalities.
The composition of fatalities has
also changed, partly because of
shifts in the composition of the labor
force. Forestry and fishing remain
very dangerous occupations, but
they employ less of the workforce,
so that accidents associated with

them (being struck by an object or
drowning) are now a small propor-
tion of total workplace deaths. In
spite of their prominence on televi-
sion newscasts, fires and explosions
cause only a minor fraction of
deaths. Even without the occupa-
tional shifts, data from dangerous
occupations such as mining, when
available, indicate a decline in fatal-
ity rates. Now, the top two causes of
workplace deaths are transportation
accidents and homicides, by a fairly
large margin.
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NET MIGRATION, 1990-1996
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Durable goods -20" -1.0 0.1. -0.7
Nondurable goods -10 - -0.8 -06  -06
Transportation and
public utilities -0.1 0.0 03 - -0.3
Trade -1.0 0.0 0.2 1.4
FIRE® -0.2° - -0.1. . -02 0.0
Services 2.2 2.5 1.7 1.5
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1.8 04 =05 -07

-40
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a. Finance, insurance, and real estate.

7/94-7/95  7/95-7/96

SOURCES: U.S. Department of Commerce, Bureau of the Census; Ohio Bureau of Employment Services; Kentucky Department of Employment Services;
Pennsylvania Department of Labor and Industry; and West Virginia Bureau of Employment Programs.

Migration patterns over the past
seven years show that Rust Belt
states continue to experience out-
migration. The largest net loss, how-
ever, occurred in California, where
nearly 2 million more people left
the state than entered. The other
big losers were New York, Illinois,
and New Jersey. The Southeast and
Southwest were the biggest popula-
tion gainers. The state with the
largest in-migration was Florida,
which gained nearly 800,000 more
people than it lost.

It is interesting to note that the
four states listed above as big net
migration losers had higher-than-
average unemployment rates. The
states with the lowest unemployment
rates, however (which are mainly in
the Midwest) were not the biggest
gainers of net migration.

[n the Fourth Federal Reserve Dis-
trict, both Ohio and Pennsylvania
have seen more people leave than
enter since the beginning of the
decade, while for Kentucky and West
Virginia the reverse was true. Ohio

and Pennsylvania also experienced
the largest manufacturing sector de-
clines, with employment shares in
manufacturing industries falling 3.0
and 1.8 percentage points, respec-
tively. West Virginia gained employ-
ment in wholesale and retail trade,
and all the Fourth District states in-
creased their shares of employment
in the service sector. Government
was the only other sector to show
any substantial employment gains,
but these were limited to Ohio and
Pennsylvania.
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EMPLOYMENT GROWTH, JANUARY 1996 TO JANUARY 1997
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SOURCE: U.S. Department of Labor, Bureau of Labor Statistics.

Regional labor market data from Jan-
uary 1996 to January 1997 show a
pattern of widespread growth across
the country, with a 2.2% overall in-
crease in employment. By far the
largest gain was posted in Nevada
(nearly 7.5%).

The January figures show a much
more balanced regional distribution
of growth than the comparable sta-
tistics for May 1994 to May 1995,
During that earlier period, 19 states
grew at about twice the national av-
erage of 1.3%, while six states regis-
tered employment declines.

The recent numbers show that
only four states had employment

growth at or above twice the na-
tional average, and only the District
of Columbia experienced a decline,
losing nearly 2% of its jobs. The
three largest increases came from the
West: Nevada, Arizona, and Utah.
Even California, which has suffered
job declines over the past several
years, boosted employment by
nearly 3%. However, after the District
of Columbia, the three states with
the slowest growth—Wyoming,
Hawaii, and Alaska—were also in
the West.

In the Fourth Federal Reserve
District, only Pennsylvania’s growth
surpassed the national average. The

smallest employment gains (about
1.5%) occurred in Ohio.

Another indicator of regional labor
market conditions is the state unem-
ployment rate. Although there are
several instances where low growth
and high unemployment coincide—
such as in the District of Columbia
and Alaska—there are other cases
where they are positively related. In-
diana and South Dakota have unem-
ployment rates much below the na-
tional average, but have experienced
sluggish job growth compared to the
nation as a whole. California, on the
other hand, has relatively high un-
employment but brisk jobs growth.
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The run-up in bank share prices has
recently abated. This is consistent
with concerns about possible over-
valuation of bank stocks and reports
that bank insiders have been selling
stocks for months. Insider sales may
indicate that those with superior in-
formation about bank prospects an-
ticipate weaker earnings down the
road. Once made public, this infor-

mation could precipitate a drop in
prices. If this interpretation is correct,
news of insider selling could itself
trigger a sell-off and price decline.
Anticipation of higher interest
rates and tighter loan markets may
also be dampening investors’ enthu-
stasm. However, short-term market
interest rates have shown little
movement in the last few months.
Some commentators indicate that

the recent firming of mortgage rates
may have been related to anticipa-
tion of short-term interest rate hikes.
On the other hand, rates for both
personal and home-equity loans
have dropped.

Credit card rates have shown little
movement since last November;
such loans remain one of commer-

(continued on next page)
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SQURCE: FDIC, Quarterly Banking Profile, various issues.

cial banking’s most profitable areas.
News that credit card delinquencies
reached a record high at the end of
1996 comes as a disappointment in
the wake of some banks” efforts to
tighten credit card standards and re-
duce mail solicitations.

Insured commercial banks re-
ported the third-highest earnings
total in history for 1996:1VQ, and the

return on assets was the second-
highest ever. The largest boosts to
earnings came from increased non-
interest income (up 13.3% since
1993:1VQ) and net interest income
(up 6%), the latter being boosted by
both wider interest margins and
greater interest-earning assets. Net
interest margins at large banks rose
the most, mainly because of lower
funding costs.

Noncurrent loans (those 90 days
or more past due and those in
nonaccrual status) declined, mainly
as a result of higher net charge-offs.
However, noncurrent consumer
loans increased, and consumer
loans also had the largest share of
the increase in delinquent loans
(those with interest payments 30 to
89 days past due).
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Foreign economic activity continues
its moderate expansion, while infla-
tion pressures remain subdued.
Economists, who notched up their
outlook after a better-than-expected
fourth quarter, anticipate that growth
among our 10 largest industrial trad-
ing partners will average approxi-
mately 2.5% this year and next.
Japanese real GDP rose 3% over
the four quarters ending in
1996:1VQ, with consumer spending
and net exports leading the gains.

Investment spending slowed. Indus-
trial production increased a brisk
5.3% in January, while the unem-
ployment rate for the month re-
mained at 3.3%, only slightly below
its post-World War II high of 3.5%.
Inflation in Japan remains below 1%.

German output expanded at a
sluggish 2.0% in 1996:IVQ (on a
year-over-year basis). Concurrently,
net exports and consumption
spending (both private and govern-
ment) weakened. Industrial produc-
tion fell 1.7% in January, largely be-

cause bad weather slowed down
construction activity. Germany’s un-
employment rate rose to a record
post-World War II high of 11.3% in

January and remained there in Feb-

ruary. Its budget deficit widened to
3.9% of GDP in 1996 from 3.5% the
previous year. With unemployment
running at historically high levels,
the country will have difficulty meet-
ing the 3% deficit target for the Euro-
pean monetary union. Inflation in
Germany remains below 2%.
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International  direct investment Multinational firms also play a sig- U.S. intrafirm  exports  travel

surged in the late 1980s. Both U.S.
direct investments in foreign coun-
tries and foreign investments in the
U.S. have been growing rapidly,
with the former exceeding the lat-
ter by a widening margin. Multi-
national corporations undertake
most of these worldwide invest-
ments in order to remain competi-
tive in foreign markets, to lower
their resource and labor costs, and
to gain tax advantages.

nificant role in global trade flows.
Intrafirm trade, for example, ac-
counts for over 35% of U.S. exports
and more than 40% of imports. This
trade seems to originate at the par-
ent firm. U.S. intrafirm exports con-
sist mainly of shipments from parent
firms to their foreign affiliates, as op-
posed to exports of foreign-owned
firms in the U.S. Similarly, U.S. in-
trafirm imports flow from a foreign
parent to its domestic affiliate,

mainly to developed parts of the
globe, whereas the nation’s in-
trafirm imports are more widely dis-
persed. The U.S. has maintained a
deficit in its intrafirm trade. In 1994
(the latest year for which data are
available), that deficit amounted to
$97 billion, or 65% of the total trade
aeficit. The deficit is at its widest in
our intrafirm trade with Africa and
the Middle East.
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