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The Economy in Perspective

With a little belp from our friends ... The
United States continues to import more goods
and services than it sends abroad, and by a
wide margin. According to preliminary esti-
mates, the real trade deficit amounted to ap-
proximately $30 billion in the first quarter. Dur-
ing the past several years, our real net export
deficit has been running about $100 billion an-
nually, up sharply from the pace established
earlier in the decade, but still below rates
recorded in the mid-1980s. While some people
regard this persistent trade imbalance as a
threat to national welfare, others view it as a
boon to consumers. Few people, however,
think about the connection between trade
flows and capital formation.

When Americans consume and invest more
than they produce, the extra resources are ob-
tained from abroad. U.S. businesses pay for im-
ports by either purchasing foreign exchange
with dollars or directly remitting dollars to the
seller. In either case, Americans receive goods
and services, and foreign parties acquire dollars,
which they invest in various ways. These dollar-
denominated investments are essentially IOUs
given to our trading partners for future redemp-
tion. Their ultimate value stems from foreigners’
claims on goods and services produced in the
United States.

For their part, foreign citizens collectively are
producing more goods and services than they
are using at home, and are sending the extra
production to us. They are sacrificing the cur-
rent use of these resources for greater consump-
tion in the future, when they redeem their IOUs.
Foreign citizens are saving and exporting capi-
tal, while U.S. residents are dissaving and im-
porting capital.

The U.S. current account balance represents
the trade balance plus net income from foreign
investments plus unilateral transfers; a positive
value means that we are generating net claims
against the rest of the world, and a negative
value means that we are generating net claims
against ourselves. The U.S. capital account
records the net flow of investment funds be-
tween the United States and our trading part-
ners. The current account and capital account
must mirror each other at all times: When the
current account indicates that we are importing
on net, the capital account must show an equal
net generation of dollar claims against us.
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According to popular opinion, international
transactions are driven by international trade
flows, that is, foreign saving positions adjust
passively to accommodate the movement of
goods and services. But this need not be so. If
foreigners view the United States as a safe
haven for their investment funds and have con-
fidence in the purchasing power of the dollar,
they may be willing to slow their consumption
and place some of their savings in the debt and
equity offerings of U.S. businesses, and in U.S.
Treasury instruments. A strong demand for
these investment vehicles will strengthen the
dollar’s value in foreign exchange markets,
which in turn will lower the import price of for-
eign goods and services in dollar terms.
Through this channel, the capital account can
actually drive the current account.

The U.S. international investment position,
which indicates our net creditor/debtor status,
represents the sum of all past current account
balances (plus adjustments for changing asset
values). In 1982, the U.S. current account began
a shift into the deficit position that has contin-
ued to the present day. Consequently, our inter-
national investment position, which had been
registering around 10 to 15 percent of GDP be-
tween 1978 and 1983, began to reverse. In 1995,
our net foreign indebtedness reached nearly $1
trillion, or 11 percent of GDP.

This means that foreign residents are en-
abling Americans to invest and to consume at a
greater pace than otherwise would have been
possible. Without the net savings inflow, U.S.
interest rates certainly would have been higher
during this extended period, as the demands for
consumption and investment competed for the
more limited pool of domestic savings. Had we
saved more in response to higher interest rates,
consumption would have been curtailed. Dur-
ing the past few years, net foreign investment
coming into the United States has accounted for
more than half of all domestically generated
personal saving and for about 13 percent of
gross domestic investment.

So the next time you purchase an imported
car from Japan, coffee from Brazil, or toys from
China, silently thank the people of those coun-
tries for their willingness to delay their gratifi-
cation. They are partners in America’s future,
and they have $1 trillion worth of reasons to
hope that our good fortune continues.
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At its May 20 meeting, the Federal
Open Market Committee (FOMC)
decided to maintain the existing de-
gree of pressure on the federal
funds rate, expecting it to remain
around 5.5%. The rate was last in-
creased 25 basis points to its cur-
rent level at the March 25 meeting,
after staying unchanged for nearly
14 months. Financial markets, as
represented by the federal funds
futures market, had been anticipat-
ing another rate increase of 25
points by July, and many market
participants had expected an uptick
to be announced at the FOMC’s
May meeting.

The implied yields on federal
funds futures prices are reasonably
unbiased predictors over horizons of
three months or less. The rather
abrupt shift in implied yields follow-
ing the May meeting suggests that
the FOMC’s decision was a surprise
to some. Since then, expectations of
a rate increase have shifted outward,
and financial markets now expect a
25-basis-point rise by September.
The FOMC will reconvene July 1.

Treasury bill yields have edged
up since the beginning of the year,
with the 3-month and 6-month
yields standing at 5.3% and 5.0%,
respectively. This is above levels

1992 1993 1994 1995 1996 1997

seen in the second half of 1992 and
in 1993, but well below those that
prevailed early in the decade.

The M2 and M3 aggregates de-
celerated noticeably from the end of
April through the first few weeks of
May. This brought M2 growth below
its provisional range of 3%, which
was announced in February during
Chairman Alan Greenspan's semi-
annual report to Congress (the
Humphrey—Hawkins testimony). Al-
though the M3 aggregate has slowed
significantly since April, it continues
to exceed its provisional range of 6%.
The 1997 annualized growth rates for

(continued on next page)
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M2 and M3 are currently 4.5% and
0.6%, respectively. Just last month,
annualized growth rates stood at
5.8% for M2 and 7.9% for M3.

The deceleration resulted from
the settling of tax liabilities that were
due in April. The recent bull market
in stocks, which created a windfall
for investors in 1996, forced them to
build up payments accounts early
this year to cover larger-than-normal
tax bills. The March federal funds
rate increase, combined with the re-
lease of deposits held to meet tax li-

abilities, should allow M2 growth to
finish the year within its provisional
range and should help bring M3
growth more into line with its provi-
sional range.

Growth in the monetary base, a
narrower measure consisting of cur-
rency held by the public plus bank
reserves, slowed from a 4.6% annu-
alized rate in April to Mav's 4.5%
rate. The M1 aggregate continues to
fall at a 3.4% annualized rate. The
stabilization of M1l  between
1996:1VQ and 1997:1Q convinced

many that sweep accounts were be-
coming saturated. However, money
market deposit accounts (MMDAS)
continue to grow with the prolifera-
tion of sweep accounts. These allow
banks to economize on reserve bal-
ances by “sweeping” excess house-
hold checkable deposits (which are
reservable) into MMDAs (svhich are
not). These arrangements account
for the continued unexpected
strength in MMDAs and the weak-
ness in M1, which includes checking

(continued on next page)
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accounts but not MMDAs. When ad-
justed for sweep accounts, M1 con-
tinues to rise.

It is generally believed that the
federal funds rate must be increased
if inflation is to be lowered. Yet the
correlation between inflation and
the funds rate is positive, suggesting
a more complicated connection.
The reasons for this positive rela-
tionship are that the federal funds
rate is also positively related to
money (M2) growth—and faster
money growth is a causal factor in
future inflation.

How, then, can increasing the fed-
eral funds rate lower inflation? The

answer is that while the level of the
funds rate is associated with high
inflation, increases in this interest
rate are associated with lower M2
growth. Although raising the funds
rate lowers inflation, once inflation
has decreased, the funds rate must
be brought back down.

Like all nominal interest rates,
the federal funds rate consists of
both a real rate and an expected in-
flation component. In the short
term, expectations are fixed, and
the monetary authority controls the
funds rate by changing the real
rate. To increase the real—and
hence the nominal—funds rate,

money growth is slowed, which
brings down inflation.

Yet, in the long term, everything
is reversed, since ultimately the only
way the monetary authority can
control the funds rate is by changing
expected inflation. Therefore, to
permanently reduce inflation, the
monetary authority should follow
the initial round of tightening with
reductions in the funds rate, as infla-
tion starts to fall. The timing of these
subsequent reductions is crucial: If
they are not anticipated, money
growth will increase, undermining
policymakers® anti-inflation efforts.
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SOURCES: Board of Governors of the Federal Reserve System; and The Wall Street Journal, various issues.

Since April, interest rates have shifted
downward. The bellwether 30-year
rate dropped below 7%, and shorter
rates responded similarly. Between
April and May, the yield curve also
steepened somewhat, with the 3-
year, 3-month spread widening
from 130 basis points to 135, and
the 10-year, 3-month spread moving
from 155 basis points to 166.
Although these spreads remain
higher than average, they are still
well below those of November
1994, when they stood at 202 and

264 basis points, respectively. An
alternative yield curve, Eurodollar
futures contracts, shows a different
aspect of the market. Based on the
London Interbank Offered Rate,
which includes default risk, this
alternative is higher than the Treas-
ury yield curve. It is also steeper,
with a 10-year, 3-month spread of
194 basis points.

The expectations hypothesis tries
to explain the yield curve as an
average of today’s short rate and
expected future short rates. If this
is so, the yield curve should predict

future short rates. The expected fu-
ture interest rate derived in this man-
ner is called the implied forward
rate. As a predictor of future rates,
the 6-month implied forward rate
does not do so well. Generally, the
forward rate rises with current rates
rather than with future rates. This
suggests that long-term bonds pay
high rates, not because rates are ex-
pected to rise in the future, but be-
cause the return to holding bonds is
high. For example, people may de-
mand such long-term bonds for re-
tirement or college tuition.
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Having long ago settled down after
the turmoil of the early 1980s, gold
prices have continued to decline
steadily from their recent peak of
February 19906, as have prices on
the futures market. The difference
between the spot and futures price,
called the basis, has shown less
movement (as expected), although
the futures price has exceeded the
spot price by a wider margin since
late 1996. Normally, the ease of stor-
age and large outstanding stock of
gold make it a full-carry market, that
is, one in which the futures price
equals the spot price plus the cost

of carry (storage and financing).
This implies that futures prices ex-
ceed spot prices, producing a nega-
tive basis, a situation known to fu-
tures traders as a contango.

Despite the contango, other gold
futures indicate a normal market,
where longer futures contracts have
higher prices. This term structure of
gold futures remains quite linear
(compared with that of interest
rates) and has recently shifted up-
ward, The shift represents an in-
crease in the spot price of gold since
early May, although this is not ap-
parent from the monthly averages of

1995 1996 1997

the first chart. The spot price in-
crease dominated falling interest
rates (which reduce the cost of
carry, since storage rates are un-
likely to change much).

One important measure of activ-
ity in any futures market is open
interest—the number of contracts
for which delivery is obligated.
Open interest builds slowly, reach-
ing its peak about three months
before expiration of the contract for
delivery in July 1997. The decline
oceurs when traders close out their
positions to avoid taking delivery.
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Retail prices inched up in April at an
annualized 0.8%, while wholesale
prices actually declined 7.0%. In-
deed, the April numbers extend the

generally moderate growth rate of
prices seen since the beginning of

the year. Year to date, the Consumer
Price Index (CPD is up an annual-
ized 1.5%-—less than half its 1996
average increase (3.3%).

A substantial share of this year’s
downward pressure on prices, both
retail and wholesale, originated in
the highly volatile food and energy
areas, both of which showed net

declines during the first four months
of 1997. This has obviously been a
welcome trend for U.S. households
and businesses. Still, the drops in
food and energy costs, which will
not continue indefinitely, mask the
broadly based inflation that the Fed-
eral Reserve hopes to control.

It is difficult to gauge the amount
of underlying or “core” inflationary
pressure in the economy; however,
two measures, the CPI less food and
energy and the median CPL, are ris-
ing at nearly the same pace in 1997
as they averaged in 1996 (around

2.75%). Earlier this year, the Federal
Open Market Committee, the chief
policymaking arm of the Federal Re-
serve System, projected consumer
price increases between 2.75% and
3% for 1997.

How one judges the economy’s
inflationary trend depends on one’s
particular vantage point—price in-
creases in the manufacturing sector
seem significantly less than those in
the nonmanufacturing economy. Re-
ports from purchasing managers
have failed to reveal any net upward

(continued on next page)
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a. Services productivity is output per hour in the nonmanufacturing sector, calculated by Heinemann Economic Research, Great Neck, N.Y.
SOURCES: U.S. Department of Labor, Bureau of Labor Statistics; U.S. Department of Commerce, Bureau of Economic Analysis; and Heinemann Econornic

Research.

movement in prices for about two
years, and that impression is largely
supported by the slight overall rise
in the Producer Price Index less
food and energy over the expan-
sion. Likewise, price increases for
goods continue well below those for
services. At the retail level (exclud-
ing food and energy), the rise in
goods prices has been running sev-
eral percentage points below that
for service prices.

The large discrepancy is some-
thing of an enigma for economists—

and a problem for policymakers. It
may be that the economic funda-

mentals between these two broad

classifications are different, so that
goods are actually becoming less ex-
pensive relative to services. This dif-
ference may also reflect a measure-
ment problem: The price of a good
may be much easier to measure than
the price of an intangible service.
The challenge for policymakers is
that if we are overestimating the
prices of services, we must be un-
derestimating  their  production,
which suggests that U.S. inflation is

lower—and U.S. growth higher
than the official statistics state.

[t is certainly curious that reported
productivity in the goods sector con-
tinues to show impressive gains,
while productivity growth in the
service sector has languished. This
potential measurement error may
represent a growing inaccuracy in
gauging U.S. economic perform-
ance. Thirty years ago, the service
side of the economy accounted for
less than 50% of national output;
today, that share is almost 60%.
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Economic Activity

Percent change from preceding quarter

Real GDP and Components, 1997:1Q° GDP AND BLUE CHIP FORECAST
{Preliminary estimate)
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Residential investment 4.0 59 35
Government spending 0.2 0.1 1.5 9
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SOURCES: U.S. Department of Commerce, Bureau of Economic Analysis; National Association of Realtors; and Blue Chip Economic Indicators, May 10, 1897.
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Preliminary estimates show that the
economy grew 5.8% in the first
quarter, slightly faster than previ-
ously reported. Upward revisions to
inventory accumulation and ex-
ports partially offset a small down-
ward adjustment to consumer
spending. The first quarter’s overall
strength reflects advances in per-
sonal consumption, inventory accu-
mulation, exports, and producers’
durable equipment.

Economists partticipating in the

Blue Chip survey anticipate growth
will be approximately 2.3% in the
current quarter and will taper off to
2.0% by year’s end. Forecasts of eco-
nomic growth usually revert to a 2%
trend—a rate that many believe re-
flects the economy's underlying
growth potential. Recent evidence
on labor force participation, capital
accumulation, and  productivity
growth, however, suggests that 2%
may be an underestimate. In fact,
U.S. economic growth has averaged

2.8% over the past 30 years.

The consumer sector remained
robust in April. Real disposable per-
sonal income grew at its fastest
year-over-yedr pace since January
1995 (up 4.5%), while real personal
consumption expenditures contin-
ued to be healthy.

New single-family home sales
plunged 7.7% in April, the biggest
drop in six months. Much of this
decline came from a 16.5% fall in

(continued on next page)
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SOURGES: U.S. Department of Commerce, Bureau of the Census; and Board of Governors of the Federal Reserve System.
the West. Sales fell 6% in the South was attributable to strikes. Excluding more than many observers ex-

and 2.9% in the Midwest, but the
Northeast held steady. Sales of exist-
ing homes also slipped in April
(down 2.4%). In contrast, a surge in
construction of multifamily homes
pushed housing starts up 2.6% for
the month. Both starts and permits
have advanced fairly steadily this
year and remain vigorous.
Industrial production was un-
changed in April because of a sharp
decline in motor vehicle and parts
production, more than half of which

autos, the index advanced 0.3% for
the month, following a 0.5% gain in
the overall March index. On a year-
over-year basis, industrial produc-
tion continues to advance at a good
clip, with especially strong gains in
business equipment. Since Decem-
ber 1996, production of business
equipment has advanced 10.2% (an-
nual rate), three times the rate of the
overall index. A rebound in trans-
portation helped push April orders
for durable goods up 1.3%, slightly

pected. This was the third advance
in orders in the past four months.

Business inventories grew 0.3% in
March, with most of the gains com-
ing at the wholesale level. Contrary
tO some recent News accounts, an
inventory correction does not seem
imminent. Inventory-to-sales ratios
at the manufacturing, wholesale,
and retail levels remain favorable
and substantially below the levels of
a year ago.
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Labor Market Conditions?

Average monthly change

500 {thousands of employees)
1996 1997
Year 1Q March April  May
400 Payroll employment 212 228 182 323 138
Goods-producing 19 43 17 -7 20
300 Manufacturing -5 14 14 2 -5
Construction 24 29 5. -10 23
Service-producing 192 185 165 330 118
200 Services 98 97 85 146 125
Business services 33 47 56 16 8
Retail trade 48 11 23 91 -4
100 Government 14 100 -2 33 -28
Household employment 232 440. 745 . 209 255
0 Average for period
Civilian unerployment
w0k rate (%) 5.4 53 52 4.9 4.8
Manufacturing
T o workweek (hours)P. 415 419 421 . 421 420
- 1991 1992 1993 1994 1995 1996 1997 1Q Mar. April May
fo date
Percent Percent
645 8.5 -
LABOR MARKET INDICATORS®¢ Temporary Help Services
- . - Share of
64.0 ' 80 temporary Average hourly
! Occupation employment' earnings
635 ; R Total 100 $ 7.74
630 : B White-collar 52 9.37
' : ' Professional specialty 3 2411
625 . 55 Technical 4 12.60
; L Executive, administrative,
600 Employment-fo- ¢ Cifien 50 and managerial 1 17.22
: popuiation ratio . unemployment rate : i
' Clerical and
615 : ~ 55 administrative support” 41 7.96
: Blue-collar 42 6.02
61.0 . =50 Machine operators,
' assemblers, and
60.5 : ~ 45 inspectors 11 6.26
: Service 5 6.28
60.0 ] ] i i | [ | 40

1990 1991 1992 1993 1994 1995

a. Seasonally adjusted.
b. Production and nonsupervisory workers.

1996 1997

¢. Vertical line indicates break in data series due to survey redesign.
d. Shares are adjusted for minor discrepancies in reported data.
SOURCE: U.S. Department of Labor, Bureau of Labor Statistics.

Nonfarm payrolls grew by 138,000
in May, a smaller-than-expected gain
that masked an otherwise robust
labor market. The weak perform-
ance was due in part to substantial
upward revisions in the March and
April employment figures. Mean-
while, the unemployment rate con-
tinued its downward trend, falling
from 4.9% in April to 4.8% last
month—the lowest level since Oc-
tober 1973. The employment-to-
population ratio edged up 0.1% over
the same period, to a record high of
63.9%, and average hourly earnings

rose 4 cents to $12.19, 3.8% above
last May's level.

The goods-producing  sector
added 20,000 new jobs in May,
more than offsetting April's 7,000
loss and eclipsing March’s 17,000
gain. The construction industry also
fared well, picking up 23,000 jobs.
Once again, however, the service-
producing sector led the nation’s
overall employment growth, adding
118,000 new jobs in May. The most
notable gain came in the narrow
services category, which added
125,000 workers to its payrolls. In

contrast, government trimmed its
workforce by 28,000 last month,
with declines concentrated primarily
at the state (~13,000) and federal
(=11,000) levels.

Over the last few years, tempo-
rary help services have experienced
a prolonged boom in employment.
The recent tightness in the labor
market appears to have turned this
around, however. In April, 38,000
temporary positions were elimi-
nated, and in May, 17,000 more
were cut.
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Annual percent change

> OUTPUT PER HOUR

Nonfarm
Nenfinancial
1 Manufacturing

1930 1991 1992 1993

REAL OUTPUT

Nonfarm

Nonfinancial
E] Manufacturing

1994 1995 1996 1990

Annual percent change

1991 1992 1993 1994 1995 1996

Annual percent change
4.

S GDP IMPLICIT PRICE DEFLATOR
o Nonfarm
35 Nonfinancial
] Manufacturing

30

25

2.0

15

10

1990 1991 1992 1993 1994

4 b

5 HOURS WORKED

Nonfarm
3 b= Nonfinancial
] Manufacturing

~5
1995 1996 1990

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

Growth in labor productivity (typi-
cally measured as real output per
hour of work) is ¢ritical to economic
health because it is the primary
source of real wage growth. Unusu-
ally strong output (GDP) in the first
quarter of 1997 led to a 2% increase
in nonfarm business productivity,
the largest of the last three years.
Nonfarm business productivity has
inspired some controversy because,
unlike less closely followed meas-
ures, it has shown little annual
growth throughout this recovery.

The nontfinancial business procluc-
tivity series differs from the nonfarm
series primarily because it is based
on the income rather than the out-
put side of the National Income and
Product Accounts. Such differences
are unexpected: In theory, the two
sides of the account should balance.

Nonfinancial productivity growth
has led nonfarm business productiv-
ity growth because the numerator of
the former—measured real income
growth—has exceeded the numer-
ator of the latter—measured real

1992 1993 1994 1995 1996

output growth. When the income-
based measure is used, a substantial
fraction of the higher income results
from lower implied inflation rates.

Manufacturing, where productiv-
ity is easier to measure, has shown
consistently stronger growth, sup-
ported mostly by slower increases in
labor input, which enters as the
denominator. The implied inflation
rate for manufacturing, available
only through 1993, has also been
persistently lower than that of the
economy as a whole.
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AVERAGE HOURS PER WORKER

Japanese trend

prt b by benabyastesnbrra ety

60
1960 1964 1968 1972 1976 1980

Deviation from trend, percent

1984 1988 1992 1960 1964 1968

1972 1976 1980 1984 1988 1992

CYCLICAL EMPLOYMENT Cyclical Behavior of Manufacturing
» Sectors; 1960-94
(Standard deviation, percent)
Total Hours
hours Employment. - per worker
us. 3.6 3.1 1.0
cpdaas be e b e by vl v by gabaaatess Japan 2.7 2.2 1.4
1960 1964 1968 1972 1976 1980 1984 1988 1992 Belgium 2.8 2.5 1.4
Deviation from trend, percent Denmark 3.4 3.2 1.3
10
CYCLICAL AVERAGE HOURS PER WORKER France 2.1 1.6 0.9
51 Germany 3.0 2.8 0.2
s Japan ltaly 3.2 2.7 1.5
0 Netherlands 2.3 2.3 1.1
Norway 2.2 24 0.9
-5 Sweden 3.0 3.0 1.0
U.K. 3.5 . 3.0 1.0
qobaaa bewa brea ben s bporbesan booabenads oy

1960 1964 1968 1972 1976 1980

SOURCES: U.S. Department of Labor, Bureau of Labor Statistics: and Federal Reserve Bank of Cleveland.

Conventional wisdom that
Japanese workers tend to experi-
ence less volatility in employment
than do Americans, partly because
many workers in Japan’s largest
firms have what amounts to a life-
time employment contract. One
might expect, then, that total em-
ployment over the business cycle
would vary less in Japan than in the
U.S,, and that Japanese firms would
respond to cyclical fluctuations with
larger changes in hours per worker.

Data for manufacturing employ-
ment and hours per worker show

RER

1984 1988 1992

that employment does indeed vary
less around its long-run trend in
Japan than in the U.S., and hours
per worker vary more. These effects
do not cancel each other out, and
total manufacturing hours per year
vary substantially less in Japan.
There are also several reasons to
expect employment to be less vari-
able in Europe than in the U.S. Many
European countries have regula-
tions, such as relatively large legis-
lated severance payments and laws
restricting plant closings, that make
it costly for firms to adjust the num-

ber of workers they employ. In ad-
dition, the unemployment insurance
systems of several European coun-
tries encourage firms to reduce
hours per worker instead of laying
off employees.

Again, manufacturing data show
that employment varies less around
its long-run trend in most of Europe
than in the U.S. Although hours per
worker vary more in some Euro-
pean countries, the U.S. has the
greatest variability in total manufac-
turing hours.
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Miltions of people Ratio
5. 55
AGE DISTRIBUTION OF THE U.S. POPULATION POPULATION RATIOS
S0 50 |-
45 Young/old
45 =
40
40
35
3.0 35
Workers/beneficiaries
2.5 30 -
2.0
25 =
15
20 -
10
05 15
00 10 l l l
0 15 35 55 75 95 2000 2005 2010 2015 2020 2025
Age
Percent Percent Percent of earnings
70 17.0 43

Low earnings
60 f

1997 2000 2005 201

REPLACEMENT RATE UNDER CURRENT LAW®

[E] High eamings 165
[1 Average earnings Maximum earnings

16.0

15.5

150

145

140

135

13.0

MAINTAINING PAY-AS-YQU-GO SOCIAL SECURITYP

Replacement rates

125

2020 2025 2000 2005

a. Percent of annual earnings replaced by Social Security benefits.
b. Indicates the tax rates or benefit reductions required to maintain pay-as-you-go Social Security.
SOURCE: 1987 Annual Report of the Board of Trustees of the Federal Old-Age and Survivors Insurance and Disability Insurance Trust Funds, Washington, D.C.,

April 24, 1997.

Demographic projections indicate
that the number of elderly retirees
will grow sharply by 2025, but the
number of young, working-age in-
dividuals will increase only slightly.
This implies a steep decline in
the ratio of contributing workers to
retired beneficiaries in the Social
Security system-—from 3.3 today
to 2.2 by 2025. Such a sharp swing
in the proportion of workers to
beneficiaries will devastate a pay-
as-you-go system in which work-
ers’ contributions are immediately

and directly transferred to retirees
as benefits.

When we have fewer workers
per beneficiary, we will need either
a tax increase or a benefit cut to
preserve the solvency of pay-as-
you-go Social Security. With 3.3
workers per beneficiary, a payroll
tax rate of 12.4% produces enough
annual revenue to replace 41% of
annual earnings with retirement
benefits. If the ratio falls to 2.2, a
12.4% tax rate would replace only
27.3% of annual earnings. Maintain-
ing the replacement rate at 41%

25
2010 2015 2020 2025

would require a payroll tax rate of

18.6%—1.5 times the present rate.
Under current rules, the replace-
ment rate is already projected to
decline for all income groups. For
individuals with average earnings,
it will fall from 44% today to about
37% by 2025. Thus, to preserve
benefit levels under the pay-as-you-
go structure of Social Security, pay-
roll tax rates must gracdually rise to
about 16.7% by that year. Payroll
tax rates would have to increase 2.2
percentage points now to maintain
the system’s long-term solvency.
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Social Security — A Solution

Cutoff Ages under Proposed Plan® Percent of Contribution Invested in
Private Capital Markets®
Rate of Rate of
return on Benefit discount rate return on Benefit discount rate
private capital 5% 6% 7% 8% private capital 5% 6% 7% 8%
6% 26 26 26 27 6% 51 49 50 50
7% 30 29 29 30 7% 50 47 47 46
8% 33 32 32 32 8% 50 46 45 44
9% 35 34 34 34 9% 50 46 44 43
10% 37 36 36 36 10% 51 46 43 42
Age Percent
3 CONTRIBUTION RATES AND CUTOFF AGES BY YEAR OF IMPLEMENTATION® 0
Age
30 -1 80

Contribution rate

26 =70

22 60

18 | ] I | ! ] ] i | ] ] I I | ] 1 50
1993 1994 1995 1996 1997 1998 1998 2000 2001 2002 2003 2004 2005 2006 2007 2008 2009 2010 2011

a. Maximum age for shifting workers to the proposed plan.

b. Indicates the percent of contributions of those shifted that can be invested in private capital markets.
¢. Shows the contribution rate and tax rate necessary to fulfill the current system’s liabilities.

SOURCE: David Altig and Jagadeesh Gokhale, “Social Security Privatization: One Proposal,” The Cato Project on Social Security Privatization, SSP No. 9,

Washington, D.C., May 29, 1997.
Raising taxes and cutting benefits
are politically unpopular options for
restoring solvency to the Social Se-
curity system. Tax hikes would in-
crease disincentives to work and
save. Benefit cuts would be unfair
to those who have worked and
saved with the expectation of re-
ceiving current levels of benefits.
There is, however, a third option
that would retain the benefits of re-
tirees and older workers, and im-
pose no higher taxes on young and
future generations. It would also
make Social Security sustainable
and provide the present level of
benefits to young and future work-

ers. This plan involves gradually in-
vesting current contributions in pri-
vate capital markets.

Assuming reasonable private mar-
ket rates of return (8%) and benefit
discount rates (6%), calculations
suggest that workers 32 and
younger could shift to a privatized
system. Of their total contributions,
46% could be deposited in privately
managed accounts. The remainder
could be used to pay off the old sys-
tem's liabilities—benefit obligations
to those older than 32.

This reform would gradually elim-
inate the current system’s work and
saving disincentives and improve

output growth. Because it would
preserve the benefits of the elderly
without increasing the tax burden
on the voung, it should be politi-
cally feasible. Moreover, because
it would generate greater retire-
ment income for young and future
generations, it would be economi-
cally sustainable. The window of
opportunity for such a reform is
narrow, however. Waiting even a
few years to implement it would re-
quire lowering the cutoff age and
increasing the share of young peo-
ple’s contributions needed to pay
off the current system’s liabilities to
older generations.
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80 AMOUNT OF LOANS OUTSTANDING®

70 -
1995

1996

60

50 -

40

30

20 P~

Midwest

4Millions of foan contracts

Southwest West

Southeast

Billions of dollars Percent

6.0%

Central Northeast

200 70

OUTSTANDING LOANS?

<100 100~ 250~ <100

<250 1,000

60 |~

100- 250~
<250 1,000

Total loan value, thousands of dollars

LOANS AS A SHARE OF TOTAL BUSINESS LOANS2

Midwest  Southwest  West

Northeast

Central

Southeast

a. Small business loans secured by nonfarm, nonresidential properties plus commercial and industrial loans to U.S. addressees. Small business loans are

those for $1 million or less.

b. Percent changes represent the year-over-year growth in small business loans outstanding.
NOTE: Al data are for FDIC-insured domestic commercial banks.
SOURCE: Federal Financial Institutions Examination Council, Consolidated Reports of Condition and Income, June 1985 and 1996.

Between June 1995 and June 1996,
small business lending grew a
healthy 6.9% nationwide, to $301.8
billion outstanding. Loan growth
was robust in all regions although,
as in the past, the Northeast (2.7%)
lagged somewhat behind the rest
of the nation. The region’s weaker
performance may partially reflect
the fact that small business lending
is a less important component of
total business lending there. Never-
theless, even this small gain was

notable following the 13.9% decline
a year earlier.

As in the past, the total dollar vol-
ume of small business lending was
lowest in the Midwest in 1996 (only
$28.1 billion), vet such lending con-
stitutes a much larger share of over-
all business lending activity in this
region (47.3%) than it does in other
parts of the country. In contrast,
small business lending in the North-
east represents a relatively minor
fraction of its total business lending
(26.6%), even though the region

was third largest in terms of total
dollar volume of loans in 1996
($60.5 billion).

The composition of small business
lending held relatively constant in
1996. As formerly, the vast majority
of contracts were for amounts of less
than $100,000 (77.0%, slightly above
the 1995 figure of 76.8%). At the
same time, loans that exceeded
$250,000 still accounted for more
than half of all dollars committed
to small business lending.
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SECONDARY MARKET ACTIVITY? MORTGAGE ORIGINATIONS AND
SECONDARY MARKET ACTIVITY
60 —130
Freddie Mac 100 = o 150
mortgage purchases Adjustable rate share Total originations
50 -2
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Fannie Mae mortgage purchases
0 l l L l L1, 0 l I | I L1,
1992 1993 1994 1995 1996 1997 1992 1993 1994 1995 1996 1997
Billions of dollars Percent
350 8.5
SECONDARY MARKET MORTGAGE HOLDINGS MORTGAGE RATES
30-vear fixed
300 f~
Fannie Mae
250
200
15-year fixed
150 6.5
Freddie Mac
100 p~
1-year adjustable
50 =
| | ] | | 5.Olllllllllllllllll

0
1991 1992 1993 1994 1995

1996 1997

Jan.  March  May  July  Sept.  Nov. Jan. March May  July
1996 1997

a. Purchase data include conventional and government-insured mortgages. Adjustable rate share is the percent of new conventional mortgage originations

with adjustable rates.

b. Represents secondary market purchases by Fannie Mae and Freddie Mac as a fraction of total mortgage originations.
SOURCES: Board of Governors of the Federal Reserve System; Office of Thrift Supervision; U.S. Department of Housing and Urban Development; and

Bank Rate Monitor, various issues.

Mortgage originators tend to sell
their fixed-rate loans to secondary-
market agencies, while holding
adjustable-rate mortgages in their
portfolios. As a result, secondary

market activity generally drops off

when adjustable-rate mortgages
gain popularity.

This pattern appeared to hold
through 1996. Consequently, al-
though the holdings of the sec-

ondary market’s two major play-
ers—the Federal National Mortgage
Association (Fannie Mae) and the
Federal Home Loan Mortgage Cor-
poration (Freddie Mac)—-continued
to rise, the rate at which they pur-
chased loans declined somewhat
over the past year.

This pattern can also be seen in
the secondary market’s share of total
mortgage originations, which fell
over the first part of 1996, reaching a

low of less than 20% of all origina-
tions in July. Although 1997 data
are not yet available, one would ex-
pect secondary market activity to
have picked up over the first few
months of the year. Typically, con-
sumers see rising mortgage rates as
a sign of things to come, and at-
tempt to lock in relatively favorable
fixed-rate mortgages when rates
start to climb.
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a. The average inflation rate between January 1990 and June 1991 was 4,816%.
SOURCE: Fundacién de Investigaciones Economicas Latinoamericanas (Foundation for Latin-American Economic Research).

Economists’  continuing  debate
about the merits of fixed and float-
ing exchange rates has led them to
compare economic developments
in Mexico and Argentina. The for-
mer country recently abandoned
fixed exchange rates; the latter em-
braces them.

In April 1991, Argentina adopted
the Convertibility Plan to reduce its
four-digit annual inflation rate. In
addition to extensive fiscal and
structural reforms, the plan sought
to secure monetary policy credibil-

ity by imposing the rigors of a cur-
rency board. This required Ar-
gentina to fix its peso to the dollar
and to maintain dollars on reserve
against expansions of its monetary
base. The system forced the nation's
money growth closely into line with
that of the U.S. and successfully low-
ered Argentina’s inflation rate to
under 2% by late 1995. The econ-
omy grew at an 8% average annual
clip between 1991 and 1994.

The December 1994 collapse of

the Mexican peso exchange-rate

1992 1993 1994 1995 1996 1997

peg sent ripples of uncertainty
through the financial sectors of de-
veloping countries, particularly in
South America. Following the bank
runs and financial institution fail-
ures of 1995, Argentine economic
growth fell and unemployment
soared to 18%.

Economic growth improved last
year, but unemployment remains
around 17%. An additional cause
for concern is the recent apprecia-
tion of Argentina’s real effective
peso exchange rate, up 8.5% since
last August.
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a. The statistical discrepancy is recorded as a part of gross savings.
SOURCE: U.S. Department of Commerce, Bureau of Economic Analysis.

In 1982, the U.S. current account
balance shifted into a deficit, which
by 1987 had widened to $167 bil-
lion, an amount equivalent to 3.6%
of GDP. Although the deficit has
since narrowed to 2.2% of GDP, its
stubborn persistence is more troub-
ling to many observers than its
magnitude. For most of the last 50
vears, the U.S. has maintained a
small current account surplus.

The necessary counterpart to a
current account deficit is 4 net capi-
tal inflow of equal magnitude. In

running a current account deficit,
the U.S. exports financial claims (se-
curities and bank deposits) in ex-
change for its imports. By the late
1980s, foreign claims on U.S. assets
exceeded U.S. claims on foreign as-
sets, implying that we had become
a debtor nation. Our international
investment position, which indi-
cates our debtor/creditor status, is
the sum of all past current account
balances plus certain adjustments
for changing asset values. In 1995,
our international indebtedness

amounted to $816 billion, or 11.2%
of GDP.

Many observers regard our
chronic current account deficit and
our debtor status as inconsistent
with our position as one of the
world’s wealthiest nations, but such
a judgment may be unfounded. The
foreign capital inflow finances the
difference between our savings and
investment. In recent years, other
things being equal, gross private do-
mestic investment would have been
approximately 13% lower in the ab-
sence of foreign capital inflows.
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