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The Economy in Perspective 

IVl~er-e to, IiiliL? . . . ma ti)^ European nations 
have heen n-orliing hard o\.er the past several 
years to lo\\.er their inflation Utes ancl trim ~~112-  
lic sector cleficits. The success of these moves. 
\vhich are I~eneficial in their o\vn right. will also 
clualify these nations for fill aclmission into the 
European b10netar); Union (Eb/lU). in May 1998. 
p;uticipantswill form a ne\\. European centml 
ha111i and introduce a new current)., the euro. If 
plans g o  accorcling t o  scheclc~le, the European 
System o f  Central Banlts \$-ill assume responsi- 
bility for nlonetary policy o n  Januai-y 1. 1999. 
\Yflihat \\rill m i k e  this institution unicl~ie is that it 
~vill he  a central banli without ;I country. 

Withi11 nations, central banlis are public or  
quasi-p~~l'lic institutions that perfonn a variety of 
financial services for the  state ancl for private 
financial organizations. Central I,anlis can fr-~cili- 
tate government debt placement. clisburse cur- 
rency to the public through the b;lnking system. 
ancl maintain the government's checking ac- 
count. 7'hcy also provide clearing :me1 settlement 
for private firrlls that participate in the payments 
system. PSore important, ccntlal l>anlis create 
their country's monetary stanclard of \.slue and 
give the financial system the licluiclity it neecls to 
al>sorl~ :~clverse ~ h ~ c l i ~ .  

I h e s  the creclit cluality of a central banli's 
assets mattes" \Well, yes! First. if for n o  other rea- 
son,  the government orclinarily receives net 
revenue from its central I>anli. and poor asset 
quality n1ay climinish easnings. Second. lo\t.er 
asset cp~ality may rencler the centlxl ha~lli's port- 
folio less liquicl, leading to flexibility proble~us 
shoulcl it neeel to contract its balance sheet. I3ut 
the principal reason to care is that asset cltlality 
gives g o v e r n ~ ~ ~ e n t  ancl private fin:~ncial institu- 
tions an  incentive to be  concerneel a h o ~ ~ t  their 
own  credit clualitp, since it is their delx that the 
centml hank \\;oulcl consider p~uchasing. 'lb en- 
sure creclihility. a central hanli must l>e cle- 
siglietl so  that it is restrictecl to holcling assets of 
impeccable cluality. 

The European System of Centr:ll I3anks 
(ESCB) \vill consist of: a new European Centnll 
13anli (ECi3) locateel in Franlif~~rt  ancl the esist- 
ing N:ltional Central 13anlis (NCt-3~1. ~~~~~~~~~~y 
policy \ t r i l l  he  set by the EC1-3, hut carriecl o ~ i t  on 
21 clecent~.alizecl hasis 11y the KC13s. For our pur- 
poses. \\.hat is r e l eun t  ahout the :ul.angement is 
that the ESCB's security portfolio will contain 
the delIt ohligations of the constituent sovereign 
n~ttions and perhaps also of other entities (s~lch  
as creclit institutions) heaclcluarterecl in those na- 
tions. 'The ESCU will concluct 120th its monetasy 

policy ancl liquidity-enhancing opesations by  
taliing these cleht obligations onto its books. Ac- 
corclingly. the euro itself is ultimltely backecl by 
the creclit of the EMU nations. 

I11 the Unitecl States, the Feclelal iieserve 
holds nearly all of its assets in the fonli of U.S. 
government obligations-a11o~1t S400 billion. 
Hypothetically, suppose that the federal govern- 
m e ~ i t  had little or n o  deht outstanding. The11 the 
Federal Reserve \\~\iould have to holcl other secu- 
rities in its portfolio, most liliely the obligations 
of state. aticl possibly municip:ll. governments. 
Sho~~lc l  the Feel regard the clebt of various state 
:ul~cl municipal governments as ecl~lally creclit- 
\vorthy? A constant \\jorry, of course, is that the 
centnl  11;1nli coulcl h e  used as a bacli-cloor cle- 
vice for channeling creclit to "prefessed" interest 
groups-unless tl1e Iha~ili \\.ere legally houncl to 
reject poor quality assets. 

There is a possibility of adverse selectioll in 
open-market operations. S u p p o x  "the ESCB an- 
nounced its \villingness to purchase ancl then 
resell securities in the amount of 1 billion euros 
at a [.ate of 4%. \Wouldn't it receive offers of the 
poorer quality assets from dealers before the 
better cluality instrutnents were offereel? Will the 
EC13 allow the KCBs to accept all eligible securi- 
ties on  a11 eclual basis, or  will they discount for 
quality? There are obvious political issues here. 

Interest rates v:lry alllong the EMU countries 
toclay, even in re~ll terms, reflecting clifferences 
in such hictors a s  tax policies, regulations, ancl 
saving rates. Although the participating nations 
have convergeel their deficit/output ratios 
arouncl the 3% Maastricht target, the ratios still 
vary wiclely. The cliversity of these fiscal posi- 
tions, together n.it11 many n-ell-publicizeel sttuc- 
tural economic prohlems in Europe (costly \\.el- 
h r e  :ul~cl agricultural support programs. to name 
just two), further challenge the ability of EWIU 
governments to harmonize their economic and  
fiscal conclitions. 

Establishing a supmnational central ba~lli, the 
ESCB, creates a11 interesting, novel experience. 
Sovereign states relinquish their ability to issue 
non-i~lterest-17ez~ring claims on  their govern- 
n1thents-111oney-so they will h e  under even 
more pressure to manage their fiscal ohligations 
prudently. Under the worst of circumstances, the 
ESCB 11lay feel severe p r e s s ~ r e  t o  use its liciuid- 
ity or  monet:u-). policy to aclclress prohlems for 
\vhich it is not suitecl. Uncier better circum- 
stzlnces, ho\vever, the ESCI3 can play a positive 
role in easing the sttuctural changes that will be  
required of European nations in the years :head. 
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Monetary Policy 
Percent, weekly averages 
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Percenl ITREASURY BOND YIELDS AND INFLATION 

IMPLIED YIELDS ON FEDERAL FUNDS FUTURES 1 

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

The Fccleml Open hI:irl<et (:ommit- 
tee (1:OhIC) cleciclecl at its Septern- 
her 30 meeting to let the fecleral 
fiincls rxte st;~ncl ;it 5.5%, ~narliing 
six months since the cite \\;as last al- 
tered. 'l'liis in;iction came as no SLK- 
prisc to tile financial marl~ets. \vhich 
hacl wiclely :unticipited the clecision. 
7'he Cornmiltee \\.ill recon\.cne on 
No\reml>er 12. 

Impliecl yielcls o n  fecler-al funcls 
fut~rres ha\.e t x e n  flattening 
througllo~~t the yea[- as cspect:itions 
for fitti~re incre:ises in the f~lncls rat? 

ha\-e [wen pclshed o ~ ~ t .  R o l ~ ~ s t  eco- 
no~nic, gro\vth. co~lplecl with contin- 
tieel lo\v inflation ancl virtually no  
sign of any fc1t~1r.e acce1er:ition. has 
significilntly reducecl the need for 
the FOhIC to act. The marltet is not 
cspectir~g the FOMC to change the 
f~~nc l s  late in the near f i i t~~re .  

Long-term i~nterest Kites fell 
sliglitly in September, con t i~~~r ing  the 
clo\vn\v:u-cl trencl that l~egan in April. . . I he 30-yew ?'reasury c o ~ ~ s t z i ~ ~ t  matu- 
rity clroppecl seven basis points to 
6.5lO/i1, 110111~' 111ortg;lge rates fell five 

Ixtsis points to 7.43%>, ancl the 10- 
year T r e a s ~ ~ r y  mo\recl c1on.n seven 
Ixsis points to 6.23%~ 

Treasu~y Inflation-I'rotection Secu- 
rities CHI'S) have heen tracling since 
late J;lnu;i~-y 1997. Their avemgc 
yielcl for the  non nth of Septeml>er 
was 3.6%). L I ~  30 hasis points from 
Fel>ru:try. In theory. the spreacl be- 
tween TIPS :incl t~xclitional Treasiil-y 
sec~~r i t ics  (currently 2.7%) shoulcl 
gi\-e some inclication of the marlcet's 
espect;~tions for fnt~ire inflation. 

fcot7ti1z/led 011 ~ ~ e x l p ~ ~ g c ~ )  
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Monetary Policy (cont.) 
Billions of dollars 

"loo ITHE M2 AGGREGATE 

Billions of dollars 

5x300 [THE M3 AGGREGATE 1 

a. Growth rates are percentage rates calculated on a fourth-quarter over fourth-quarter basis. Annualized growth rate for 1997 is calculated on an estimated 
September over 1996:IVQ basis. 
NOTE: All data are seasonally adjusted. Last plot is estimated for September 1997. For M2 and M3, dotted lines a= FOMC-determined provisional ranges. 
For the monetary base and MI ,  dotted lines represent growth rates and are for reference only. 
SOURCE: Board of Governors of the Federal Reserve System. 

t-Io\ve\.er, the m:irliet k)s 7'I11S is not 
yet f~ill). clcvelopecl. ancl iicl~iidity re- 
niains ;ln iss~ic. In\es(ors generally 
retl~iise ;iclclition:~l co~npens;ition k)r 
the estra risk tlic)- ~inclertalie ~ v h e n  
marliets itrc less licliiicl, \\.hich :iffvets 
an in\.cstnlent's )-ielcl. Hence, the 
TIPS,'7're;~s~iry sl>rc;icl prol>ahly enl- 
tmclies more than j~isl an especta- 
tion a l~out  f~ i t~ i r e  inflation, ;uici in- 
.\iestors sho~ilci be ca~ i ( io~ i s  \\.hen 
attempting to Lise it  to g:tuge s~lcll 
cspect:ltions. 

M2 contin~lcs to csp:incl at il rapicl 

p:~ce. esceecling the Lipper 1)o~lncl of 
its FCIhlC-cieterminecl provisional 
wnge set 1:ist July. 'l'hrougl~ A~igcist. 
the :iggl.egate grew :it :I 5.j0/il ~unnual 
r:ite, anel ~xeli~ninary n~imhers for 
the first i~:llS of September suggest 
that it \\.ill 111ai11t;iin th;tr p:ice 
till-o~igh the encl of the month. 

The 1\13 :tggseg:lte :~cceleratecl 
again in Aug~ist, to an S.-i'Yo :inn~iaI 
sate. This is n.ell ;hove its specifiecl 
Kingc. ancl also above the gro\\;th 
r:tte of' hI2. 7'he surge is :lttril~utahle 
in p:ut to roI)~ist cleni1:~ntl for com- 

merci:~l anci incl~istrial lo:ins fin:ulicecl 
n.it11 negoti:il~le C1)s. \\-hiell are in- 
cluclecl it1 $13 l)ut not in M2. . < I he monetary I);ise. a il:irro\\-er 
measure o f  money that inclucles c~ir-  
rency helcl 12)- the p~ll>lic plus I>:inli 
reserves. espanclecl at :I  HI rate in 
Aug~lst. 'l'he primary contrilwtos to 
I>ase gro\vth in sccent ).cars Ilas 
heen its currency component. F o r -  
eigners, than I:.S. resiclcnts. 
are responsil>le for most of the 
gron.tki in currency. 

fco~ltitrrted oj1 ~re.~tpcrgc~ 
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Monetary Policy (cont.) 
CPI inllalion, percenl 
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U.S. MONEY G R O W H  AND INFLATION, 1 9 7 0 - ~ 6 ~  

Per caoiia GDP growth oercenl 

CROSS-COUNTRY INFLATION VERSUS PER CAPITA OUTPUT 
GROWTH, 19&0-96a 

rn 

CPI inflation, percent 
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Per caoiia money groivlh oercen! 

a. Average annual percent change. 
b. 12-month percent change. Last plot is for August 1997. 
NOTE: The sample includes 63 countries. 
SOURCES: U.S. Department of Labor, Bureau of Labor Statistics; Board of Governors of the Federal Reserve System: and International Monetary Fund. 
International Financial Statabcs. 

hl 1 .inother n,rr lo\\ Ilie,rsurc of 
mane\. fell 1 t o t ,  rn ,\ug~15t, 1cI1cct- 
rng the  contln~iccl p r o l ~ f e ~ ~ r t ~ o n  of 

e c p  .lccoiints n lirc 11 .rllo\\ I>,rnl\\ 
to "sxwep rnonc\ f r 0111 le\er ,11>Ie 
10 nonreser\ .rl~lc .lccoLint\ In orclcr 
to cconolnl/c o n  tiierr re\er \ e \  

Wh)  clo economr\t\ loot\ clo\cl\ 
. ~ t  mane! grot\ ti1 flgiile\' O\ ei Io11g 
per~ocis t l le~e 15 .I \tlong ~x)\rti\ c I?- 

I,rtron\ll~p hetn ecn r-none~ gro\\ ill 
'rncl 1nf1,ltron I h ~ i  connet tlon c,in I>e 
C I C ~ I I  IT w e n  111 the c l1,11t\ .rI>o\ e. 

\\-hich colnp:rre :n.er:rjic gro\\.th :rncl 
inf1;ition mies across 63 co~intries 
o\-er the last t\\.o anel ;I I-t;llf clec;rcles. 
Note that countries \\it11 high rates o f  
m o w ) -  growih 1l:rve alrnost ecliiall). 
high in1l;rtioil rates. In the I..%., tile 
re1:rtionship is less precise. I > L I ~  still 
clc;rr: tkq~icl money growth prcccclecl 
pesiocls oi' :rccelel;rti~~g inflation in 
tlle 1970s. anel slo\\.er munch. gron.th 
has accomp:iniecl o ~ r r  more recent 
mocicratc int1:~tion rates. 

'l'he inflation consecluences ol' 

1'11xd Inone\ g ~ o n  ill might 1,e 111ore 
p.~l ,~t ,~l~le 11 the p,lce of rezrl O L I ~ ~ L I ~  

.rlso ciiricl~enccl 'I 1115 15 not the c'lse, 
ho\\ e l  el -10 ille e\tent t h ~ i  'In\ 
long-tern1 rel,~tronihrp e x ~ \ t s  I>e- 
t\\ e rn  mone) .rncl per C ~ I ~ I ~ , L  o ~ r t ~ u t ,  
rt 15 neg'rtn e Coiintrle\ \ \ ~ t h  hrgher 
inone\ g ~ o \ \  111 I,etn een 1970 .~ncl 
1996 tcncleci to experience lo\\ er 
oiitp~it gron tll  4 \rmll,rr 1) ne,rh, IILII 
neg,rtr\ e .  cor~el,~tron l>et\\ een rni1,l- 
l l 0 1 1  'illel pel ~'l~>lt ' l  OLItpllt g10\\t11 
1ciniorcc5 tl115 conclu51on 
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Interest Rates 

Years ii maluiity 

Percenl, weekly averages Percent, weekly averages 

9'5 1 CAPITAL MARKET RATES I 7'5 

a. All instruments are constant-maturity series. 
b. Estimate of the yield on a recently offered, A-rated utility bond with a maturity of 30 years and call protection of five years. 
c. Bond Buyer Index, general obligation. 20 years to maturity, mixed quality. 
d. Three-month Instrument is quoted from the secondary market on a yield basis; 10-year instrument is a constant-maturity series 
NOTE: Shaded areas ~ndicate recessions. 
SOURCE: Board of Governors of the Federal R e s e ~ e  System. 

YIELD CURVESa 

In Septeml~ei the \lelcl c i ~ ~ l e  on 
govelnment seciir itie\ rno\ eel no- 
ticeablj lo\\ el ( , t l ~ ) i ~ t  20 II 'I \I \  
p o ~ n t s ) ,  1 ~ 1 t  I C ~ ~ I I I I C C I  ~ t s  generdl 
sh'tpc I he \\ e e k l ~  .I\ er 'tge of the 3- 
month con\t ,~n[-i i i ,~t~~i 11) sel ie\ 
111c)vecl helon 5'0 -1 lie 3-) c'u 3- 
month spr eLtcl mo\ ecl f r  or11 85 I>,I\I\  
point\ to 91 u ll~lc tile otl~er closel~ 
\\atchecl spie,~cl the LO-\ c,ti 3- 
rnontli hclcl 5 t c ~ c l ~  .I[ 1 10 I I , I ~ I ~  
potnts Longel-term C ' I ~ I ~ ~ I I  I ~ I L I I L C ~  
I 'ttes .11 \0  lieLtcIecl cIo\\ 11 ietur nIng 

to the Ion. levels seen last [Ieceil~- 
her. ancl spreacls \\-ere little changeel. 

Two i~ilportant ancl complemen- 
~z~r!. inclicators of the econonly's 
clirection are the spread t>et\veen the 
lO-ye;~~- ancl 3-nionth ?'re;~s~~rics, 
21 i ~ t . 1 7 ~  S ~ I . C L ~ C ~ .  and the sprcacl he- 
tl\.een 13~-ratecl corpo~.atc I~oncis 
ancl the 10-year Treasur-I., :I ~.i.sk 
.spt .~clc l .  7he common wisclom is that 
term spreacls preclict fittuse economic 
acti\.ity. signding recessions 1,). in- 
\.erting. The risk spread ses\.es as a 

more conlerllporanemls inclicator. 
since corporate I I O I I ~ S  presi~mal,ly 
become riskier than go\txnment 
11o11ds as tlle econorny \\.orsens. 

Certz~inly, these connections are 
not lxecise: N o  recession ~naterial- 
izecl ilntil long ~tfter the teriu-sprctcl 
in\-ersion of 1966. ancl risk spreacls 
in the 1980s often esceeclecl reces- 
sion 1cl.els o f  el-en the 1950s ancl 
1960s. ISotli typesof  s1xe;1ds ciir- 
rently inclicatc a healthy economy- 
no\v :inel in the immecliztte fiiture. 
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Stock Market Volatility 
Capitalization-weighted index of 500 stocks 

1'000) S&P 500 INDEX 1 
Value of opt~on 

7 0 )  S&P 500 INDEX CALL OPTIONa 

Percent 

25 1 S&P 500 MARKET, HISTORICAL VOLATILITY 1 
Level 

* 1 S&P 500 MARKET VOLATILITY, KURTOSIS I 

a. For December 1997 at a strike price of 950. 
b. For the S&P 500 Index call option for December 1997 at a strike price of 950. 
SOURCE: Bloomberg ~nformation service. 

Althougl~ the stoclc mztrliet has risen 
sharply o\.er the litst three years, :I 

casual esamin:ttion inclic;~tes :t 

Ixln~pier p:tt11 since the ~niclcllc of 
'1996. A Inore structcirecl approach 
loolcs :It the st;lncl:trcl cleb-i:ttion of 
the incles. xvhich she\\-s a clsa111atic 
L I ~ ~ L I S I I  st:t~Iing in niicl-1996 :tricl co11- 
tinuing t h r o ~ ~ g h  1997. '['he st:ind:trcl 
clcvi:ltion, ;t Ineasure of the size of 
rn:trket fluctc~ations, h;~s incrcasccl 
by :I ktctor of 10 since M:ty 1095. 

A 111or-e tol-\\-arcl-lool<i[~g itp- 
pro;~cli t o  ;~~~; t lyz i~ig  marlcet \.ol:itil- 

ity uses tr:tcled options. Call options. 
\vliich give their owner the right 
( l ~ t  not the ol~ligation) to 1 ~ 1 y  ~tocli  
;ti a ~7recletern1inecl price. :ire ~;lrtic- 
ul;lrl~. sensitive to volatility hecause 
it  affects the lilielihood that tile op- 
tion \\.ill expire "in the money": that 
is. \vith the stock price :tl,o\.e the 
strilce price (tlie price at \vliich the 
o\\.ner 1n;ty IILIY the stocli). For. any 
given option. there is a volatility t l u t t  
\\.ill make the observeel option price 
c~orrect. termccl the impliecl \.olaiil- 
ity. I t  too h:~s generally been incre:ts- 
ing in 1997. confirming the more 

I,:tcli\\-;ucl-lo01ii11g historical pattern. 
Another ilsef~il measure o f  volatil- 

it\- is stocli market liurtosis. A high 
k~lriosis level means :t greater pro1,- 
ilhility of estreme mo\~ements- 
both j~111lps :incl crashes. This is 
clc;~rly reflecteel in the large price 
movelnents of early 1997. hut the 
m:ulcet seel-ns to ha\-e settlecl do\v11 
since ihcn. Coc~plecl \vith the in- 
c~.c:tsecl st;tncl:~rcl cle\'.iatio~~, lowel. 
Ic~lrtosis implies a more v;trial,le 
ln~trkei. l ,c~t  one less liliely to esperi- 
ence big s\vings. 
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Inflation and Prices 

August Price Statistics 

Annualized percent 
change, last: 1996 

I mo. 7 mo. 12 mo. 5 yr. avg. 

Consumer P r i c e s  

All items 2.3 1.6 2.2 2.7 3.3 

Less food 
and energy 0.7 2.2 2.3 2.8 2.6 

Medlana 2.3 2.9 2.8 2.9 2.7 

Producer Prices 

F l n ~ s h e d  goods 3.7 -2.2 -0.2 1.2 2.9 

Less food 
and energy 0.8 -0.3 0.0 1.1 0.7 

Commod~ty futures 
pricesb 27.3 -0.9 -2.9 3.7 -0.7 

0 0  0 5  1 0  1.5 2 0  2 5  3 0  3.5 4 0  4 5  5.0 
12-month percent change 

12-month percenl changs 

36 ITRENDS IN THE CPI 

12-month Dercent chance 

a. Calculated bv the Federal Reserve Bank of Cleveland 
b. As measured by the KR-CRB composite futures index, all commodities. Data reprinted with permission of the Commod~ty Research Bureau, a Kn~ght-Ridder 
Business Information Service. 
c. Upper and lower bounds for CPI inflation path as implied by the central tendency growth ranges issued by the FOMC and nonvoting Reserve Bank presidents. 
d. August 1996 to August 1997. unless otherwise noted. 
e. July 1996 to July 1997. 
f. Median expected change in consumer prices as measured by the University of Michigan's Survey of Consumers. 
SOURCES: U.S. Department of Labor. Bureau of Labor Statistics; the Federal Reserve Bank of Cleveland; the Commodity Research Bureau; and the University 
of Michigan. 

C o n s ~ ~ m e r  prices rose ;it a 2.30% 
ann~lalizecl Ktte in A L I ~ L I S ~ ,  a sniall 
:IcceleKition from tile ye:~r-to-cl:itc 
average incrc:~se of l.Oi&/o :inel only :I 

s11:ltle higller th:~n the 12-monill 
average o f  2.2(!6. 7 ' 1 ~  ~uecli;In C1'1. 
;in altern;~ti\-c n1easLirc of inSl;~tion. 
:~lso :Id~ancecl 2.jc!il in ,\~ig[lst. I)elo\\. 
its 12-lnonth tscncl increase o f  2.S00. - 7 I h c  Consiimei I'rice Incles (C;I11) 
c ~ ) ~ l l i ~ l i ~ e s  to tK1cli i~lst ~111c~es tile> 
1997 central tencicnc). range set 1)). 
the I'c~cle~il Open LIarliet (:olnrilit- 

tee (I:OhIC) last July, anci is :11)oiit 
Ilalf :I peswnt;~ge point 1 1 ~ ~ 1 0 \ \ .  the 
gro~ll>'sl99S micl13oint. 

\Vliile consumer prices 11;1\.c risen 
rlloclel-;itel), this year. retail price 
gr-on.th has variecl subs tan ti all!^ 11). 
region. O\.es the most recent 12- 
month periocl. retail price increases 
a\-eraged ;I Inere 0.8%) in 1%. 'I I tiinore ' 

:uncl 1.  XI in I>:Illas. At the other es-  
trenle, 3'Ii;umi ;itltl San F~xncisco sesi- 
clents s:I\\. retiiil 131-ices rise an a\.es- 
:tge rate of' slightly more than r i ' / ~ ( l i ~ .  

According to s~lr\-ey clat:~. l~ouse- 
liolcls espect the :i\-el.:tge increase in 
retail prices to picli L I ~  to 2.HV1 over 
the nest 12 111onths ancl to I-each 
slightl). more th2111 3%) o\-er the nest 
fi\-e to 10 )-c;lrs. 

Economists also foresee nest 
year's inklation Kite esceecling this 
>-ear's nloclest rise. 7'1le I$l~ie Chip 
consensus forecast sho\vs the Cl'I 
aclv:~ncing : ~ t  :I 2.7%1 p;lce i~ct\\.ccn 
tllis 1-e:tr- :inel nest. Still, this is :I 

(cotltit~rtcd 0 1 1  trey[ /)~rgcj) 
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Inflation and Prices (cont.) 
Percent oi lorecasts 

I DISTRIBUTION OF ECONOMISTS' 199s CPI FORECASTS~ I 
17 January 10 1997 

September 10 1997 

Annual percent change 

4-quarter percent change I U.S. VERSUS FOREIGN CPI 

Percentage poiiits 

1 ACCURACY OF CPI FORECASTS~ 

1 CPI FORECASTS FOR 1 99Sd I 

00 05 1 0  1 5  20 2 5  3 0  3 5  40 
12-monlli percent change 

a. Blue Chip panel of economists. 
b. Percentage-point deviation. Blue Ch~p consensus forecast minus actual CPI. 
c. Trade-weighted average. 
d. Consensus forecast of the Blue Chip panel of economists. 
SOURCES: U.S. Department of Labor. Bureau of Labor Statistics; lnternat~onal Monetary Fund, International Financial Statist~cs; and Blue Chip Economic 
Indicators, January 10 and September 10. 1997. 

rncrcli ruore s'ingcilne oirtlool\ tll'in 
txojecrecl .it the heglnnrrlg of the 
ve,u In j,iiiu,~i\ ne,irl\ h ~ l (  ol the 
econo~nr\ts \ i l l \  el eel I)elie\ c.tl th,it 
the Cl'I \\oi~lcl ~c,icli i O o  o~ mole In 
1998 1 . ~ 5 5  thin iOrl ! l  liolcl th'it \lei\ 
tocl,i) \Ioieo\ el n h~ lc  I?\\ el th,~n 
10'!A1 ot those p,iiticlp,iting in I,unu- 
'is) 5 \ L I I \ ~ \  pedlctecl tll'kt infl'ition 
\\ oirlcl come In cincle~ 2' :XI next 
ye'ir. IIIOIC th,in 2000 expect si~cll .i 
\light upticS\ totl,i\ 

T ~ I \  c,i~ econonir\t\ 'ire Irl\cl\ t o  
h,ive o\ el c\t rrncitecl the gr (I\\ ti1 r .ktc 
of the ('1'1 I,\ 'it le'iit 11,111 '1 pclccnt- 

age point, : i 1 ~ 1  ;i1111c)st certainl). Itlore. 
In f;ict. the Ulire Chip p:inelists have 
hecn o\.erly pessimistic ai7out the 
infl:i[ion or~tlool< in six of tile past 
sc\.eii years. overpretlicting the CI'I's 
gso\\.tI1 r:ite by 0.35 percei1t:~gc 
point per ye;ir. Last ye:lr, ho\\.e\.er. 
they \yere overly opti~nistic :~hout 
[lie inSl;ition trencl, which \vas 0.2 
["scentage point higher than the 
consensus forecast. 

r\ltll<)tigI~ the U.S. retail price per.- 
form;inc,e h:ts been frt\.oral,le rela- 
ii\.e to I~oth oirr recent histor!- ancl 
espcct;1rions, increases ha\-e tenclecl 
ro I,e to 1% percentage points 

l~igller; o n  :iver-age. than tllose ol'ocir 
11iajo1- ti-acling partners. In hct, on :k 

tracle-\veightecl basis. foreign retail 
JX-ices 1ia1.e risen less thm 2%1 1x1 .  
>-ear since I:itc 199.3. Econo~nists 
preclict tliiit the I1.S. inf1:ltion Ute will 
1)e sonic\vliat \\.orse th;ln that o f  otir 
loreign tracling Ixlrtness  gain in 1993. 
Of oils large" t~lcli11g p:lrtners, only 
tlie [..I<. (:it 1.9%1) anel *I';~in.:in (3.jCHl) 
:ire cspec'tecl t o  170st higher retail 
price incri,:ises. (:an;lcla. Frxnce, Cer- 
Ili:in),. arlcl J:ilxiri :ire all expecteel to 
scc consurl1c.r prices rise less than 
2'/l'!i1 nest !.c:ir. 

http://clevelandfed.org/research/trends
October 1997

Best available copy



Economic Activity 
Percent chanae from previous quartel 

Real GDP and Components, 1 9 9 7 : l l ~ ~  
(Final estimateb) 

change, Percent change, last: 
billions Four 
of 1992 $ Quarter quarters 

Real GDP 58.0 3.3 3.4 
Consumer spending 11.3 0.9 2.5 
Durables -8.8 -5.4 2.3 
Nondurables -7.8 -2.1 1.3 
Services 25.9 3.9 3.1 

Business fixed 
investment 
Equipment 
Structures 

Residential investment 
Government spending 
National defense 

Net exports 
Exports 
Imports 

Change in business 
~nventories 

Percent change from corresponding month oi prevlous year 

IREAL PERSONAL INCOME AND SPENDING  TRENDS^,^ 

h Real personal 
consumption expend~tures 

I r  
c n D  rrhln RI I IC ru lo  c n o c  

p-j nbiuo, 

rn Blue C h ~ p  forecast September 10 

GDP AND BLUE CHIP FORECAST 

Actual 

rn Blue C h ~ p  forecast September 10 

Percent change from prevlous quarter 
15  COMPONENTS OF PERSONAL SPENDING~'~  

a. Chain-weighted data in bill~ons of 1992 dollars. 
b. Seasonally adjusted annual rate. 
SOURCES: U.S. Department of Commerce, Bureau of Economic Analysis; and Blue Chip Economic Indicators, September 10. 1997 

The C:ommerce 1lep:lrtrnent's fin:ll 
estimzltc places seconcl-cluarter re:~l 
GDI' gro\\.th at 3.3?/0, do\vn a hit 
f r o n ~  the prelimin:l~-y estirn:~te of 
3.6%. l'his elon-nwarcl revision pri- 
marily reflects ~lcljustnients to per- 
sonal cons~lmption espenclit~ires 
ancl net esposts. 

O\.er.;~ll. the 1i.S. econoln). re- 
nl:ti~^ls S I ~ O I I ~ ,  ancl economists partic- 
ipating in the I31ue Chip s ~ ~ r \ - e y  IIU\\. 

expect seal CI>I) for 1997 to come in 
at al7oi1t 3.6%-the fikstcst clip since 
1988. hplany :~nalysts I1elic1.c that the 

[T.S. c~irrently has the potenti:~l, in 
terms of' resource availal~ilit~. ancl 
prc)ductivity trends, to sustain 
growih of al>out 2%, or slightly 
filster. Consecluently, most output 
projections tencl to revert to\varcl this 
sate over the forecast horizon. 'I'he 
economy's strong advance since 
1 9 9 6 1 ~ ~ .  however, has lecl many to 
suspect that current estimates oL' po- 
tential growth are too low. 

what happens througho~~t the re- 
~naincler o f  this year will clepencl 
lle:~\.il). on inventories and consumer 
spencling. Although inventory-to- 

sales ratios are not out of line at 
present, most economists expect 
the sate of inventory acc~~rnul:~tion 
to slo\\~. 'I'he prognosis for consumers 
remz~ins F:lvor:~ble. Although con- 
sumer spending stallecl in the sec- 
oncl clu;lrier. the year-over-ye:~r pace 
has rem:linecI brisk. The recent cle- 
cline in nonclur;~l~les spencling nlay 
I>e :I bit troul~ling. hut sharp swings 
in out l~~ys  for c l ~ ~ ~ t b l e  goocls are not 
urlcomrnon. A 16.5% drop-off in 
a~ito~nol>ile purchases lecl the decline 
in consumer cl~~r~ll>les in 1997:IIQ. 

(corztinllcd 0 1 1  I Z C X ~ P ~ ~ ~ C J )  
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Economic Activity (cont.) 
Percent oi GDP 
16 

BUSINESS FIXED INVESTMENTIGDP~ 

Percent change 

l 2  I NONFINANCIAL CORPORATE PRODUCTIVITY 1 

Percent change 
10 

Average annual percent change 

a. 1997 data are for the first two quariers. 
b. For the f~ve-year period ended as shown. 
NOTE: All data are seasonally adjusted. 
SOURCES: U.S. Department of Labor, Bureau of Labor Statistics; and U.S. Department of Cornmeme, Bureau of Econom~c Analysis. 

. , The n~rrion continueel to experi- 
ence :r strong c2rpit;rl spenciing 
b o o ~ n  in the seconcl cluarter. Since 
1991, 1,~lsiness Sisecl investment has 
risen i'rorn 12.1(!41 o f  GIjI-' to 15.5'!4/;,. 
This r-apicl expansion is particularly 
urelcome :~Ster the torpicl p:~cc of 
capital ;rccc~mclIation in the 1980s. 
Increases in c;rpit;11 in\.estment 
slioi~ltl enllance 1:rl)or procl~~ctivity. 
dcf'inecl 21s the oi~tput tliat c:~cll 
\\:orlies can procluce in a gi\-en pe- 
riotl. O\.er [lie long tel-111, the pace 

of 1a1,or ~xoductivity cleternnines the 
I-2rte ;ri \\.hich \vorlcers' real compen- 
sxtion gro~vs. bloreover, prior to the 
miel-1970s. prociucti\.ity gro~vth >kc- 
countecl for the l:rrgest share of 
overall otltpt~t growth 

Nonhrrn productivity increaseel 
2.7% in 1997:II(J, the biggest acl- 
\.;ince since 1993. Since 1991, Ilou.- 
c \ w .  i t  lias grown just 1.296. \,elon; 
the I . i rX ,  p;rce of the previous b ~ ~ s i -  
ncss eslxuision. Gi\.en the strong 
aclvanccs in I7~1siness fixecl invest- 

ment, the gencr.:~ll). slow pace of 
17rod~cti\.ity gro~vth has let1 rnzrliy to 
cli~estion the :rcc~ll.;rc). o f  the produc- 
ti\%). clata. hIany suspect that the 
nurnhers uncierst;~te the contribution 
o f  services to o ~ ~ t p i ~ t  gro\vth. An :11- 

Lcrnalive measlire that is no1 so  sus- 
ceptihle to ser\.ices hias-nonfinan- 
ci:rl cor17ol.ate-sector procluctivity- 
rose 3.2(X1 in the seconcl cluarter ancl 
Ilas a\.cl.;rgecl I .9(%, over the current 
expansion, roi1g11I)- the s:rlne pace 
as in the pre\.ious c~pti~rn. 
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Real GDP qrowih, next quaileia 

'" /INVENTORY INVESTMENT VERSUS REAL GDP GROWTH I 

-6015 -0.010 -0.005 0.000 0.005 0.010 0015 0.020 
Inventory iilvesiment as a shaie of GDP 

a. Annualized percent change. 
NOTE: Shaded areas indicate recessions. 
SOURCE: U.S. Department of Commerce, Bureau of Economic Analysis. 

Change in ieal GDP growth, next quarter less current quartera 

20 1 INVENTORY INVESTMENT VERSUS CHANGE 
IN REAL GDP GROWTH 

, - 
-0.015 -0.010 -0.005 0000 0.005 0.010 0.015 0.020 

Inventory investmeni as a share of GDP 

I > ~ ~ r i n g  the I'irst 11:llf 01- 1997, real 
GI)P rose 1)y S 1.12 l,illion, translat- 
ing into ;I - t .  lo41 annu:ll gl-on.th I.;lte. 
C>vel. this s;lruc pcriocl. real in\.est- 
merit in business in\.entories totalecl 
$1.41 I,illion. almost ecl~~aling the 
rise in re:d o ~ ~ t p i ~ t .  >I:III). ; I ~ ; L ~ ~ S I S  

have cl1:1r;~cterizecl this rate of in- 
ventory in\.esl~nent as escessi\.e or 
unsust:~inaI,le. aricl h a w  conse- 
c l~~ent ly  preclictecl a ~narlicd sio\\~- 
clo\v\in in real ~ ~ I I ~ L I L  g r o n ~ h  lor the 
re~naincler of the !-ear. 

I.ooliing hack at the pattern o f  in- 
\.entor). investment over. the past 45 
)-ears. one fincts that its reccnt be- 
ha\.ior is not c l~l~~sual .  In\ientory in- 
\-estment \v3s roughly 1% of C;I)I1 ~ I I  

each of the first two quarters of 
1997. \veil a1,ove its long-run a\.er- 
:ye o f  a l ~ o ~ ~ t  0.5?4, but well nithin 
its historical mnge tluring economic 
esp;u~siions. 

A high level o f  inventory in\.est- 
ment is not. l ~ y  itself. :l cle;u- preclic- 
tor of either fr~st or slo\\- o ~ ~ t p c ~ t  
gro\vth. IIo\vever. it is generally :IS- 

sociatecl \\.ith ;I slo\\~clo\\.n in output 
gro\vth horn its current sate. 'This as- 
soci;ltion partly reflects the fact tllat 
high le\.els of in\,ento~y in~~estment  
are relatecl to high n te s  o f  GI>[' 
gro\\-th in tile same clu;uter. Thus, a 
slo~l-clon-11 of o ~ ~ t p u t  gro\vth to rates 
closer to its 11istoric;ll ;i\.erage 
\ \ . o~~ ld  ~ ) rod~ lce  the neg3tiJ.c associ- 
ation. From csperiences in the micl- 
1C)SOs ~mcl in 1994. L1.e see that 
stro11g in\.cntor!- in\.estment neeel 
not he a precLirsor lo recession. 
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Labor Markets 
Chanqe, lhousands oi workers 
600 

-200 
1991 1992 1993 1994 1995 1996 1997 I I I Q  July Aug. Sepl 

lo date 1997 

Percent Percenl 
64.5 8.5 

LABOR MARKET INDICATORSa3C 

a. Seasonally adjusted. 
b. Transportation and public utilities. 
c. Vertical line indicates break in data series due to survey redesign 
SOURCE: U.S. Department of Labor, Bureau of Labor Statistics. 

Labor Market Conditionsa 
Average monthly change 
(thousands of employees) 

1996 1997 
Year lllQ July Aug. Sept. 

Payroll employment 212 213 384 40 215 
Goods-producing 19 14 -1 58 -14 
Manufacturing -5 9 -4 48 -16 

Serv~ce-producing 192 199 385 -18 229 
T P U ~  9 6 9 -159 167 
Serv~ces 99 92 162 15 98 
Bus~nessserv~ces 33 20 37 -22 46 

Retall trade 48 45 80 32 23 
Government 14 26 80 76 -78 
Local 19 22 54 78 -65 

Household employment 232 117 344 96 -89 

Average for period 

Clvlllan unemployment 
rate (%) 5.4 4 9 4.8 4 9 4.9 

Partlclpat~on rate (%) 66.8 67 1 67.1 67 1 67.0 

1,,1l,o1 m,~ll\et gto\\ 111 In \epteml>c~ 
.~ppea~ec l  to teco! el l ~ o r n  i \ i lg~~st  s 
4ugg1ih  me. l t l l  nonl'll m p.11 1011 
emplol  ~ n e n t  I lslng 2 IS 000 n'ltlon- 
n lcle Ho\\ e l  el n lien one f , ~ c t o ~ i  
In t he  Ictuln to \\oil\ of the fo~mcr 
C PS s t ~ i l ~ e l s  the estlni,tte 15 closer 
to 53 000-li~ut li lo\\ el tI1,ln ex- 
pee tetl Incleeci \cp te l i~ l>e~ \\ '15 

chLtr ,lctel l/ecl I > \  e,tl\ncss In .I \ '1- 

r let) of 1ndu5t1 ~ e s  ecllpslng the 
\ t ~ l l \ e  effect4 .tncl [lie cllfflci~lt\ of 
mc'tsur ing e c l i ~ c ~ ~ t ~ o n  ernplo\ ment 
I t h ~ t  m,tn\ cll\tr lcts hCl\ e 
s\\ ~ t c  hccl to \ e,tl-~oi~ncI sc Iioo1111g 

'I'he feclel.al government tsinlmetl 
9.000 jolx I;lst month, mainly postal 
n.orliers Iiirecl clul-ing the strilie. 
hlan~lkicti~ring payl.olls also sllr~inli 
(- 16,000j. psi~narily hecause o f  1;1y- 
offs in the 1nnsportation ecjilip~nent 
inclusts)~ (-20.000). This se\.erses the 
30.000 gain seen in Ailgllst. An- 
other loses \\-as local ecl~1c:ttion (:( 
s~il>set of' local govel.nmentj. \\.hicli 
~ a s e d  ,'t7.000 jobs :~fter :iclcling 
6.1.000 a month before. 'I'liis \\.icle 
s\\.ing largely reflects season;~l \.:tria- 
tions in the clat:~, not re;d effects. 

?. 
l lle ilnemployment Ute stoocl at 

I in SepteliiI>er, anel the 
e n i ~ > l o ~ - r n e n t - t o - ~ ~ o ~ ~ i ~ l ~ ~ t i o t ~  ratio fell 
sliglitl)-. to 63.7(H1. Of tilose \vho are 
c~~rsent ly  jobless. 55?/(i are new 
enktnts, reentmnts. or \\.ol.liers xvho 
left iheir jolx \ .ol~~nt;~ri ly,  'l'his ill>- 
plies that A1neric:tns still 11eliel.e joh 
opport~lt~it ies  :ire plentifill. Aver;lgc 
Iioilrl). eztrnings n-ere LIP foi11. 
cents-3.6% :tl>o\.e last yew's level 
-another inclicator that soIne ~vosk- 
ers are realizing solicl gains. 
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Human Capital Investment 

Professional and technic 

Computer procedures, 

administrative supp 

customer relations 

Service-related 

Industry 

Percent 

[SOURCE OF FORMAL TRAINING^ I 

Company Outside trainer Classroom Lectures and 
personnel instruction conferences 

a. At any time prior to the survey. 
b. May to October 1995. 
c. Transportation and publ~c ut~lities. 
d. Finance, insurance, and real estate. 
e. In the 12 months prior to the survey. 
NOTE: Employees were surveyed from May to October 1995. Survey covers establishments employing 50 or more persons. 
SOURCE: U.S. Department of Labor, Bureau of Labor Statistics, 1995 Survey of Employer-Prov~ded Training, USDL 96-515, December 1996. 

Fluman capit:il theor). suggests that 
training. \\-hether formal or on the 
job. enli:~nces \\.orlies ~>rocl~ictivity 
ancl th~ i s  le:icls to higllcr \v:igcs. 
'Twining prepares ne\v n.orliers ancl 
enhances tile sliills o f  esisti~ig Lvork- 
ers. >'lore I-.S. e~nployees no\\. re- 
ceive compiiter--rel:itccl ts:iining 
from their cursen1 e~llplo).er than 
:in); other type of instruction. In 
contlxst, fe1x.e~ th:in I O i ~ / i ,  receive 

lxisic skills tniining, such :is elemen- 
tary reacling, writing. ancl arithmetic. 

Training is not \vithout cost. hoxv- 
ever. in terms of the ti~iie that n.orli- 
ers \~oulcl  otlierwise ha\.e spent at 
their jobs. ?'he v:llue of tli:it tinie 
(Iio~isly \\.:ige t i~nes the n u ~ ~ i l ~ c r  of 
hours spent in trai~ii~ig) v:uies 1))- in- 
clustry. \vith f o r ~ ~ i l  tlaining costs per 
worlier the highest in ~i~a~iuf'~cturingig 
:i~icl the lo~vest in retail tlatie. i\n :id- 

clition:~l cost co~~,sicleration is over- 
heacl. :is ne~irly 76% of e~liployees 
secei\.e their for111:il t~iining 11-o1i1 in- 
ho~ise 17er~)1inel. 

Less t~ i in ing  for park-time \vorl\-- 
ers is ~ i lso  consistent with human 
capital theory. Given the greater 
uncertainty ancl short-term 11:itclre 
of' part-time positions. cospo~.ations 
are less \villing to in\.est in these 

(co/ltil~llod o t ~  I I C X ~ I ) L [ ~ ~ C J )  
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Human Capital Investment (cont.) 
Percenl 
100 

80 

60 

40 

20 

0 
Full tlme Par1 lime 

While with current ernpl 

Wilhin the last 12 months 

Rece~ved tralnlnga 

Hours per workerb 
- 

Percent Hours 

High school Some college 
qraduate or less 

24 120 

Bachelor's " 

FORMAL JOB TRAINING: EDUCATION LEVEL 
OF WORKERS AND AMOUNT OF TRAINING 

degree or 
li~gher 

Percent Hours 

I Hours oer ivorierb 

Less lhan 25 25-34 35-44 45-54 More lhan 54 
Age 

Amount of Job Training by Earnings ~ e v e l ~  
(Hours per employee) 

Earnings 
quartile Formal Informal Total 

First 4.1 30.6 34.7 

Second 11.6 30.5 42.1 

Third 15.9 39.6 55.5 

Fourth 22.8 21.1 43.9 

a. In the 12 months prior to the survey. 
b. May to October 1995. 
NOTE: Employees were Surveyed from May to October 1995. Survey covers establishments employing 50 or more persons. 
SOURCE: U.S. Department of Labor, Bureau of Labor Statistics, 1995 Survey of Employer-Provided Training, USDL 96-515, December 1996 

o11te1 s i~ec , t i~se  the) h ,~ \  c .I 

s h o ~ t e ~  tlnic In nlucli to ~ c c o c ~ p  
the l~  costs 511iirl,il p,Ltter ns elncrge 
\vhen one lool\s '11 the cleinogr,~ph- 
1c5 o f  those n11o lecel\c f o ~ m , ~ l  1011 
tl'llnlng 1 lie \ otrngest 'mcl olclcst 
emplol  ees ~ c c  el\ c 1 ~ 1  less tr ‘lining 

than the11 ~~i~clcllc-'~gecl counter- 
j7.u ts (:Ic',II I \  the te~icie~icj  lo1 
I o u n g  peo111e to jol1-11ol1 . I I I ~ ~  t l ~ e  
L I I I C ~ T 1 ~ L l l l t \  01 ~ 1 1 ~  llL'\\  .I1 1 clllg~LIICIIt 

cairse e~iiployers to clela!- rile in- 
\-estment process. Si1iiilar1~-. tilc klct 
r11:kt olcler \\,orl<ers are nearing the 
encl of their careers i ~ i i p ~ ~ c t s  tlie 
amoclnt of invest~nent allocarecl. 

In much the same way. tlie mar- 
ginal Ixnefit t o  firms of training a 
\\-ell-eclucatecl employee is greater 
illan lor tmining someone \\.it11 a 
11igl1 school cliploma or  less. f:cl~r- 
c~itccl n-orkers a1re:tcly II:L\Y a 
I.rno\vlecige Ixse on ~vllich to I~uild; 

tllerelore. mane). spent on  tlairiing 
actil-ities is lilcely to yielcl even 
grcater Ixmefits to the employee :lncl 
tile firm. I11 aclclition, these \\:orliel.s 
I-eclirire more training j~ist to main- 
tain their #\.en skill level. . . I raining costs are greater in Iiigh- 
\\-age ineiustries. Not only is tlie 
\\ .o~li time k)rgone more espensi\-e. 
I>irt tile tot:11 Ilours clevotecl to tmin- 
ing ~ i r c  also higher. 
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Perceni 
60 

ELDERLY DEPENDENCY RATIOSa 

- 

Normal Retirement Ages and 
Benefit Accrual Factors 

Retirement age Accrual 
(male/female) factorsb 

U.S. 65/65' -d  

Japan 60/55 0.75 

Germany 65/65 1.50 

France 60/60 1.75 

Italy 62/57 2.00 

U.K. 65/60 0.40 

Canada 65/65 0.50 

Sweden 65/65 - e  

Perceni 
65 

ELDERLY DEPENDENCY RATIOSa 

Italy , . ' - 

- 

-&*~,@-* 
-;<-a*.+ 

e;c"a'-*-**"' 

Benefit Indexation Rules and Generosity 

Maximum 
Benefit replacement 

indexation rate (percent) 

U.S. Prices 41 

Japan Net wagesf 30 

Germany Net wagesf 60 

France Prices/gross wages 50 

Italy Prices 80 

U.K. Prices 20 

Canada Prices 25 

Sweden Prices 60 

a. Population aged 65 years or over/population aged 15 to 64. 
b. Percent of assessed wages per year. 
c. Scheduled to increase gradually to 67 beginning in 2003 (for both sexes). 
d. Increases as assessed Income declines. 
e. Declhnes as number of contribut~on years increases. 
f. Net of income and payroll taxes. 
SOURCE: International Monetary Fund, "Aging Populations and Public Pension Schemes," Occasional Paper No. 147. December 1996. 

In a 1~;~.-;1+yoi1-go (I'iIYGO) pu1,lic 
p u ~ s i o n  1,rog":un lilic [lie I ..S. Soc,i:il 
Security syslem, tlie elclerl>- clepencl- 
ency zitio pro\.icles :I cri~ci:il l i r l l i  
hetn-een p:i!.roll tas ntcs mcl I~ene- 
fit le\.cls: An increase implies r l i ;~ t  
lo\ver Ixnefit le\.els or liigl~er- 121s 

Utes \\.ill I,e neeclecl to 11i:iint:lin 
system sol\-enc).. 

11~1ring tlie next t\\.o clc~cacles. el- 
tlerl). clepenclency ratios :ire [>I-o- 
jectecl to incre:ise ixpiclly in cle\-el- 
opecl countries. :ilmost ;dl of \\.hicI~ 
have 1?!\\-<;0 or partiall!. fiinclccl 
~>i~l,lic pension 1xogr:ims. .la~~:ui's 

~xt io  is :ilre;icly rising sharply, \vliile 
Geru-iany's \\.ill begi11 to spike in 
tlie ye:ir 2000. The U.S. is not pro- 
jeclecl to see a major increiise clntil 
after 20 10. 

For luost o f  the countries inclclclecl 
in tile charts. the ratio encls L I ~  ;it 

:~l~octt .i0'H1 t,y 2040, >In incl-e:ise of 
Inore t1i:in 100% from c~rl-rent le\.cls. 
For Gesm~in); ;lnd Japan, hon-e\-er; 
the ratio \\.ill exceecl 50%). ancl lor 
It;il!.. it is projectecl to reacli 60'1f). 

I'ressure to reform Pi-IYGO pill~lic 
pe~~siion systelns lvill clepenci on the 
generosity of the existing prog~uiis: 

'l'hose offering Inore generous rc- 
placement rates-the fmction of in- 
come replaceel h!. benefits-:1nc1 
those 1na\-i11g fenw reser\.es \\.ill Ix- 
come Imnliriipt earlier if no reSorn~s 
;we ilnplementecl. L~loreo\.er. tllose 
n.liose benefits are \\.age- ":ither 
than price-inclexed ancl those \\.it11 
higher I~enclit accri~al fictors \vill 
experience more r:ipicl gi.on.th in 
o~~tl;iys :is the poplilatiol~ ages. Ger- 
marly. 1:r:~nce. :tncI Italj. have the 
largest replacement szites ancl [tic 
higliest henefit ;iccrii:il f ~ c [ o ~ s .  
'i'licse nations are all SLIII). I'Al.C;O. 
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National Saving Trends 
Percent 
16 

NET NATIONAL SAVING RATES, 1960-96 

14 

12 

governvent consumpt~on 
10 

8 

6 
t4ei national product tes 

aiiu government purchase 
4 

Percent 

22 INET NATIONAL SAVING RATE ADJUSTED I 

SOURCE: DRllMcGraw-Hill 

P o l 1 ~ 1  rn,ll\e~ s I L L \  e I x e n  keept r~g 
an eye  o n  the n'ition 4 net ti,il~on,il 
sar ing i'lte n htt I1 h,ts Ixen  trend- 
lng clan n ox ei the I'tst t n  o .incl ,t 

h:ilf clec,tcles The less r\ e \,IT e the 
I t ' \ \  \ \ e  ccin Inlest to enwile I~ r t~ i t e  
consclnlptlon .inel o ~ i t p ~ ~ t  g lo \ \ th  
or the  rnole \\ e tnLrst I>orlo\\ flom 
c~l>lo ,~d to hn,tnie estrneni 1'01- 

elgn c~lxt.il ~ n f l o n s  ntll 5tlo1e L I ~  

clomestrc o ~ i t p ~ i t ,  1 7 ~ 1 ~  ~ L I ~ L I I ~  11 5 
consuiliptlon m'lr not Inclc'ise 
slnt e 111~ich of the e\trLl outp i~t  u 111 
Ii,tr e to he tler otecl to set\ icing tile 

Percent 
90 

NET NATIONAL PRODUCTIPRIVATE AND 
GOVERNMENT CONSUMPTION 
- 

Share oi private consuniption 
- 
- 
- 
- 

Share of government consumption 

- I I I I I I I I 

Percen! 
30 

PERSONAL SAVING RATE AND NET TAXES 

aclciitional 1i)reign ciebt. 
Sep:t";tting the private m c l  go\.- 

crnnient cons~imption coinponcnts 
sI1ou.s th:tt the filrmer is responsil)le 
1'0s the steep clecline witnessecl since 
the niicl- L970s. I-Io\-ever, some pri- 
\.ate cons~~mpt ion  o~itlays are for 
cl~~r.;iI>le goocls a~lcl shoultl actually 
he co~~ntccl  as in.i:estment. 1iepl:lcing 
privzkte clur:tl~les spending by the 
serr.icc. Flo\v from existing clur;~l~ies 
!.ielcls highel. level of saving. 
Nonetheless, :k long-term clecline is 
zilso c\.iclc.nt in this acljustecl rne;tsLtse. 
;\ t llircl gztuge-~xfional s:l\.ing-- is 

calculateel as penonal tlisposal>le in- 
come minus person;tl cons~~mpt ion  
espcnclit~rres. 13ec:t~ise much ol' the 
trencl :Inel r.ari:ttion in the personal 
s:~\.ing n t e  is generateel by variation 
in net tases. this IneasLire fails to clis- 
ting~iisl~ elearl!- I)et\\.een prirxte ;tncl 
go\.ernment saving. 

i \ l t i~o~~gl i  net nation;tl swing rates 
Ii:~\.e l x e n  n ~ ~ l c l i  1on.e~ in recent 
).cars, ;In ~ i l ) \ v ; ~ d  trend. causecl 
1:lrgely I,!. :I decline in government 
spcncling. lias l ~ e c n  e\.iclent since 
tlie e:~rl!. 1990s. 
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Banking Conditions 
Percent 

INTEREST RATES ON BANK ASSETS 

Percent 

I RETURN ON ASSETS BY BANK ASSET SIZE 

Percent 

]NET INTEREST MARGINS BY BANK ASSET SIZE I 

Percent 

NOTE: All data are for FDIC-insured commercial banks. 
SOURCES: Federal Deposit Insurance Corporation; and Bank Rate Monitor, various issues 

I7I>IC-insurecl co~n~nerci;tl 1~11llis re- 
1x11-tecl recorcl profitsof $11.6 I>illion 
in the seconcl clu:lrter, sur~x~ssing the 
previo~ls high set in the first three 
months of the year. Net interest in- 
C O I I ~ ~  anel net non-interest incon~e ill- 
creztsccl 7.9% anel S.')[Xi, respecti\~r.ly. 

Net interest murgins. ihe clifference 
t,et\veen the sate earnecl o n  assets 
ancl the rate paicl on li:~l,ilities. rose 
clespite cleclines in IS- and SO-ye;ir 
fixecl mol-tgage mtes. I-Iox\.ex.er. nxlr- 
gins so  far- in 1907 :Ire no  Iligher 

~h:un 1996 levels. The gron-th rate of 
bank :ussets, on the other h~tncl, is \\?ell 
al>o\.e last year's posting-S.5(% ver- 
siis S:~(XI-reflecting strong loan cle- 
mancl. Commercial anel ind~tstrial 
loan gro\vth accounteel for 56% of 
the increztse in bank assets i r ~  the 
seconcl cluarter. 

Net i~~terest margins were mrlieclly 
l o n w  for the nation's largest banks. 
reflecting 1~1th  reclucecl yields on  
earning assets and higher costs of 
funcling those assets. Seconcl-quarter 

relurn o n  Ltssets (l iOA) stoocl at 
1.2.496. the fifth-highest ever for the 
inelustry. 1)ifferences among hanli 
size categories n-ere ~ n ~ l c h  less pro- 
no~incecl for ROA (net  opel.ating 
income :~fter taxes clividecl by assets) 
than for net interest margins. Non- 
interest income re:tchecl 2.9% of as- 
sets for the largest h:ulllis. I ~ u t  only 
1.4 'Xi lor the sm:lllest, \~-hile the corn- 
par;tl)lc nilml,ers for non-interest 
esllense were ~ i .  l(x) :uncl 3.90/ir. 
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7be Mexican Economy 
Pesos per dollar . 1 EXCHANGE RATE 

2 
1994 1995 1996 1997 

Annual percent changeC 

180  CONSUMER PRICE INFLATION I 

3-month yields 

80 1 INTEREST RATES I 

Annual oercent chanaed 

a. Treasury certificates. 3-month. 
b. Government bond yield, 3-month. 
c. Calculated on a month-over-month basis, annual rate, not seasonally adjusted. 
d. Calculated on a year-over-year basis, not seasonally adjusted. 
SOURCES: U.S. Department of Labor, Bureau of Labor Statistics; Board of Governors of the Federal Reserve System: Federal Reserve Bank of New York; and 
Bank of Mexico. 

011 Septen~l>er 22, the 13anli o f  hies- 
ico announceci th:it i t  \v:ls taking 
policy actions clesignecl to 1on.e~ 
I\lesic:in interest r:ltes so  as to re- 
cli~ce capital intli)\\s z~ncl clecrease 
intcrn;itional elernand for the peso. 
This action sho~11cI help lo~ver  the 
peso's price relxtive to other cclrren- 
cics. At the time of the announce- 
mcnt, the value of the peso in terms 
of U.S. clollars n-xs strengtliening 
:tncl h:lcl reachecl :I high not seen 
since late 1996. 

A stronger peso m:lltes A~lesic:~n 
csports inore cspensi\.e fils foreign- 

ers. ~lltimately ciarnaging the nation's 
current account balance (the cliffer- 
cnce 1xt'~veen the value of Mexico's 
exports of goocls and serx-ices ancl 
the \.slue of' its imports). I\lost :ma- 
Iysts \yere preciicting that blesico's 
current :~ccoilnt balance \voulel clete- 
riorate nest ye:ir. 

'l'lie nen. policy might prevent a 
repetition o f  the crisis of late 1994 
ancl 1995, \\:hen capital flexv out of' 

klcxico in response to a v:~riety o f  
fiictc)rs, inclueling the perception th:~t 
,\lesico's current account Ixllance 
Lvas inconsistent with its eschange 
r:lte peg. A s : '  pr:~ctical tnatter. sils- 

taining a current account clef'icit re- 
cl~iires capital inflo\vs. n.hich ;ire 
sensitive to nexvs a l~out  the relative 
:ittn~ctiveness of investing abroacl. 

I3cfi)re tlie recent crisis, tile attrac- 
tiveness o f  the peso t o  overseas in- 
vestors hacl been cl:imaged I>y the 
pcsception that the Mexican econ- 
om!; xvas ;icci~mi~lating l~acl clebts. 
mirroring the recent situation in 
Southeast Asia. In both instances. the 
11:tcl clel>ts \vcrc attribi~tecl to rrlassive 
capital in(1on.s th:it led to excessive 
consLlrrier spending and unwise 
l ~ i 1 1 l i  Ie~~cling. 
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Trade Deficits and Economic Growth 
Percent change Bill~ons c i  currenl dollars, ~ . a . a . r . ~  

60 
l0 I G D P  GROWTH AND NET EXPORTS 

Growth, percenl changeC 

Trade deficit as a share ol trade 
80 

Share ol all years in del~cil  

120 I ECONOMIC GROWTH VERSUS DEFICIT PERSISTENCE 

Percent Billions of curreill dollars, ~ . a . a . r . ~  

ECONOMIC GROWTH VERSUS DEFICIT SIZE 

-3 -2 -1 0 1 2 3 
Growth, percent changeC 

a. Seasonally adjusted annual rate. 
b. Seasonally adjusted. 
c. Based on trade data and GDP per capita growth rates for 52 countries between 1960 and 1989. 
SOURCES: U.S. Department of Commerce. Bureau of Economic Analysis, Survey of Current Business, May 1997; U.S. Department of Labor, Bureau of Labor 
Statistics; Dav~d M. Gould and Roy J. Ruffin, "Trade Deficits: Causes and Consequences," Federal Reserve Bank of Dallas, Economic Review, Fourth Quarter 
1996, pp. 10-20; and International Monetary Fund. Direction of Trade Statistics. 

60 66 

'I'he I7.S. mcrchanclise tlxcle cleficit 
j~lmpecl ~~nespectecll). in Ji~ly. rising 
to $10.3 hillion horn SS.3 !?illio~l the 
montli heforc. Allan). economists 
now espect 0111' current accoLlnt 
cleficit-:L 1,ro:tcl measure of the 
U.S. t~xcle im1,al:~nce-to esceccl 
S 160 I~illion in 1997. L I ~  from S I-kS 
l?illion in 1996. To man). ohses\~ers. 
a persistent t ~ ~ d e  cleficit reve;lls : ~ n  
inability to coinpete in \vorlcl m a -  
I\-ets t h : ~ ~  incvitalIly threatens a n:l- 
tion's stanclarcl of li\.ing. 

EMPLOYMENT-TO-POPULATION RATIO AND NET EXPORTS 

'I'llc 1J.S. tmde cleficit \\-iclenecl 
cl~lmatically in the early 1980s. :me1 
I,y the encl of the clecacle, we hacl 
t~ecome a clehtor c o ~ ~ n t ~ y .  Neverthe- 
less. the C C O I I O I T ~ ~  lias contini~ecl to 
e? ;~;~t ld .  :11id employment gro\vtli 
has remaineel brisli despite the com- 
petition from abroad. 

'l'he 11.S. experience is not a 
: I IS011 flul;c. h cross-country comp 1 .' 

of o i ~ t p ~ ~ t  growth with either the 
magnitucle or the persistence of 
tracle cleficits reveals no correlation 

o\.er the 1960-89 periocl. I11 otlier 
\vorcls. n;ltions ha\.ing 1:uge ancl on- 
going cleficits clo not :tppe:lr to 
gro~v more slo\vly. 

The necessziry co~~ntel.part of a 
tl-acle cleficit is an inflo\v of foreign 
sa\-ings. Ileficit co~intries c;11i con- 
sume I>e!;oncl their present income. 
borro\v from al~roacl. ancl repay their 
ot,lig;ltions \\.ithout :k climini~tion of 
gro\\.th. In I3enjamitl Fmnl\-lin's 
,\\.orcls. "No nation a.as ever r~~itiecl 
17.). tl-aclc." 
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