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The Economy in Perspective

About that NAIRU jacket ... The Bureau of Labor
Statistics’ just-released May labor report failed to
settle differences of opinion about labor market
tightness. The unemployment rate declined to
4.2%, equaling March’s 30-year low. For those
who regard the non-accelerating inflation rate of
unemployment (NAIRU) to be 5% or greater,
May’s report brought disquieting news about fu-
ture inflation prospects. At the same time, how-
ever, net new job creation for the month slowed
to only 11,000, a dramatic reduction from the
pace of the last 12 months. For those who expect
economic activity to slow in the coming months,
May’s report could be a long-awaited harbinger.

Thus the labor market continues to be an
enigma. When the expansion continued its
progress into 1996, many mainstream forecasters
expected inflation to accelerate as the unemploy-
ment rate fell below the NAIRU, then estimated to
be 6%. Despite economic growth strong enough
to push the unemployment rate ever lower, many
analysts clung to their belief that inflation would
accelerate. The NAIRU concept, after all, had
served inflation forecasting well for several
decades. Surely, the thinking went, if unemploy-
ment has dropped below 5%, accelerating infla-
tion must be just around the corner.

The idea of the NAIRU comes from a view of
price-setting behavior which supposes that busi-
nesses tack a markup onto their unit labor costs.
As business cycles lengthen, productivity growth
typically slows. Moreover, as labor markets
tighten, firms often must bid up wage rates to
compete for the available labor supply. The com-
bination of these two trends normally raises unit
labor costs and with them product prices. In this
view, accelerating inflation results when the
process becomes persistent and is generalized
throughout the economy.

Most people who don the NAIRU garb think
that persistent increases in the price level—infla-
tion—stem from excessive money growth. Gaug-
ing money demand can be difficult, so the NAIRU
appeals to those who think labor market relation-
ships better reveal the balancing point between
money supply and demand. But the NAIRU is
more than just a model of how strengthening
economic activity translates into accelerating in-
flation; it also presumes an exact estimate of the

unemployment rate at which labor markets
become so tight that they set off inflation. This es-
timate is not obtained from economic theory so
much as it is gleaned from earlier business-cycle
experiences. So current NAIRU estimates derive
from circumstances that prevailed in the last 40
years, including the ways businesses, employees,
and policymakers responded to rising inflation.

NAIRU estimates can fall wide of the mark for
several reasons. Referring to the markup-over-cost
notion of product pricing, it should be plain that
misperceptions about productivity growth can de-
rail pricing projections. Changes in trend produc-
tivity growth are notoriously difficult to forecast
because productivity’s quarterly movements fluc-
tuate widely, masking its evolving trend growth
rate. High rates of business fixed investment
throughout this expansion seem to be driving pro-
ductivity’s growth rate trend upward, but the size
of the adjustment is unclear. Some analysts con-
jecture that the trend rate has shifted from just
under 1% to 2%, while others are hopeful that 3%
will prove a better estimate. With productivity
growth averaging 2%% in the past four quarters,
the correct number is anyone’s guess.

Stronger productivity growth, however, should
only depress the NAIRU temporarily. Eventually,
employees should expect their pay to capture
some of the newfound wealth. At this point in
the expansion, wages’ inexplicable moderation
in the face of tight labor markets contributes to
inflation forecasting errors. It is possible that offi-
cial statistics fail to include some forms of com-
pensation, notably stock options, but the under-
recording is probably not meaningful. Besides,
there is another mystery to solve: Why have labor
force participation rates risen to record levels
without registering a strong gravitational pull from
sharply rising labor compensation?

One needn’t believe in an estimable NAIRU to
think that tight labor markets lead to accelerating
inflation. Some have given up on the NAIRU but
not on the notion that “low” unemployment rates
foreshadow inflation. Such a position raises two
questions. How does one judge just when labor
market conditions signal trouble? More impor-
tantly, given that inflation is a monetary phenom-
enon, why dress inflation in labor market cloth-
ing at a time when the pattern no longer fits?
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At its May 18 meeting, the Federal
Open Market Committee (FOMC)
opted to leave the federal funds rate
target unchanged at 4.75%. The dis-
count rate (which the Federal Re-
serve charges on overnight loans to
banks) was also left unchanged at
4.5%. At the meeting, however, the
FOMC “adopted a directive that is
tilted toward the possibility of a
firming in the stance of monetary
policy,” fueling expectations that it
may raise rates in the near future.

This announcement came on the
heels of the largest uptick in CPI in-
flation to occur in more than eight
years. Clearly, the average partici-
pant in the market for federal funds
futures expects the target rate to in-
crease in the coming months. The
implied yields on fed funds futures
the day before the May FOMC meet-
ing indicate that it was the only one
of the last four meetings when the
market foresaw a significant possi-
bility of a rate target increase. Since

the meeting, implied yields have
climbed slightly, a sign of market ex-
pectations that the target may go to
5.0% or higher by early fall.
Long-term interest rates have
drifted upward in recent weeks.
From the week ending April 30 to
the one ending May 21, the average
of conventional mortgage rates in-
creased 30 basis points. In the same
period, the weekly averages of the
constant maturity measures for
(continued on next page)
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Momnetary Policy (cont.)
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a. Growth rates are percentage rates calculated on a fourth-quarter over fourth-quarter basis. The 1999 growth rates for adjusted M1 and the base are calcu-
lated on a March over 1998:IVQ basis. The 1999 growth rate for M2 is calculated on an estimated May over 1998:IVQ basis.
b. The sweep-adjusted base includes an estimate of required reserves saved when balances are temporarily shifted from reservable to nonreservable accounts.

c. Sweep-adjusted M1 includes an estimate of balances temporarily shifted fom M1 to non-M1 accounts.

NOTE: Data are seasonally adjusted. Last plots for M1 and M2 are estimated for May 1999. Dotted lines for M2 are FOMC-determined provisional ranges. All
other dotted lines represent growth in levels and are for reference only.
SOURCE: Board of Governors of the Federal Reserve System.

10- and 30-year Treasuries increased
35 and 27 basis points, respectively.

Recent short-term rates have
followed similar patterns, but these
patterns are less distinct for the
constant-maturity measures of both
the 3-month and 1-year T-bills. The
weekly averages for these two
short-term interest rates have in-
creased only 13 and 16 basis points
from the week ending April 30 to
the one ending May 21.

Annualized growth of the sweep-

adjusted base through March of this
year has outpaced its 1998 growth
by more than 1%. Although it is dan-
gerous to rely on nonadjusted base
data, it is noteworthy that this year’s
base growth has remained quite
rapid, being well above 5% and in-
deed near 1998’s 7% growth rate.
Similarly, sweepadjusted M1 growth
thus far in 1999 is on a par with last
year’s rate.

The annualized M2 growth of
6.5% through May has slowed since

1998, when the rate averaged nearly
8.5%, but is still outside the 1% to 5%
provisional range set by the FOMC.
The components that have con-
tributed to M2’s recent, relatively
rapid growth are retail money-
market mutual funds and savings de-
posits. The increase in retail money
funds is not surprising, given the rise
in household holdings of mutual
funds of all types. The increase in
savings deposits, however, may have
(continued on next page)



FRB Cleveland * June 1999

4

Monetary Policy (cont.)
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SOURCES: U.S. Department of Labor, Bureau of Labor Statistics; Board of Governors of the Federal Reserve System; and Lawrence Christiano and Terry

Fitzgerald, “The Band-Pass Filter,” February 1999

more to do with sweep accounts
than with greater savings by house-
holds. Sweep accounts move funds
from checkable deposits—which
have reserve requirements—to
money market deposit accounts of-
fered by banks—which have none.
The increase in sweep accounts from
March 1998 to March 1999 con-
tributed more than four percentage
points to the 13.6% growth in savings
deposits in that period.

It is generally accepted that low-
ering inflation requires raising the
federal funds rate. But how can this

(unpublished).

be, given that the correlation be-
tween the two is clearly positive?

The answer hinges on the differ-
ence between their short-run and
long-run movements. One strategy
for analyzing this difference is to
break down both the fed funds rate
and the inflation rate into two sets
of components: variations in each
series at lower (longer-term) fre-
quencies and at higher (shorter-
term) frequencies.

If we concentrate on low frequen-
cies like those associated with move-
ments exceeding two years, the posi-

tive relationship noted above be-
comes even clearer. But if we look
only at high-frequency movements
(less than two years) we see that a
higher funds rate portends lower in-
flation. This suggests that at least in
the short run, increasing the fed
funds rate may indeed lower infla-
tion within a couple of quarters. But
why should these correlations differ
between low and high frequencies?
Like all nominal interest rates, the
federal funds rate consists of both a
(continued on next page)
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Momnetary Policy (cont.)
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real rate and an expected inflation
component. In the short term, ex-
pectations are largely fixed, and the
monetary authority controls the
funds rate by changing the real rate.
To lower the real (and hence nomi-
nal) interest rate, money growth ex-
pands. Given the well-documented
positive relationship between money
growth and inflation, this expansion
tends to increase inflation in the fol-
lowing year.

Yet in the long term, everything
is reversed. Since the monetary

authority affects only real variables
(like the real funds rate) over the
short term, ultimately the only way it
can control the nominal funds rate is
by changing expected inflation.
Over the long term, a lower funds
rate can be maintained only if
money growth is lowered. This is
apparent in the relationship between
money growth and the fed funds
rate at lower frequencies. The corre-
lation that was negative in the short
term is now moderately positive.
Where does this leave the policy-
makers who wish to lower both

short-term and long-term inflation?
This analysis suggests a paradox: in-
creasing the federal funds rate today
may sow the seeds of future infla-
tion. For the monetary authority, the
solution is to follow the initial round
of tightening with reductions in the
funds rate when inflation starts to
fall. The credibility of the monetary
authority depends crucially on its fol-
lowing through with these reduc-
tions. Otherwise, money growth will
increase, undermining policymakers’
anti-inflation efforts.
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Since April, the yield curve has
shifted upward and steepened, but
it remains fairly flat by historical
standards. The 3-year, 3-month
spread increased from 62 to 78 basis
points, and the 10-year, 3-month
spread from 77 to 91. These remain
below the historical averages of
about 80 and 120 basis points.
Across the board, rates have
moved higher since the turn of the
year. A model that uses 30-day rates
and professional forecasts attributes
much of that change to increases in
the real rate of interest. The model’s
estimate of expected inflation
shows a decrease since January and

only a small increase (5 basis
points) in recent months. A mea-
sure of longer-term inflationary ex-
pectations—the spread between
yields on 10-year nominal Treasury
bonds and Treasury inflation-
protection securities—has shown
larger gains, moving from 86 basis
points in January to 191 on June 1.
On May 18, shortly after 2:00 p.m.
(Eastern Daylight Time), the Federal
Open Market Committee issued a
statement that it had “adopted a di-
rective that is tilted toward the possi-
bility of a firming in the stance of
monetary policy.” Changes in the
bond yields at five-minute intervals

show that this announcement had
an immediate impact on bond mar-
kets. Yields made a noticeable, if
not dramatic, increase at the time of
the announcement; the 10-year,
3-month yield spread also jumped.
It seems a stretch to attribute this
effect solely to expectations of Fed
tightening, which should have a
larger impact on the shorter rates.
Perhaps the announcement created
longer-run uncertainty about Fed
policy or indicated to the market
that the Fed has adverse informa-
tion about longer-term risks, such
as inflation.
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Inflation and Prices
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Bureau.

Retail price growth accelerated in
April, as the Consumer Price Index
(CPD surged 9.1% (annualized)—its
largest monthly increase since Octo-
ber 1990. Although announced
OPEC production cutbacks played a
role in pushing up the index, the CPI
excluding food and energy increased
a sizeable 4.9% (annualized) in April,
an indication that the upward price
pressures were broad-based. This
impression was also supported by
the median CPI (an alternative mea-

sure of inflation), which rose an an-
nualized 3.6% in April.

The relatively large jump in retail
prices between March and April
pushed the 12-month CPI trend
back into the middle of the Federal
Open Market Committee’s (FOMC)
central tendency for this year. Re-
sults of the latest Michigan Survey
indicate that households are expect-
ing retail prices to grow at about
2%% this year and beyond.

It is too early to judge whether last
month’s retail price jump is the

beginning of a higher inflation trend
(which economists have been antici-
pating for more than a year) or a
one-month aberration. Further down
the production chain, the price data
remain flat or are falling. The PPI ex-
cluding food and energy items in-
creased a mere 0.8% (annualized) in
April, slightly under its recent trend.
There are signs, however, that
such favorable trends may be com-
ing to an end. Commodity futures
(continued on next page)
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Inflation and Prices (cont.)

INTERNATIONAL INFLATION TRENDS
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prices, which include a variety of
raw materials used in manufactur-
ing, have halted their two-year
downward slide.

Another related issue in the near-
term outlook for domestic prices is
the direction of import prices. Read-
ily available foreign production,
attributable mostly to slack econ-
omies abroad, has added substan-
tially to the world’s excess produc-
tive capacity. This excess capacity
has put downward pressure on do-
mestic prices, either through trade
with foreigners or through added
competitive pressures on domestic
producers.

While U.S. inflation performance
in the past few years has been re-
markable, some of our major trading
partners have experienced even less
price pressure. Japan, Canada, Ger-
many, France, and Switzerland all ex-
perienced average real price in-
creases of less than 1% per year in
the past two years—and these trends
are expected to continue. Econo-
mists seem to agree that U.S. inflation
(around 2% per year) will be among
the highest of our major trading part-
ners over the next two years.

The “cost” of this inflation perfor-
mance has been a widening U.S.
trade gap. And there is a limit to how
long and how far this trade deficit

can be sustained. Trade account
deficits add to net foreign claims on
the U.S. and, at some point, they
begin to put downward pressure on
the exchange value of the dollar. As
the dollar falls in value, U.S. con-
sumers of foreign goods should
begin to see their prices rise. In fact,
such trends may already be under
way. After its peak last summer, the
dollar has fallen, thereby slowing the
rate at which import prices are
falling. Some economists expect
these trends to continue this year and
beyond, as the foreign sector ceases
to moderate U.S. retail prices and be-
gins to aggravate them instead.
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Economic Activity

Annualized percent change from previous quarter
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SOURCES: U.S. Department of Commerce, Bureau of Economic Analysis and Bureau of the Census; and Blue Chip Economic Indicators, January 10 and

May 10, 1999.

The 4.1% preliminary (second) esti-
mate of real GDP growth in 1999:1Q
was only slightly lower than the 4.5%
advance (first) estimate released in
April. A revision of 0.4 is not un-
usual. Past experience suggests that
90% of the time the revision is be-
tween —0.9 and +1.4 of the advance
estimate. Factors contributing to the
downward revision included a
stronger drag from increased net im-
ports (-0.12), and slightly lower esti-
mates of consumption spending
(=0.1) and inventory investment

(-=0.16). The Blue Chip consensus
forecast of GDP for the rest of 1999
increased once again, and now in-
dicates an expectation of above-
average growth for the year.
Preliminary GDP data included the
first estimates of 1999:1Q corporate
profits, which showed a 3.7% annual-
ized increase over 1998:IVQ and a
3.1% gain over the same period last
year. These increases, however, were
not sufficient to raise the level of
profits to the peak reached in 1997.
Data showing a sharp increase in

the March current dollar value of
business inventories were released
after the advance GDP estimates
were prepared. This led some ana-
lysts to expect an increase in the pre-
liminary GDP estimate rather than
the slight decrease actually observed.
Just as the March inventory-to-sales
ratio declined because sales grew
faster than inventories, so too the ac-
tual ratio of inventories to GDP fell
short of the level implicit in the ad-
vance GDP release.

(continued on next page)
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Economic Activity (cont.)
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National Association of Purchasing Management.

Nondefense capital goods orders
are sometimes cited as an indicator of
future business fixed investment in
equipment. Total capital goods orders
dropped sharply in April, as the
volatile defense component declined
by more than one-third. Nondefense
orders also declined sharply, reflect-
ing a substantial reduction in the air-
craft component that was sensitive to
a cutback in orders at a single manu-
facturer of large airplanes. A compari-
son of nondefense orders with and
without the private aircraft compo-
nent shows that a single firm in a sin-
gle industry may have a substantial

impact on this indicator. Growth rates
of the two series typically move in the
same direction, but have been close
together only for a few months at a
time, and then only intermittently.
Continued above-average growth
of real GDP and reductions in the un-
employment rate without inflation
are attributed at least partly to signifi-
cant productivity increases. Nowhere
is this more evident than in the
manufacturing sector of the econ-
omy. Manufacturing output has been
growing almost without interruption
since 1992, although the growth rate
has slowed over the past two years.
Manufacturing employment, how-

ever, has declined over the same two
years. In fact, manufacturing employ-
ment in April 1999 was identical to
that in October 1994. Thus, the same
level of employment now produces
23.6% more output than in 1994.

A hint that economic growth may
be cooling comes from the housing
market, where annual growth rates
of housing starts and housing per-
mits, two volatile data series, have
plummeted in recent months. How-
ever, more subjective measures of
consumer and business sentiment
betray no signs of doubt that eco-
nomic expansion will continue.
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Key measures of labor market activ-
ity were mixed in May. The pace
of job creation for the month was
well below average for the current
expansion. The unemployment rate
fell back to the record low of 4.2%
reached earlier this year.

Nonfarm payrolls, measured by
the establishment survey, increased
only 11,000 in May following an ex-
ceptionally large increase of 343,000
(revised) in April. Job losses oc-
curred consistently in various

goods-producing sectors. Construc-
tion and manufacturing jobs de-
creased 40,000 and 45,000, respec-
tively. Construction losses were
partly attributable to unusual winter
weather patterns and adjustment for
seasonal variations in hiring. Manu-
facturing has lost a total of 453,000
in the last 14 months. Indeed, for
the three months ending April 1999,
only about 30% of surveyed manu-
facturing companies reported pay-
roll increases.

The service-producing sector was
not immune to weakness in May.
Noticeably, a weak overall gain in
retail-sector employment reflected
job losses in many specific retail in-
dustries, including food stores and
materials and garden supplies. Of
the 349 private, nonfarm industries
surveyed, less than half reported
adding jobs in the three months
ending April 1999.
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Cross-Generation Wealth Transfers
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Faced with uncertain prospects for
Social Security and Medicare, can
baby boomers rely on large trans-
fers from their parents and grand-
parents to finance their retirement?
Although economists generally
agree that a major fraction of the ex-
isting stock of wealth can be traced
to gifts and bequests, there is little
direct evidence on the size of these
cross-generation transfers. There are
two main reasons to doubt that the
boomers will receive much larger
bequests than their counterparts did
30 years ago or will be able to rely
on such bequests for financing
retirement consumption.

First, although the population’s
structure has shifted dramatically in
the past three decades, so far the
shift has been concentrated at
younger ages. During the early
1960s, there were fewer working-
age individuals relative to the elderly
population. The baby boom was still
in progress, and the boomers were
young dependants. Today, however,
there are many more young workers
relative to retirees. Hence, even if
bequests are larger than they were
35 years ago, boomers must share
them with more siblings.

Second, although their numbers
have increased, the elderly are living

1970 1975 1980 1985 1990 1995

longer today than they did 50 years
ago. A longer lifetime implies more
years of retirement consumption
and, consequently, smaller bequests
upon death. Third, per capita med-
ical costs have accelerated much
faster than the general price level,
meaning that older individuals’
wealth holdings are depleted much
more rapidly because of greater
spending on medical care.

The charts show smoothed pro-
files of net worth and term life in-
surance holdings by age and sex
for 1962 and 1994. The net-worth
profiles have several interesting

(continued on next page)
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Cross-Generation Wealth Transfers (cont.)
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SOURCES: Board of Governors of the Federal Reserve System, Survey of Financial Characteristics of Consumers, 1962—-63 and Survey of Consumer
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characteristics. For both years they
are hump-shaped, indicating a sig-
nificant life-cycle pattern—wealth
accumulation until retirement and
wealth decumulation thereafter.
The peak levels of the profiles are
roughly 10 times higher in 1994
than in 1962,

The net-worth profiles are higher
initially for young women than
young men in both years, perhaps
because men on average spend
more time acquiring education and
training and enter the labor force
later than women. But men, be-
cause they earn more than women,
accumulate more wealth by the time

they retire. The 1994 profiles suggest
that while the rate of wealth decu-
mulation after retirement has slowed
for men, the slowdown has been
more pronounced for women. The
explanation may lie in the greater
increase in female longevity over the
last several decades.

The life insurance profiles have
similar characteristics. The value of
term life insurance outstanding
peaks during the early working
years. Like the net-worth peak, the
insurance peak is roughly 10 times
higher in 1994 than in 1962. Men’s
life insurance holdings exceed
women’s during most of the work-

ing lifetime. These features are as
expected, since the purpose of life
insurance is to protect against loss
of future earnings. The male life-
insurance profile declines more
steeply with age in 1994, perhaps
suggesting that the very old now are
finding it more difficult to buy life
insurance than did their counter-
parts 35 years ago.

Direct, reliable evidence on inher-
itances and bequests is not avail-
able; indeed, it may be uncollec-
table. But we can calculate annual
bequest flows indirectly as the sum

of deaths per year by age and sex
(continued on next page)
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Cross-Generation Wealth Transfers (cont.)
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SOURCES: Social Security Administration; and Federal Reserve Bank of Cleveland.

times bequeathable wealth by age
and sex. Annual deaths for males
and females over 50 are estimated
using population and mortality data.
Bequeathable wealth is the sum of
net worth and term life insurance.
Under reasonable assumptions about
the fraction of wealth transferred to
the next generation, bequests are es-
timated to have grown just a little
faster than labor compensation. That
is, baby boomers are not receiving
substantially larger bequests relative
to their labor compensation than did
their counterparts in the 1960s.

The population structure will
evolve, and mortality is expected to
improve in the future—changes that
will affect bequest flows between
generations. For example, in an-
other three decades, the elderly
population is expected to balloon
relative to the number of workers,
and mortality rates are projected to
decline for all age groups. If eco-
nomic growth is projected at 0.9%
per year, cross-generation bequests
are expected to rise from just under
4% of labor compensation today to
more than 6% by the middle of the

2020 2030 2040 2050 2060 2070

next century. It is the offspring of
the baby boomers who can expect
to have a bequest bonanza. Their
windfall will be even larger if mor-
tality improvements occur —at
slower-than-projected rates. In that
case, boomers would die earlier—
before further depleting their be-
queathable wealth. In the extreme
case—if mortality remains constant
through  2070—cross-generation
bequests would be even larger rela-
tive to labor compensation during
the coming decades.
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BANKS' CAPITAL ADEQUACY
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Commercial banks’ balance sheets
showed continued signs of health
through the fourth quarter of 1998.
Despite a slowdown in profits rela-
tive to 1997, earnings were still
strong, with the net interest margin
remaining above 4%. Return on eq-
uity for the 1998 calendar year was
13.95%. Moreover, nearly 95% of all
commercial banks posted positive
profits for all of 1998.

Strong bank balance sheets are
reflected in core bank capital
which, at 7.54% of assets, is high

by historical standards. In addition,
asset-quality problems are not yet
evident, as nonperforming assets
fell to 0.65% of total assets.

One sign of potential weakness
is the increased level of net charge-
offs (0.67% of total loans). However,
while net charge-offs have reached
their highest level in five years, they
remain well below 1% of total loans;
hence, from a historical perspective,
the current charge-off rate still
appears favorable.

1995 1996 1997 1998

The formerly brisk pace of
growth in the banking sector slowed
substantially in 1998. Net operating
income growth fell below 5% to
2.39%, its lowest level in six years.
Bank asset growth, however, re-
mained strong at levels above 8%.
Taken together, despite recent signs
of a slowdown, the banking sector
should continue to grow steadily
without compromising profitability
or, more importantly, the quality
of its assets.

(continued on next page)
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The performance of savings as-
sociations continued to be strong
throughout 1998, with full-year
earnings for the industry reaching a
record $10.2 billion. Despite some
unexpected weakness in the fourth
quarter of 1998, return on assets for
the full year stood at its highest
level since 1946 (higher than 1%).
Furthermore, at 11.36%, return on
equity was at its highest level since
1985. Unlike 1985, however, 1998’s
return on equity was generated by
the robust return on assets and by a
steady net interest margin of 3.1%.

Finally, savings associations’ bal-
ance sheets strengthened, with
fewer than 5%% reporting losses
through 1998:1VQ.

Asset quality also continued to
improve, as nonperforming assets
fell to 0.72% of total assets and net
charge-offs fell to 0.21% of total
loans. Core capital in 1998 re-
mained a healthy 7.85% of total as-
sets, a small decrease from the pre-
vious year. The decline in this
financial ratio was driven by strong
asset growth (nearly 6%) in 1998.
This contrasts sharply with recent

trends, in which savings associa-
tions’ assets were either flat or de-
clining. The vyear’s strong asset
growth was accompanied by an in-
crease in operating income of just
under 8%, suggesting that growth
did not come at the expense of
profit margins.

Overall, recent industry perfor-
mance suggests that savings associ-
ations will continue to play an im-
portant role in the economy,
though perhaps a smaller one than
in the past.

(continued on next page)
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Federally insured credit unions
showed some weakness through
the end of 1998. Profitability contin-
ued its steady decline over the lat-
ter half of the decade, as the return
on assets (ROA) for the industry
dropped to 0.95%. Falling ROA,
coupled with an increase in core
capital from 9.56% in 1994 to 10.92%
in 1998, led to a sharp decline in re-
turn on equity (from 13.09% to
8.61%) over the same period.

A closer look at the components
of earnings suggests that the deteri-
oration of industry profits has

resulted from shifting asset alloca-
tion rather than shrinking margins.
While the industry’s net interest
margin has remained relatively flat,
hovering around 2%, credit unions
have nonetheless increased the pro-
portion of their assets in investments
other than higher-yielding loans.
Even as profitability has slipped,
however, the overall condition of
credit unions’ balance sheets ap-
pears unchanged. The core capital
ratio declined somewhat between
1997 and 1998, but it remains high
relative to the previous few years at

1995 1996 1997 1998

a healthy 10.92%. The percentage
of the industry’s problem assets rel-
ative to total assets has remained
relatively flat since 1994, though
the percent of unprofitable institu-
tions has risen from nearly 5% in
1994 to nearly 8% today. Despite
this, however, the number of credit
unions assigned unsatisfactory rat-
ings by their regulator fell slightly
in 1998 (to 2.72%). While credit
unions’ present condition is mixed,
over the long term there seems to
be little cause for concern.
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Command-basis GNP measures
the U.S. economy’s real output by
valuing its exports of goods and ser-
vices and its receipts of factor in-
come at the prices they would com-
mand as imports to the U.S. This
contrasts with GNP itself, which
measures real output by valuing ex-
ports of goods and services at the
prices actually received for them
and factor services at the prices of
final sales to U.S. purchasers.

Data for 1998:11Q show a widen-
ing gap between command-basis

GNP and real GNP, implying that the
purchasing power of U.S. produc-
tion grew even further than the
more familiar measure suggests.
With nominal U.S. exports flat, the
increased difference between the
two measures must result from a
wider divergence between export
and import prices

Terms of trade, a related concept,
is the ratio of the price deflator for
the sum of exported goods and
services plus receipts of factor
income to the deflator for the sum

of imported goods and services
plus payments of factor income.
The terms of trade have been im-
proving since 1996:1IVQ because
import prices have fallen faster than
export prices.

Neither the widening gap be-
tween command-basis and real GNP
nor the improved terms of trade is
likely to last. Economic weakness in
developed and developing econ-
omies temporarily has dampened
both demand for U.S. exports and
prices of imports.
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The dollar strengthened against
the yen in the past month, continu-
ing a trend that began early this
year. The yield on Japan’s 10-year
government bonds declined as the
country’s prospects for recovery re-
mained dim. The Organisation for
Economic Co-operation and Devel-
opment has lowered its forecasts of
Japanese growth for 1999 and 2000.
In contrast, long-term yields in the
U.S. have been increasing since last
fall, as the economy’s continued
strength became apparent. April’s

record net capital outflow from
Japan is consistent with the in-
creased relative attractiveness of U.S.
assets.

Although long-term yields are
much lower in Japan than in the
U.S., the 10-year, 3-month spread is
higher. However, that spread has
decreased recently as long-term
yields declined relative to short-term
rates that already were close to zero.
In the U.S., on the other hand, the
spread has increased, consistent
with anticipated higher U.S. short-

term rates.

In March, the surplus in Japan’s
trade balance on goods and services
continued to grow, while the U.S.
balance plummeted. The weakening
gives Japan’s economy a boost; for a
more sustained recovery, however,
additional stimulus measures from
its government might be needed. In
the U.S., a stronger dollar dampens
domestic price pressures, but a
worsening trade balance with Japan
always threatens to bring political
pressure to moderate the weakening
of the yen.
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