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Each day, a wealth of data on household, corporate,
and government finances becomes available. The
greatest challenge posed by these data is in interpret-
ing the information they contain—that is, in evaluat-
ing the information’s import in a historical context
and determining its usefulness and appropriate weight
in foreeasting the direction of the U.S. economy. By
assembling mueh of this infermatien inte a eempre-
hensive, eeherent data set, the U.S. flew ef funds
aseeunts produeed at the Federal Reserve Beard pre-
vide a framewsrk in whieh inesming esenemie and
finanekal data can be viewed:

In simple terms, the flow of funds accounts mea-
sure financial flows across sectors of the economy,
tracking fiinds as they move from those sectors that
serve as sources of capital, through intermediaries
(such as banks, mutual funds, and pension funds), to
sectors that use the capital to acquire physical and
financiall assets. With data extending back mere than
half a eentury, the aseeunts provide a breadly consis-
tent set of time-series data for measuring filnaneial
flews i the ecenemy:

The accounts are useful in documenting central
economic trends. They show, for example, the growth
of debt for each sector; changes in the sources of
credit to households, businesses, and governinents;
and the development of new fimancial instruments
for providing credit. They document the growth of
important econemie institutions, sueh as mutyal funds
and defined eontribution pensien plans, and shew
hew these institutions have beeeme weven inte the
finanekall fabrie ef the esenemy-

Data in the accounts are critical for understanding
macroeconomic behavior. They have, for example,
been used in recent studies of the wealth effect—
the effect of changes in households’ net worth on
their decisions about saving and consumption. The
accounts provide the commonly used time-series
measure of overall heusehold wealth, give detail en
the eompesition of that wealth, and shed light en the
fasters underlying ehanges in cempesition, stieh as

increases in the value of equity shares. In related
analyses, the accounts have been used to study per-
sonal saving. They show how saving is allocated
across broad classes of financial and tangible assets
and provide alternative measures of personal saving
that can be analyzed in conjunction with the measure
commonly reported in the natienal inceme and prod-
uet aceeunts eempiled by the Depariment of Cem-
meree. The aceounts have alse been used in analyses
of business investment and of the implicatiens of
business sestor leverage for the masreesenemy:

The accounts are used for monetary policy pur-
poses. An economic forecast that integrates the
flow of funds accounts with other macroeconomic
accounts provides an opportunity to quantify the
effects of likely changes in credit conditions on the
growth of real activity. A flow of funds forecast also
adds a cheek on the consistency of other elements of
an economic forecast, because balanece sheet condi-
tlons and aceess to eredit and ether exiernal funds
6ail be facters underlying the spending and pre-
dustion deesisions of heusenelds, businesses, and
geveraments.

The comprehensive framework of the flow of funds
accounts is useful for interpreting current economic
data. As fragments of information on fimancial flows
become available, they can be evaluated in light
of the expectations embedded in the broader flow of
funds forecast. Such evaluations may be especially
helpful in interpreting the implications of higher fre-
quency data on segments of the financial markets,
such as particular types of financial intermediaries of
financiall instruments.

This article gives a brief overview of the flow
of funds accounts and their uses. The next section
describes the accounts, offering new users a brief tour
of their organization and manner of publication. The
two subsequent sections illustrate the uses of the data
in the accounts in interpreting the behavior of house-
helds and nonfinancial corporate businesses; each

1. A description of such use is given in Susan Hume MeclIntosh,
Jennifer M. Scherschel, and Albert M. Teplin, “Use of the Flow of
Funds Accounts for Policymaking at the Federal Reserve,” paper
presented at the Seminar on Central Bank Uses of Financial Accounts,
Frankfurt, Germany, November 22, 1999.[endofnote.]
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section begins with a review of the growth of debt
within the sector and then mowes to a discussion of
the determinants of that growth and its smplications
for economic behavior.

OVERVYEW OF THE MCCOUNTS.

The flow of funds accounts record the acquisition
of tangible and fiimancial assets (and the incurrence
of liabilities) throughout the U.S. economy and docu-
ment the sources of funds used to acquire those
assets. They also measure the value of assets and
liabilities at the end of each quarter.

Organization.

The accounts trace transactions in more than forty
types of fimancial instruments, such as time and sav-
ings deposits, mortgages, corporate bonds, equity
shares, mutual fund shares, and bank loans. By
recording the net volume of transactions in these
instruments, the accounts make it possible to analyze
the development of the instrumentis over time as
alternative of cemplementary vehieles for flinancing
economie astivity. They alse provide a means of
tracking the rele ef finaneial intermediaries, sueh as
banks and pensien funds, in transferring funds frem
seetors that have pesitive saving te these that berrew
funds:

Financial transactions are recorded within thirty
economic sectors—nonfinancial sectors (households
and nonprofit organizations, unincorporated and
incorporated businesses, the federal government,
state and local governments, and the rest of the
world) and fimancial sectors (commetcial banks,

2. A complete description of the accounts is available ifjnBBeard of
Gowvernors of the Federal Reserve System, Guidée to the Edaw offindsds
coamnts (Board of Govermors, 2008){endofnote.]

[tabl§oiirceS auff demad, fehekstesk katburssectors

Sector Internal funds

Households Personal saving (disposable personal imcome
less consumption)

Nonfinancial businesses Undistributed profits (total profits less dividends and taxes);
depreciation allkowances

Banks Undistributed profits (total profits less dividends and taxes);

depreciation allkowances

insurance companies, pension funds, and other kinds
of intermediaries).

Although the basic structure of the flow of funds
accounts has remained stable over the half-century
they have been prepared, the details have been modi-
fied somewhat as sources, procedures, and terminol-
ogy have changed over time. The accounts also have
been modified to increase their accuracy and their
usefulness for pelicymaking aned research.

Construction.

The principle underlying the flow of funds accounts
is that total sources of funds must equal total uses of
funds. That is, all funds supplied by sectors in the
economy become uses of funds by sectors. Equality
between sources and uses holds within each sector as
well as across the entire economy:.

Sources of funds are both internal (funds saved
from current production) and external (funds raised
outside the sector). For the household sector, for
example, internal funds are saving from personal
disposable income and external funds are funds
obtained through berrowing from fliancial insti-
tutions (table 1). Nonfinaneial businesses generate
internal funds frem profits—technically, after-tax
profits net distributed te sharehelders—and alse have
available allowanees for depreciation ef tangible
assets; their external funds inelude debt and eguity
faised in eredit markets and leans frem commereial
banks, finanee eempanies, and ether seurees. The
internal funds ef eemmereial Banks (and ef mest
gther financial Intermediaries) are similar 8 thege of
nenfinancial Businesses, but their exiernal funds are
tvpically quite diffsrsnt: Those seHFEes are predomi:
Rantly depesits; sHeh as checkable aceaunts and small
fime Hé?Béi{é'_éﬁﬂ alse include managed Hapilities,
SHER 2 1arge fime gEpGsits:

Sectors use funds to purchase tangible and fiman-

A com[)lete deschistsion of the accounts is available

cial assets. Households, for éxaitpie; plrchase’ su¢
tangible assets as homes and automobiles and such

External funds

Loans from banks and other ffirenciall imtermediaries

Net issuance of equity; loans from intermediaries and debt
raised in capital markets; direct investment by foreigners
(“rest of the world” sector)

Net issuance of equity; checkable deposits; time and
savings deposits; large time deposits



financial assets as deposits at fiimancial imtermediaries,
government securities, equity shares, mutual fund
shares, and pension fund reserves (table 2). Non-
financial businesses and banks invest in similar types
of tangible assets—real estate, equipment, and
software—but in different types of flinancial assets:
Nonfinancial businesses invest in shori-termn cash-
eguivalent assets, sueh as deposits and meney market
funds, and in forelgn businesses (fereign direst
investment); banks alse invest abread, but demesti-
eally they invest mestly in sesrities and in the leans
and merigages they eriginate.

The flow of funds accounts trace the sources and
uses of funds for each sector and by each instrument,
with particular attention to external sources of funds
and financial uses offiunds. Transactions are recorded
as net purchases (or net sales) at the current market
(transaction) price. Therefore, exchanges within a
sector—for example, the sale of equities by one
heusehold and the cerrespending purchase by anether
household—ecaneel eash other ot and de net shew
Up In the aeeeunts. Transactions between sesters,
en the ether hand—sueh as the sale ef equities by
a heuseheld te a mutual fund—are reeerded as a
fegative value fer the sesier selling the instrument
and a pesitive value fer the sester purehaging the
Instryment:

The accounts also record the level (or “value
outstandimg™) of fimancial assets held, and liabilities
owed, by sector. The level is generally the sum of
net purchases over time. However, for some
instruments—particularly equities and other insiru-
ments whose value largely reflecis equities—ihe
value outstanding is affected by change in the prices
of assets. For these instruments, the level at the end
of a peried for a seeter is the assumulation of
fiet purehases plus any appreeiation er depresiatien
resulting frem the ehange in priees:

Data.

The data in the flow funds accounts are maintained as
time series. Because work on the accounts has been

Prablefsés ofUkesdsf feledtedalecteds sectors

Sector Tangible assets

Households
Nonfinancial businesses

Real estate; equipment; software

Banks Real estate; equipment; software

Owmer-occuipied homes and other real estate; automobiles

going on for some time, the historical record for
many series is lengthy. Published annual data extend
back to 1945, quarterly data to 1952, and monthly
data for the primary components of domestic nonfi-
nancial debt (the debt of governments, households,
and nonfinancial businesses) to 1955.

Data in the accounts come from many sources;
little information is collected specifically for inclu-
sion in the accounts. Among the sources are regtila-
tory reports (such as those submitted by banks and
security brokers to supervisory agencies); aggregated
data from tax filings (notably, for information on
businesses and pension funds); surveys conducted by
the Federal Reserve System (for informatien on the
assets and liabilities of heusehoelds and finanee com-
panies); other federal ageneies, sieh as the Depart-
ment ef the Treasury (for infermatien en federal
finanees and international eapital flows), the Depart-
ment of Commeree (for fereign direet investment
statisties, natienal ineeme and preduet asceunt data,
and ether business and gevernment data), and ihe
Pepariment of Agrieulture (for informatien en the
faFm secior); and nongevernmenial entitiss (sHeh
as trade assoelatiems, rating agencies; and news
SEFViess).

Dependence on outside providers means that data
are not always in the form or detail needed for the
accounts. Moreover, information on some sectors and
some types of transactions is available only annually
or with a long lag. In both cases, the value of missing
items is estimated. Data revisions are incorporated
in the accounts as they becemie available from
providess.

Maintaining data series over time also presents a
challenge. Over the years, much source material has
been discontinued, necessitating the development of
new sources and adjustment for breaks in definition
or coverage. Also, changes in the fimancial system
have required the incorporation of new financial
instruments ane institutions in the accounts. And the

3. Detailed information on sources is available in Guide to the
Héow of Emexls sbcoowsits and in Susan Hume Mcelntosh, “Financial
Accoumts in the Unmited States,” mimeo prepared for the Group of:

[note:

Financial Statisticians Financial Accoumts Semimar, Paris, May 199%.[endofnote.]

Financial assets
Deposits; federal government securities; equity shares;
mutual fund shares; pension fund reserves

Deposits; money market mutual funds; direct imvestment
in foreign businesses

Treasury and federal agency securities; loans to households
and businesses; mortgage loans for all types ofi property



needs of policy analysis and research have resulted
in the inclusion of greater detail and supplementary
information.

Publicatiam

The flow of funds accounts are published quarterly,
as a set of tables, in the Federal Reserve's Z.1 statis-
tical release, “Flow of Funds Accounts of the United
States.” Data for a new quarter and revisions to data
for previous quarters are published about ten weeks
after the end of a quarter.

The Z.1 release contains a separate table for each
sector and instrument, in both flow and level forms,
as well as summary tables for borrowing, debt out-
standing, and debt growth, by sector; credit market
borrowing and lending, by instrument; and the rela-
tion of total liabilities to total financial assets. It alse
contains balance sheets and level-flow reconciliation
tables for the househeld and nenprofit organizations
sestor and the demestie nenfarm nenfinanelal eerpe-
rate bBusiness sester. Finally, the Z.1 release eentains
a table that senselidates infermatien fer federal, stats,
and leeal gevernments; supplementary tables giving
E!é%ﬁil e the ﬁiﬂé_ﬁélﬁl ﬁéﬂv_iﬁé ef ﬁe_ﬁﬁf@ﬁ% Qfgﬁﬁi_,%§=
tiens, prvate defined _B%ﬁ%_ﬁ% and Heﬁﬁéé &ontHBYteR
pensish fHﬁH§; ﬁﬁ_El individual retirement ASesuRts:
_QHEI matriees showing fows and levels for seeters éﬁé
instruments for the latest complete year:

Relatiiansthjp to Other Systems of Accounts

The flow of funds accounts complement—and are
linked to—other broad statistical descriptions of the
U.S. economy, such as the national income and prod-
uct accounts and the balance of payments accounts
produced by the Depariment of Comimerce. Indeed,
the three sets of accounts make up an integrated set
of macroeconomic accounts that deseribe the U.S.
econemy for polieymakers, analysts, and others whe
desire a eemprehensive but eompaet set of inferma=
tlen en the esenemy’s perfermanee. Iaternationally,
eeuntries have been werking te harmenize the defi-
fitiens and aeeeuniing eenventions used iA their
fatienal Ass8HNAtS: Such harmonization will enable

4. The Z.1 statistical release is available in printed form and on the
Board’s public web site at Ityp:/Amww. federalreserve.gov/releases/
Z1/[endofnote.]

5. The System of National Accounts, published in 1993 (SNA93),
is an internationally agreed upon set of definitions and standards for
preparing macroeconomic accounts. The flow of funds accounts pro-
vide the information for the fiimanciall accounts within this set of
accounts and serve as a basis for sector balance statements.[endofnote.]

analysts to compare key economic measures across
countries and to study the relationship between eco-
nomic structure and performance.®

HOUSHHOND SECTOR FINANCES

The recent rapid rise in household sector debt has
received considerable attention. Some observers
have expressed concern that the accumulation of debt
may result in widespread financial distress for both
borrowers and lenders. Howewer, debt is only one
dimension of household finances; the increase in
household sector debt is most appropriately viewed
within the context of changes in overall household
sector wealth.

Detptr

The flow of funds accounts document the substantial
rise in household sector debt. By the end of the first
quarter of 2001, households had accumulated
$7.2 trillion in debt, about double the amount they
owed at the beginning of the economic expansion in
early 1991. Despite a slowing of econoemie growth
this year, household debt has centinued to increase
rapidly, rising at an annual rate of 7¥4 pereent in the
first guarter, enly slightly slewer than the average
rate for the past three years.

The rise has been apparent for both major types
of household debt. Home mortgage debt (debt on
owner-occupied homes, including home equity
loans)—by far the largest component of household
sector liabilities, accounting for 70 percent of
heusehold debt at the end of 2000—rose 98 pet-
cent frem early 1991 through the first quarter of
2001. The ether major conipenent, consumer credit—
comprising revelving eredit (largely eredit card debt)

6. A survey of international practices indicates that twenty-three of:
the twenty-nine countries that are members of the Organisation for
Economic Co-operation and Development compile national fifizancial
accounts or a subset of the fiimanciell accounts. All the compiling
countries have implemented or are in the process of implementing
SNA93 (or its European counterpart, ESA95) in their national statis-
tics. Ayse Bertrand, “Main Features of Financial Accounts in OECD

[Note:

Countries,” Finansiah! Markkt: Trendks, no. 76 (June 2000), pp. 149-76.[endofnote.]

7. In the flow of funds accounts, the household sector includes

[honprofit organizations as well as individuals and families. Separafe The Z.1 statistical rele

estimates, also published in the accounmts, indicate that nonprofit
organizations have in recent years accounted for 5 percent to 7 percent

[ofitthe assets and liabilities of the combined sector. Because fiiguress féir The System of Natior

nonprofit organizations are available only annually, and with a con-
siderable lag, and because they lack the necessary detail, analysis
is generally carried out for the combined sector. For simplicity, the
sector Is referred to here as the household sector.[endofnote.]

[Note:



and nonrevolving credit (auto loans, for example)—
also about doubled.

No doubt some households have become overbur-
dened with debt. However, the flow of funds accounts
indicate that household sector debt has been rising
over most of the postwar period. Although the rate of
growth has waxed and waned with the business cycle,
the ameunt of debt outstanding has marched upward.
Even when heusehoeld debt is scaled by dispesable
persenal ineeme (after-tax ineeme) i6 aceeunt for
pepulation inerease, price ehanges, and the substan-
tial inerease in the velume ef esenemie astivity ever
the peried, the histerieal rise in heuseheld sester debt
has bBeen impressive. Heusehelds new ewe a litte
mere than ene dellar fer eaeh dellar of dispesable
ineeme (ehari 1). Ten years age, they ewed absut
gighty cenis fer eaeh dellar, and in the early 19568
about thirty-five eenis: THH.% the recent %fe\%ﬁl of
g%g%%g&%lﬂ & viewed s 2 confinyatien af 3 ORg-1erm

Research provides scant evidence of a simple or
direct link between higher levels of debt relative to
income and changes in consumer spending. The lack
of a direct relationship may reflect in part the fact that
the sustained rise in debt has noet necessarily been
associated with an increase in the burden of carrying
debt, that the use ef debt instruments for conducting
transactions has been inereasing, and that heusehelds
have been tsing debt to aceess the pent-up value of
their tangible and finanelal assets.

For some types of debt, longer loan maturities have
made it possible to hold higher outstanding amounts
without increasing the servicing burden. Although
longer maturities increase total interest expense
over time, they also lower periedic payments for a
given amount of debt. Aute lean maturities at finance
companies new average fifty-five menths at erig-
inatien, eempared With ferty-five menths in the
early 1980s and thirty-five menths in the eatly
1970s. Heme merigage eriginations shew a simi-
lar, albeit less preneuneed, insrease in average lean
atuHty-

Other loan terms that have lowered houscholds’
costs of carrying mortgage debt include variable
interest rate provisions and fllexible down-payment
requirements. Although such “nonstandard™ terms
change the repayment risks for lenders, they also
likely broaden the peel of eligible berrowers and
enable boerrowers who would gualify for a lean under
standard terms to ecarry larger eutstanding balanees.
In faet, hefe merigage debt may have risen iA part
simply beeause sueh terms allew a greater propertien
gf the pepulatien te ewn rather than rent their hemes.
Cengus Bureau daia indieate that heme ewnership

[chalﬂollse]h‘iﬂdmm debﬁoreﬁmwetmtivmasahk@qzmais{m:ﬂersonal

NOTE. Debt is debt outstanding at end of period, from the flow of funds
accounts. Disposable personal income is after-tax income, from the national
income and product accounts (Bureau of Economic Analysis, U.S. Department
of Commerce).

increased from 63.9 percent of families in early 1991
to 67.5 percent in early 2001,

The increased use of credit cards for transaction
purposes appears to be an important factor under-
lying the growth of household sector debt over the
current expansion. Credit card issuers indicate that in
1999, each $1 of debt was associated with just over
$2.60 in purchases, compared with about $1.90 in
purchases in 1990. Greater transaction use raises the
average debt level in any given period, even if credit
card balances are fully paid when due.

Also contributing to the sustained rise in debt has
been the willingness of households to access the
increased value of their assets through home mori-
gage loans. The rise in mortgage debt during the
current economic expansion has been due in part to
increased borrowing via loans for which accumulated
heme equity is used as collateral—home equity loans
or refinaneings accempanied by the conversion of
some eguity te cash.

Home equity borrowing was spurred initially by
1986 tax law changes and subsequently by promotion
of home equity loan products. At first, the growth of
home equity borrowing appeared mainly to change
the composition of household sector debi; Mortgage
debt, for which the interest continued to be tax-
deductible, was substituted for consumer credit, for
whieh, with the tax law ehanges, the interest was e
lenger tax-deductible. Over tife, heme equity bef-
rewing beeame a mere general means ef ebtaining
funds. Sueh berrewing, whieh barely registered in the
flew of funds asseunts in the early 1990s, acseunted
fer nearly sne-feurth of heme merigage berrewing in
2000. The value of home equity loans outstanding at



Reharlfatue Mahoamef dprty boanty cletsndinganding,
1990:Q4-2001:Q1
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NOTE. Value of loans outstanding at end of period. Unless otherwise noted,
data in this and subsequent charts are from the flow of funds accounts.

the end of the first quarter of 2001 was more than
$619 billion, up 142 percent since 1991 (chart 2).

Home mortgage refinancing has been spurred by
successive declines in mortgage interest rates and
also likely by declining costs to borrowers for the
processing of such loans. Refinancing waves in
1992-93 and again in early and late 1998 were par-
ticularly pronounced. Because the flow of funds
accounts record only net borrowing, they do net
provide the detail necessary to estimate how mueh of
regent moertgage berrowing can be attributed to eash-
out refinaneing. Nenetheless, statisties en the Aumber
of refinaneed 1eans and ether data suggest that sueh
aetivity has been signifieant in reeent years.

Ultimately, whether the elevated level of house-
hold sector debt will lead to substantial fikmancial
distress will depend in large measure on whether
employment and income conditions unfold in line
with expectations and on the size and composition of
household sector assets. The near-term burden of
heusehold debt is typically measured as scheduled
prineipal and interest payments as a proportion of
dispesable persenal ineeme. Data in the aceeunts are
eombined with ether available infermatien t6 €6n-
struet that measure. In early 2001, the level of debt
burden was close to the high reached in mid-1987
(chart 3), suggesting that strains could become evi-
dent if employment and income conditions deterio-
rate more than contemplated by borrowers and lend-
ers when the loans were made.

Bchar§chediietl goiutrd patianip ahtendsiptayente ptsyore htsusehbbdisehold

sector debt as a proportion of disposable personal income,
1980-2001:Q1
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NOTE. Disposable personal income from national income and product
accounts.

Assets.

At the same time household sector debt and the
burden of carrying that debt are elevated, the values
of household sector assets are also unusually high.
The flow of funds accounts contain considerable
information on the size and composition of those
assets, both tangible and fiimancial.

Household sector assets totaled $47.1 trillion at the
end of the first quarter of 2001. That is, households
had more than six and one-half dollars in tangible and
financiall assets for each dollar of disposable income
(chart 4), considerably more than the one dollar of
debt for each dellar of disposable income fieted in the
preceding section. Mereover, the ratle ef assets te
ineeme has inereased markedly ever the past ten
years and, despite the reeent desline in the value ef
seme eguity assets, is higher new than it was in the
early 1990s er in any eatlier peried.

The composition of household assets has changed
considerably over the past decade. The most dramatic

9. Tangible assets include owner-occupied homes and durable
goods, such as automobiles. Financial assets include holdings of:
different types of deposit accounts, fixed income assets (such as
government securities and corporate bonds), equity and mutual fund
shares, and household pension reserves.

Information on household assets and liabilities is also available
from the Federal Reserve Board’s Survey of Consumer Finances. The
two sources differ in several important respects. For example, the SCF
data are based on a sample of households and are available only
approximately every third year, whereas the household sector data in
the flow of funds accounts are based on numetous macroeconomic
sources and are published each quarter. Nonetheless, the two data sets

8. The data and explanatiofmtof: their construction 8reTheadatal@oa explaaidicomplemintaiystincthat sheyeafnbe msed together to examine

the Board"s public web site at hitttp:/Awwww_federalreserve.gov/rel /

household balance sheet changes and household sector behavior in

housedelbit/.[endofnote.]

considerable detail.[endofnote.]

[note:
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NOTE. Assets at end of period. Disposable personal income from the national
income and product accounts.

change has been an increase in the proportion of
assets in corporate equities, a development that has
raised some concerns about households® exposure to
equity price changes and the sustainability of the
aggregate value of household assets. As recorded in
the flow of funds accounts, at the beginning of the
econemie expansion, househelds held abeut 15 per=
eent of their assets in equity; mere reeently, the
propertion has been abeut 27 pereent. At its peak, in
early 2000, the propertien was nearly 36 pereent.

Not only do corporate equities now account for a
larger share of household assets, but the distribution
of those equities across instrument types has changed.
Households retain equity either directly, in broker-
age accounts, or indirectly, in mutual funds, life
insurange annuities, bank persenal trusts, and defined
benefit and defined contribution pension plans. Abetit
52 perceat of the heusehold sector's equity heldings
were held indireetly at the end ef 2000, eompared
with 44 pereent at the beginning ef the ecenemis
expansion and less than 7 pereent in the 1960s.

The distribution of their equity holdings across
types of instruments may affiect the way households
view risk and the influence that changes in asset
values have on their shori-term saving and consump-
tion. For instance, households may view their equity
heldings in retirement instruments differently than
their other equity heldings. The propottion of equity
in retirement assets has risen of late. At the end of
2000, the value of eguity in pensien plans was elose
e 33 pereent ef the tetal value ef eguity held by
heusehelds, up frem just under 30 pereent in 1991
(table 3). In addition, the assets of individual retire-
ment accounts (IRAs) also include equity shares.
Adding a rough estimate of the value of equities held

flable] dousehold seictosehol dingsi ofy e qari tygint peisipam plamsplans
as a propontion of total equity holdings,
year-end 1991 and 2000

Percent

Item 1991 2000

Total 29.9 325

Private defined benefit plans 10.6 75

Private defined contribution plans 8.7 105
State and local government employee

retirement funds 8.7 9.2

Life insurance annuities 19 5.3

Memo:
Total including equity in IRAs 355 40.5

NOTE. Figures for defined benefit plans, defined contribution plans, and
government employee retirement funds are derived from table B.100.e in the
Z.1 statistical release; fligures for life insurance annuities and IRAs are based on
data in tables L.119 and L.225.i.

in IRAs to the value of equities in pension plans
suggests that the retirement equity proportion of total
equity was on the order of 41 percent in 2000,
compared with 36 percent in 1991.

At the same time households’ equity holdings have
been increasing, their holdings of deposits and money
market mutual fund shares as a proportion of their
assets have been declining. Although the value of
heldings in the latter categories increased from
$3.3 trillion at year-end 1991 to $4.7 trillien in early
2001, the valye ef such assets as a share of total
heusehold assets fell from 121/2percent to about
10 percent. Heusehelds eentinved to faver meney
market mutual funds ever insured eheckable depesits
at banks and ether depesiteries. The propertien ef
asseis in eredit market instrumenis—latgely dirset
heldings of gevernment seeurities and &orperate
Bends—declined frem 61/4pereent 8 lsss {han
41/2pgereent over the same perisd.

The aggregate balance sheet for the household
sector has also recorded a substantial rise in the value
of owner-occupied homes. Over the past ten years,
the value of those homes has risen $4.6 trillion, with
the greatest part of the rise occurring in recent years.
At the end of the first quarter of 2001, the market
value of ewner-occupied hemes totaled more than
$11.3 trillien, compared with a market value of
direstly and indireetly held equities of $12.8 trillien.
Bescause househelds have used their hemes as cellat-
eral fer inereasing their merigage debt, the remaining
equity in these hemes has grewn mere gradually than
has the tetal value. Heme equity is eurrently areund
55 pereent of the value sf ewner-eecupied real sstats,

10. A recent addition to the accounts has been tables separatdhyte:
identifying fllows into, and ameumts outstanding of, individual retire-
memnt accoumts.[endofnote.]



compared with 60 percent in the early 1990s and as
high as 70 percent in 1982.

Altogether, the broad perspective provided by the
flow of funds accounts enables analyses of the
buildup of household debt to take into account the
growth of household assets, the development of
loan products that reduce the cost of obtaining and
catrying debt, and the change in the ways househelds
are using debt. Speeifically, the statisties in the
aceounts are used In econemetric analyses ef €en-
sumptioen, ineluding analyses based on the FRB/US
fmedel develeped at the Bear: The data are also
used to examine the process by which wealth and the
composition of wealth affect household sector behav-
ior. Thus, the flow of funds accounts are an essen-
tial tool for studying the effect of combined changes
in assets and debt on economic growth.

CORPORATE SECTOR FUNANCES.

The flow of funds accounts are important in moni-
toring aggregate business borrowing trends and
in studying the connection between corporations’
financiall condition and their nonfinancial economic
activity, such as investment spending. The accotints
record data for three domestie nonfinancial business
sectors—unincorporated businesses, farms, and nen=
farm corporations. The latter group has historically
earfied out the bulk ef business ecenemie activity
and has generally aseeunted for mere than twe=thirds
of business berrevving. The remainder of this seetien
deseribes these nenfarm nenfinaneial businesses,
whieh, fer simplieity, are referred te here as corpera-
tieng or the earperate ssster:

Borrowing by corporations has been substantial in
recent years. Following a period early in the eco-
nomic expansion during which their borrowing was

11. For an example of such use, see Flint Brayton, Eileen
Mauskopf, David Reifschneider, Peter Tinsley, and John Williams,
“The Role of Expectations in the FRB/US Macroeconomic Model,”
Fedbeehl Reservee Ballétitipn, vol. 83 (April 1997), pp. 227-415.[endofnote.]

12. A summary ofi work on the wealth effect is provided in
Morris A. Davis and Michael G. Palumbo, “A Primer on the Econom-
ics and Time Series Econometrics of Wealth Effects,” Finance and
Economics Discussion Series 2001-9 (Federal Reserve Board, 2001).
Recent work combining data from the flow of funds accounts and the
Survey of Consumer Finances to examine the wealth effect is reported
in Dean M. Maki and Michael G. Palumbo, ‘‘Disentangling the
Wealth Effect: A Cohort Analysis of Household Saving in the 1990s,”
Finance and Economics Discussion Series 2001-21 (Federal Reserve
Board, 2001).[endofnote.]

13. Borrowed funds are by far the largest type ofi external funds
available to corporations. An important additional source is foreign
direct investment by foreign firms, which is discussed in Joseph E.
Gagnon, “U.S. International Transactions in 2000, Fedésad! FReserve
Bullgtirin, vol. 87 (May 2001), pp. 283-%4t[endofnote.]

5. Corporate debt relative to the[skartdr’s output,
1952.20@1 :Q1

NOTE. Debt is debt outstanding at end of: period. Sector output is gross
business nonfarm product less housing, from the national income and prod-
uct accounts. The corporate sector comprises domestic nonfarm nonfinancial
corporations.

subdued, these businesses began to expand their debt
rapidly. From 1995 through early 2001, corporate
debt rose at an average annual rate of 9 percent,
outstripping the 61/4percent average annual rise in
the nominal value of the sector's gross domestic
product (GDP).

Corporate debt as a proportion of sector GDP has
increased over the postwar period, though by much
less than household debt as a proportion of dispos-
able personal income. And the ratio for corporate
debt has varied considerably more over the period
(chart 5). Tt jumped from just over 40 percent in the
early 1980s to nearly 60 percent in 1991, in part
beeause berrowing was neeessary to cofiplete merg-
ers and aeguisitions and other types of eerperate
restrueturings. The ratie subsequently drepped te
50 pereent, but by early 2001 it had meved up again,
6 61 pereent:

Since 1995, corporations have relied most heavily
on the bond markets for external funds. At the end of
BRE" first quarter of this year, bond debt was abol
$21/2trillion, up from less than $11/2trillion at dhe
beginning of 1995 (chart 6). Both iivestment-grade

5.

Corporate debt

tFor an example of

3 below-investment-grade (junk bond) firms raiked™ ™™V °f ork

large suis ever the peried.

Borrowing from other sources has also been sub-
stantial, though less than borrowing via bonds. For
example, over the period 1995 through the first
quarter of 2001, borrowing from banks, saving insti-
tutions, and finance companies was only half as

(keuch as borfowing via bonds. Commercial papeBorrowed funds are by

debt climbed ever most of the period, abeut deubling
by mid-2000; moere recently, sueh debt has contracted
a bit beeause eeneeris abeut eredit guality have



eharGredit mainketdebt ovsedobye theycerparateosectonector,
1995 Qﬂ anml 2@@1 @1 o

NOTE. Debt outstanding at end of quarter. Bonds include tax-exempt indus-
trial revenue bonds. “Other loans” are (1) loans from savings imstitations,
finamee companies, the federal governmentt, the rest of the world (that is, foreign
sources)), and issuers of asset-backed securities and (2) acceptance liabilities to
banks.

made investors wary of all but the most highly rated
borrowers. Mortgage debt of corporations has
increased significantly, although in percentage terms
by less than in the 1980s, when overbuilding in the
commercial and office building sectors became a
serious problem for both lenders and investors.
Although borrowing from every source increased
over the period 1995 through early 2001, there was
considerable substitution among sources at times.
One notable occasion began in 1998 and ran through
late 1999—a time of significant turmeil in world
capital markets associated with foreign cufrency
crises, Russia’s debt default, and lesses by Leng-
Term Capital Managemeat, a majer U.S. hedge fund.
In early 1998, net corporate bene isstianee was par=
tieularly streng as firms teek advaniage ef dips in
long-term iniespsit radess. Tiieeh, ait thee NRigit ff thee
HReeriainty, net issuanee plummeted, from an annual
rate of $295 billien te an annual rate ef less than
$110 billien in the third guarter of 1958 (shart 7).
Invesiers quickly turned away from the Bend market,
gspecially the mere Hsky, lower-rated securities, éﬁé
Spreads Between iRierest raies oA FHskier deBt and
{nvestment-grade [RStrUments seared: Firms that
peeded cash tirned t8 Bf@ﬁﬁﬁﬁ%%ﬁ credit lines at
Banks and Sther 103N arfangements, and BoHowIRg
from Banks and Siher §?8H Erm 1eRders 1838 SHBSE:
HSHﬂg lﬂ¥§§{8¥ CONHAERCE 10 PHYALE SECHHHES
%Hfliﬁ 88%88&3 and l§§ anee 4 %H F8s&
é’« EF%%T: E 1 M
@Jrf [ Hec '” Ba¥88¥Xm%8 H&ured qukh Hle
rer

arlicr I'IIlO

fEnarSelecte de borroswing voyh thecorparatgosectorector,
1998 anml ]1999

NOTE. Loans include both bank loans and ‘“‘other loans” as defined in the
note to chart 6. Quarterly data at seasonally adjusted annual rates.

Propelling the elevated volume of external funding
by corporations have been an increase in capital
expenditures, a high rate of equity retirements, and an
accumulation of financial assets. Internal funds for
financimg these activities, although moving subsian-
tially higher over the current expansion, have increas-
ingly fallen shert of spending needs.

In nominal terms, annual capital expenditures rose
70 percent between 1995 and the end of 2000; the
increase was particularly large because interest rates
stayed low and the demand for productivity-
increasing new technologies was intense. Over the
period, the so-called financing gap—the difference
between corperations’ capital spending and thelr
internal funds—nearly tripled, to $300 billien. As a
proportion of sector output, the corporate fiimancing
gap in 2000 was at its highest point in two decades
(chart 8).

Corporations retired an extraordinary volume
of equity over 1995-2000—on net, a whopping
$819 billion. Although many firms issued equity to
finance capital investment and meet other corporate
needs, for the sector as a whole, the value of shares
issued was far surpassed by the value of shares
retired in cash-financed mergers and threugh fifms’
ewn share repurchase programs. Between 1995 and
year=end 2000, equity retirement asseslated with eash
takeovers by demestic firms tetaled $663 billisn—
aned share repurehases totaled even mere, $692 bil-

14. For forecasting, looking at the financing gap in light of prospec-
tive credit developmemts is a way of assessing consistency between
projected elememts of nonfinancial activity and anticipated firfaraodial
market conditions [endofnote.]

[Note:
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NOTE. The flimancimp gap is the difference between the sector's capital
expenditures and its internal funds (that is, its after-tax profits plus depreciation
allowances).

lion. (For a broader discussion of accounting for net
retirements of equity shares, see the box.)

Firms in the aggregate have used the favorable
economic conditions since the mid-1990s to build
their fimancial asset positions. Historically, corpora-
tions’ net investment in financial assets has been
small relative to their other uses of funds. They do,
hewever, accumulate liguid assets for working capital
and for transactions—and those assets have inereas-
ingly been meved inte meney market funds.
Altheugh the value ef eerperatiens’ depesits i banks
is still abeut deuble the value of their assets ifl meney
farket funds, the latier has grewn abeut twiee as fast
1N reeent years.

Borrowing by corporations has left a mark on
corporate leverage as measured in the flow of funds

fchar€ldpor@ierpectoe debibasdelpiraparfoapottiba sfctoe’sector's
net worth, 19%2-2001:Q1

NOTE. Tangible assets are valued at historical cost.

proportion of the corporate sector’s cash filow,
1952-2001:Q1
0 -

NOTE. Cash flow is undistributed profits plus depreciation allowances plus
net imterest.
SOURCE. National income and product accounts.

accounts. Debt relative to net worth declined sharply
early in the 1990s (chart 9). Since late 1997, the
leverage ratio has retraced some of that decline, and
at the end of the first quarter of 2001, it was about
one-quarter of the way to its most recent peak in
1990. Debt measured against the market value of
corporations (ihat is, against the value ef corporate
equity eutstanding) has turned up only receatly, a
development reflesting the sharp run=up and subse-
guent desline in steek priees.

Some analysts have been wary of the buildup
of corporate debt and the rise in leverage ratios.
However, the implications of these changes for future
economic developments are by no means clear. At
the same time businesses were adding to their debt,
they were refunding their older, higher cost obliga-
tions with lower cost bonds and loans and were
redueing their debt burden in mueh the same way
heusehelds refinaneed their debt. Net interest pay-
ments By firms relative te their eash flew drepped
sharply, frem mere than 20 percent befere the
1990-91 reeession te areund 10 pereent in 1995.
Even wiih the additienal debt taken en sinee then,
the ratie hag inehed up t8 enly abeut i2 pereent
(chart 16):

Despite the large volume of debt issued, the com-
position of corporations’ liabilities is not much differ-
ent now than it was in 1995. Firms have not markedly
increased their reliance on short- and intermediate-
term debt, for which interest rates could change rap-
idly. Statistics in the flow of funds accounts show that
bond debt at the end of the first quarter of 2001 was
about 49 percent of total corporate debt outstanding,
and bank loans 20 percent; the remaining debt was



Accounting for Net Retirements of Equity Shares

The large volume of net retirements of equity shares
over 1995-2000 is a source of frequent misunderstanding
because of the way equity transactions are treated in the
flowr of funds accounts. The accounts show only net equity
issuance—the difference between gross equity issuance, a
positive source of funds to the corporate sectors, and equity
retirements, a negative source of funds to the corporate
sectors.

For domestic firms, both nonfinancial and fifinarwial,
equity retirements over 1995-2000 exceeded gross issu-
ance; for foreign fiirms (the “rest of the world™ sector),
gross issuance of equity in the United States exceeded
retirements, partly offsetting net retirements by domestic
firmg; (table). Overall, net issuance of equity in the United
States over the period was negative; that is, share retire-
ments for the economy as a whole exceeded share
issuance.

By definition, net purchases of equity (a use of funds for
all except the corporate sectors) must equal net issuance of
equity. Because total net issuance by corporations was
negative over the period, total net purchases for the remain-
ing sectors was negative

Net issuance and net purchases of equity shares, 199%-2000

Billions of dollars

Activity/Sector Amoumnt

Net issuance —421.7
Domestiic nonfinancial corporate businesses -819.3
Financial sectors -107.6
Rest of the world 505.2
Net purchases —421.7
Households -1,591.2
Rest of the world 408.3
Insurance companies 469.2
Pension funds -555.0
Mutual funds 918.1
All other purchasers 7.1

mainly loans from other sources, commercial paper,
and mortgages. The proportion that was bond debt
was only a little higher than in 1995 or, even further
back, in 1991 at the start of the current expansion.

CONCLUSIOWN.

The flow of funds accounts have been useful in
observing key economic trends and studying the rela-
tionships between real and fiinancial developments.
This article has summarized recent trends for house-
holds and domestic nonfarm nonfinancial corpora-

Which sectors sold shares to corporations on net? Not
mutual funds, which have been significant net purchasers of
equity in recent years; over 1995-2000, their purchases
exceeded their sales by more than $918 billion. And not
foreigners and insurance companies, which were also large
net purchasefs over the period. It was pension funds and
households that were net sellers of shares to eorporations
ever 1995-2000. Househelds, whieh in terms of value
eutstanding held abeut 45 percent of equity, were the larg-
est fiet sellers of equity, selling $1.6 trillion on net ever the
peried.

Figures showing that households were net sellers of
(directly held) equities may be unexpected, as the value of
the household sector’s holdings of equity assets has
increased in most recent years. The explanation is that the
capital gains on the shares that households continued to
hold exceeded net sales by households. The following
example shows how either positive or negative net pur-
chases can be assoclated with increases In the value of
assets. Suppese that ever a twelve-menth peried, net pur-
ehases by the heuseheld secter were zero because heuse-
helds traded enly ameng themselves, Making the tetal value
of sales equal t8 the tetal value of purehases. If ever that
peried the priee of equities for the ecanemy as a whele, as
measured By a bread steek market index, had risen, the tatal
valug of heldings wewld shew an inerease aver the peried
gven theugh net purehases were zere. Similarly, if the stosk
market index had deelined, the tetal value of heldings By
heusenalds wauld show a decrease. The value Quistanding
15 the sum of net ?Hf%ﬂﬁ%%% and the ehangs in priee 8f & Hi%é
(capital galn or 1859): The prise SHQHEE% f8r equity
W?iﬁﬁﬂ}(\r been fhe main detsrminant of ihe shange in {Hé
valte 8f holdings 8ver a periad; despite 1arge HS%EHV% het
PHrehases By (e NBHsERald sestar

tions. The accounts encompass other important sec-
tors of the economy, however, including ffinamcial
intermediaries and governments, and contain consid-
erably more sectoral detail than can be swmmarized
in a limited space. Ongoing analysis using the
accounts will help expand our knowledge of macro-
economie and financiall relationships and the determi-
nants of househeld and business behavier. A key
ehallenge will Be ensuring that the aceeunts eontinue
6 capture the strueture of the finaneial system and
provide the level ef detail useful fer peliey and
Behavioral analyses:.



