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Monetary Policy Reports to the Congress

The reports in this chapter were sub-accompany inflationary instability, the
mitted to the Congress on February 24more long-term investment, innovation,
and July 21, 1998, pursuant to the Fulland enterprise are enhanced.
Employment and Balanced Growth Act The circumstances that prevailed
of 1978. through most of 1997 required that the
Federal Reserve remain especially atten-
tive to the risk of a pickup in inflation.
Report on February 24, 1998  Labor markets were already tight when
the year began, and nominal wages had
. started to rise faster than previously.
'I\Eﬂggﬁct)zrir:%(: Fg&',{?go?(nd the Persistent strength _in demanql over the
year led to economic growth in excess
The U.S. economy turned in anothewf the expansion of the economy’s
excellent performance in 1997. Growthpotential, intensifying the pressures on
was strong, the unemployment ratdabor supplies. In earlier business expan-
declined to its lowest level in nearly asions, such developments had usually
quarter-century, and inflation slowedproduced an adverse turn in the infla-
further. Impressive gains were alsdion trend that, more often than not,
made in other important respects: Thevas accompanied by a worsening of
federal budget moved toward balanceconomic performance on a variety of
much more quickly than almost anyondronts, culminating in recession.
had anticipated; capital investment, a Robust growth of spending early in
critical ingredient for long-run growth, the year heightened concerns among
rose sharply further; and labor producmembers of the Federal Open Market
tivity, the ultimate key to rising living Committee (FOMC) that growing
standards, displayed notable vigor. strains on productive resources might
Among the influences that havetouch off a faster rate of cost and price
brought about this favorable perfor-rise that could eventually undermine
mance are the sound fiscal and monetampe expansion. Financial market partici-
policies that have been pursued in recergants seemed to share these concerns:
years. Budgetary restraint at the federdhtermediate- and long-term interest
level has raised national saving, easingates began moving up in December
the competition for funds in our capital 1996, effectively anticipating Federal
markets and thereby encouraging great&eserve action. When the FOMC firmed
private investment. Monetary policy, forpolicy slightly at its March meeting by
its part, has sought to foster an environraising the intended federal funds rate
ment of subdued inflation and sustainfrom 5Ya2 percent to %2 percent, the
able growth. The experience of recenmarket response was small.
years has provided additional evidence The economy slowed a bit during the
that the less households and businesssscond and third quarters, and inflation
need to cope with a rising price level, ormoderated further. In addition, the
worry about the sharp fluctuations inprogress being made by the federal gov-
employment and production that usuallyernment in reducing the size of the defi-
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cit was becoming more apparent. As dhe problems they encountered gener-
consequence, by the end of Septembaeally resulted in severe downward pres-
longer-term interest rates félk percent- sures on the foreign exchange values of
age point from their peaks in mid-April, their currencies; in many cases, steep
leaving them abou¥s percentage point depreciations occurred despite substan-
below their levels at the end of 1996.tial upward movement of interest rates.
The decline in interest rates, along withAsset values in Asia, notably equity and
continued reports of brisk growth inreal estate prices, also declined apprecia-
corporate profits, sparked increases ibly in some instances, leading to losses
broad indexes of equity prices of 20 perby financial institutions that had either
cent to 35 percent between April andnvested in those assets or lent against
September. them; nonfinancial firms began to
Even with a more moderate pace ofencounter problems servicing their obli-
growth, labor markets continued togations. In many instances the debts of
tighten, generating concern among the@onfinancial and financial firms were
FOMC members over this period thatdenominated in dollars and unhedged.
rising costs might trigger a rise in infla- Concerted international efforts to bring
tion. Consequently, at its meetings fromeconomic and financial stability to the
May through November, the Committeeregion are under way, and some progress
adopted directives for the conduct ofhas been made, but it is evident that in
policy that assigned greater likelihoodseveral of the affected economies the
to the possibility of a tightening of pol- process of adjustment will be painful.
icy than to the possibility of an easingMeanwhile, economic activity in Japan
of policy. Even though the Committeestagnated, in part because of the devel-
kept the nominal federal funds rateopments elsewhere in East Asia, and the
unchanged, it saw the rise in the realveaknesses in the Japanese financial
funds rate resulting from declining infla- system became more apparent.
tion expectations, together with the The steep depreciations of many
increase in the exchange value of thésian currencies contributed to a sub-
dollar, as providing some measure oftantial further appreciation of the U.S.
additional restraint against the possibl@ollar. Measured against a broad set
emergence of greater inflation pressure®f currencies that includes those of
In the latter part of the year, develop-the advanced developing countries of
ments in other parts of the world begamsia, the exchange value of the dollar,
to alter the perceived risks attending thedjusted for relative consumer prices,
U.S. economic outlook. Foreign econ-has moved up about 8 percent since
omies generally had seemed to be o@ctober and has increased about 16 per-
a strengthening growth path when theent from its level at the end of 1996.
Federal Reserve presented its midyedrhe dollar has also appreciated, on bal-
monetary policy report to the Congressaince, against an index of currencies of
last July. But over the remainder of thethe G-10 (Group of Ten) industrial coun-
summer and during the autumn, severgries; this G-10 trade-weighted index of
financial strains surfaced in a number oflollar exchange rates is up about 13 per-
advanced developing countries in Asiagent in nominal terms since the end of
weakening somewhat the outlook for1996.
growth abroad and thus the prospects The difficulties in Asia contributed to
for U.S. exports. Although the circum-additional declines o¥4 to ¥ percent-
stances in individual countries variedage point in the yields on intermediate-
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and long-term Treasury securities imegative effects of the Asian problems
the United States between mid-autumiseen by market participants as mostly
and the end of the year. These decreasésiited to particular sectors, broad
were due in part to an internationalindexes of equity prices have risen
flight to the safe haven of dollar assetsappreciably, many to new highs.
but they also reflected expectations that
these difficulties would exert a moderat-
ing influence on the growth of aggregateE
demand and inflation in the UnitedThe outlook for 1998 is clouded with a
States. Equity prices were quite volatilegreater-than-usual degree of uncertainty.
but showed little trend in the fourth Part of that uncertainty is a reflection of
quarter. In light of the ongoing difficul- the financial and economic stresses that
ties in Asia and the possible effects orhave developed in Asia, the full conse-
the United States, the FOMC not onlyquences of which are difficult to judge.
left interest rates unchanged in DecemBut there are some other significant
ber, but shifted its instructions to thequestion marks as well, many of them
Manager of the System Open Markegrowing out of the surprising perfor-
Account to symmetry between ease anthance of the U.S. economy in 1997:
tightening in the near term. Growth was considerably stronger and
Some spillover from the problems ininflation considerably lower than Fed-
Asia has recently begun to appear ireral Reserve officials and most private
reports on business activity in the Unitecanalysts had anticipated.
States. Customers in the advanced Some of the key forces that gave rise
developing countries reportedly haveto this favorable performance can be
canceled some of the orders they haceadily identified. An ongoing capital
previously placed with U.S. firms, andspending boom, encouraged in part
companies more generally are expres®y declining prices of high-technology
ing concerns about the possibilities ofequipment, provided stimulus to aggre-
both reduced sales to Asia and morgate demand and at the same time cre-
intense price competition here as thated the additional capacity to help meet
result of the sharp changes in exchangtat demand. A further jump in labor
rates. Nonetheless, the available statigroductivity that was fueled partly by
tics suggest on balance that overalthe buildup of capital helped firms over-
growth of output and employment hascome the production and pricing chal-
remained brisk in the early part of 1998lenges posed by tight labor markets. A
Confronted with the marked crosscursurprisingly robust stock market bol-
rents described above—involving bothstered the finances of households and
upside and downside risks to the growtlenabled them to spend more freely. Fall-
of output and prospects for inflation—ing world oil prices reduced the prices
the FOMC earlier this month once agairof petroleum products and helped
chose to hold its federal funds ratehold down the prices of other energy-
objective unchanged. In credit marketsintensive goods. Finally, a rising dollar
interest rates have fallen further thismposed additional restraint on inflation,
year as the effects of the Asian turmoilas prices of imported goods fell appre-
seemed even more likely to restrain angiably. Circumstances as favorable as
tendencies toward unsustainable growtthose of 1997 are not likely to persist,
and greater inflation in the Unitedalthough several elements in the recent
States. With interest rates lower and thenix could help maintain, for some time,

conomic Projections for 1998



42  85th Annual Report, 1998

a more favorable economic performanceveaknesses in Asian economies and by
than historical relationships wouldthe lagged effects of the appreciation
suggest. of the dollar since 1995. Moreover, with
In assessing the situation, the memthe rise in the dollar's value making
bers of the Board of Governors and themports less expensive, some U.S. busi-
Reserve Bank presidents, all of whormesses and consumers will likely switch
participate in the deliberations of thefrom domestic to foreign sources for
FOMC, think that the most likely out- some of their purchases. But the timing
come for 1998 will be one of moderateand magnitude of these developments
growth, low unemployment, and low are hard to predict.
inflation. Most of them have placed their In contrast to the slower growth that
point estimates of the rise in real grosseems to be in prospect for exports,
domestic product from the fourth quar-domestic spending seems likely to main-
ter of 1997 to the fourth quarter of 1998tain considerable strength in coming
in the range of 2 percent t&¥2 percent. quarters. Households as a group are
The civilian unemployment rate in thequite upbeat in their assessments of their
fourth quarter of 1998 is expected to bgpersonal finances—as might be expected
at about its recent level. For the mosin conjunction with expanding job
part, the forecasts have the total conepportunities, rising incomes, and huge
sumer price index for all urban con-gains in wealth. Recently, many house-
sumers rising between¥1 percent and holds have taken advantage of lower
2% percent this year. These predictiondong-term interest rates by refinancing
do not differ appreciably from those their home mortgages, and this will pro-
recently put forth by the Administration. vide a little additional wherewithal for
Although developments in Asia overspending. Moreover, the decline in mort-
the past few months have not yetgage rates is also bolstering housing
affected aggregate U.S. economic pereonstruction.
formance in a measurable way, these Business outlays for fixed investment
influences will likely become more vis- seem likely to advance at a relatively
ible in coming months. Growth of U.S. brisk pace in the coming year, although
exports is expected to be restrained bgains as large as those of the past couple

Economic Projections for 1998
Percent

Federal Reserve governors
and Reserve Bank presidents
Indicator Administration
Central
Range tendency
Change, fourth quarter
to fourth quarte#
Nominal GDP ...t . B3-5 Fa—bY> 4.0
RealGDP ... ...t . 31-3 2-2s 2.0
Consumer price iNdeX. ...............oo..n. . L-2Y> 1¥4—2Ya 2.2
Average level,
fourth quarter
Civilian unemploymentrate ............... 4>-5 about 4 5.0

1. Change from average for fourth quarter of 1997 to 2. Chain-weighted.
average for fourth quarter of 1998. 3. All urban consumers.
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of years may be difficult to match. Out-pay increases will eventually squeeze
lays for computers, which have domi-profit margins and place upward pres-
nated the investment surge of the pastures on prices, even with exceptional
few years, should climb substantiallyproductivity gains. The strains in labor
further as businesses press ahead witharkets therefore constitute an ongoing
new investment in the latest technolinflationary risk that will have to be
ogies, encouraged in part by ongoingnonitored closely.
price declines. With labor markets tight, In the near term, however, there are
firms continue to see capital investmenseveral factors that should lessen the
as the key in efforts to increase effi-risk of a step-up in inflation. Manu-
ciency and maintain competitivenessfacturing capacity remains ample, and
Internally generated funds remain adebottlenecks are not hampering produc-
quate to cover the bulk of businessestion. The recent appreciation of the dol-
investment outlays, and those firms turnkar should damp inflation both because
ing to the debt and equity markets areof falling import prices and because the
most often finding financing generouslyadded competition from imports may
available on good terms. Inventoryinduce domestic producers to hold down
growth will likely put less pressure on prices. Oil prices have weakened con-
business cash flow this year; after addsiderably since the latter part of 1997 in
ing to stocks at a substantial clip inresponse to abundant supplies, the soft-
1997, businesses seem likely to scalening of demand in Asia, and a mild
back such investment somewhat, espavinter. Ample supplies and the prospect
cially as they perceive a moderation inof softer global demand have been
sales increases. depressing the prices of many other
The Federal Reserve policymakerscommodities, both in agriculture and in
forecasts of the average unemploymerihdustry. Perhaps most important, as the
rate in the fourth quarter of 1998 arelow level of inflation that has prevailed
mostly around # percent. The persis- in recent years gets built into wage
tence for another year of this degree ohgreements, other contracts, and indi-
tightness in the labor market means thatiduals’ inflation expectations, it will
firms will likely continue to face diffi- provide an inertial force helping sustain
culties in finding workers and that hiringthe favorable price performance for a
and retaining workers could becomeime.
more costly. Indeed, there are indica- Although many of the factors cur-
tions that wage inflation picked up fur-rently placing restraint on inflation are
ther at the end of last year. Improve-not necessarily long lasting, the Com-
ments in labor productivity have becomenmittee judged that their effect in 1998
more sizable in the past couple of yearsyould about offset the pressures from
and if such gains can be extended, wagight labor markets. Consequently, the
increases of the magnitude of those oBoard members and Reserve Bank
1997 need not translate into greater pricpresidents anticipate that the rate of
inflation. The more rapid growth in pro- price inflation will change little this
ductivity is consistent with the high year. Again in 1998, the FOMC will be
level of capital investment in recentmonitoring a variety of price measures
years, but the extent to which the trendn addition to the CPI for indications of
in productivity has picked up is still changes in inflation and will be assess-
uncertain. Furthermore, if momentum ining movements in the CPI in the context
nominal wages continues to build, theof ongoing technical improvements by
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the Bureau of Labor Statistics that arelhat drift probably reflected some con-
likely to damp the reported 1998 rise intinued, albeit more moderate, redirec-
that index. tion of savings into bond and equity
markets, especially through the purchase
of mutual funds. However, last year the
Money and Debt Ranges for 1998 drift abated. There was little change, on
In establishing the ranges for growth ofbalance, in the opportunity cost of hold-
broad measures of money over 1998, thimg M2, and M2 velocity also was about
Committee recognized the considerablenchanged, as M2 grew¥5 percent,
uncertainty that still exists about thenearly the same as nominal GDP. Never-
behavior of the velocities of these aggretheless, the upward drift could resume in
gates. The velocity of M3 (the ratio of the years ahead as financial innovations
nominal GDP to the monetary aggre-or perceptions of attractive returns lead
gate) in particular has proved difficulthouseholds to further shift their savings
to predict. Last year, the growth of thisaway from M2 balances. Or velocity
aggregate relative to spending wasnight be pushed downward if volatility
affected by the rapid increase in deposier setbacks in bond and stock mar-
tory credit and by the way in which thatkets were to lead investors to seek the
increase was funded, as well as by theafety of M2 assets, which have stable
changing cash management practices @frincipal.
corporations, which have been using the In light of the uncertainties about the
services of institution-only money fundsbehavior of velocities, the Committee
in M3. These factors boosted M3 growthfollowed its practice of recent years and
last year to 81 percent, 3 percentageestablished the ranges for 1998 not as
points faster than nominal GDP—anexpectations for actual money growth,
unusually large decline in M3 velocity. but rather as benchmarks for M2 and
Going forward, it seems likely that M3 M3 behavior that would be consistent
growth will continue to be buoyed by with sustained price stability, assuming
robust credit growth at depositories andrelocity change in line with pre-1990
continuing shifts in cash managementhistorical experience. Thus, the ranges
Thus, its velocity is likely to decline for fourth-quarter to fourth-quarter
further, though the amount of decline isgrowth are unchanged from those in
difficult to predict. 1997: 1 percent to 5 percent for M2, and
The relationship of M2 to spending in 2 percent to 6 percent for M3. Given the
recent years has come back more intoentral tendency of the Committee’s
line with historical patterns in which the forecast for growth of nominal GDP of
velocity of M2 tended to be fairly con-
stant, except for the effects of the changranges for Growth of Monetary
ing opportunity cost of M2—the spreadand Debt Aggregates
between vyields that savers could earpgcent
holding short-term market instruments
and those that they could earn holding Aggregate 1996 1997 1998
M2. In the early 1990s, M2 velocity
departed from this pattern, rising sub-mg ---------
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unusual shift of the early 1990s died o on . R o o

H H H OTE. ange Irom average for four quarter o
out, M2 ve!ocny contlnued' to drift preceding year to average for fourth quarter of year
somewhat higher from 1994 into 1997 indicated.
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3%4 percent to #- percent, M2 is likely credit, and, from April onward, declin-
to be in the range, perhaps in the uppéang intermediate- and long-term interest
half, if short-term interest rates do notrates. In the aggregate, private domestic
change much and velocity continuespending on consumption and invest-
recent patterns. For M3, however, a conment rose nearly 5 percent on an
tinuation of recent velocity behavior inflation-adjusted basis. The strength of
could imply growth around the upperspending, along with a further sizable
end of, if not above, the price-stability appreciation of the foreign exchange
range. value of the U.S. dollar, brought a surge
Debt of the nonfinancial sectors grewof imports, the largest in many years.
434 percent in 1997, near the middle ofExport growth, while lagging that of
the range of 3 percent to 7 percent estabmports, also was substantial despite the
lished by the Committee last Februaryappreciation of the dollar and the emer-
As with the monetary aggregates, thegence after midyear of severe financial
Committee has left the range for debdifficulties in several foreign economies,
unchanged for 1998. The range it haparticularly among the advanced devel-
chosen encompasses the likely growtbping countries in Asia.
of debt given Committee members’ Meanwhile, inflation slowed from the
forecasts of nominal GDP. Except foralready reduced rates of the previous
the 1980s, the growth of debt has tendetew years. Although wages and total
to be reasonably in line with the growthhourly compensation accelerated in a
of nominal GDP. tight labor market, the inflationary
Although the ranges for money andimpulse from that source was more than
debt are not set as targets for monetargffset by other factors, including rising
policy in 1998, the behavior of thesecompetition from imports, the price
variables, interpreted carefully, can atestraint from increased manufacturing
times provide useful information aboutcapacity, and a sizable gain in labor
the economy and the workings of theproductivity.
financial markets. The Committee will
continue to monitor the movements of
money and debt—along with a wideThe Household Sector
variety of other financial and eco-
nomic indicators—to inform its policy
deliberations.

Consumption Spending, Income,
and Saving

Bolstered by increases in income and
wealth, personal consumption expendi-
. tures rose substantially during 1997—
[E)g;/lglggr&ents in 1997 and a}bout F4 percent, ac_cording to the ini-
tial estimate. Expenditures strengthened
The past year has been an exceptionallpr a wide variety of durable goods.
good one for the U.S. economy. InitialReal outlays on home computers con-
estimates indicate that real GDPtinued to soar, rising even faster than
increased nearly 4 percent over the fouthey did over the previous few years.
quarters of 1997. Household and busStrength also was reported in purchases
iness expenditures continued to risef furniture and home appliances—
rapidly, owing in part to supportive products that tend to do well when home
financial conditions, including a strongsales are strong. Consumer expenditures
stock market, ample availability of on motor vehicles rose moderately, on

Economic and Financial
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net, more than reversing the smalfor the construction of multifamily units
declines of the previous two years. Reatontinued to recover from the extreme
expenditures on services increased moilews that were reached earlier in the
than 4 percent in 1997, the largest gainlecade. Real outlays for home improve-
of recent years. Personal service categoaents and brokers’ commissions, cate-
ries such as recreation, transportatiorgories that have a combined weight of
and education recorded large increasemore than 35 percent in total residential
Consumers also boosted their outlaygvestment, moved up substantially from
for business services, including outlayshe final quarter of 1996 to the final
related to financial transactions. quarter of 1997. Spending on mobile
Real disposable personal income—homes, a small part of the total, also
after-tax  income  adjusted foradvanced.
inflation—is estimated to have increased The indicators of single-family hous-
about 34 percent during 1997, a gaining activity were almost uniformly
that was exceeded on only one occasiostrong during the year. Sales of houses
in the previous decade. Income wasurged, driven by declines in mortgage
boosted this past year by sizable gains imterest rates and the increasingly
wages and salaries and by another yeéavorable economic circumstances of
of large increases in dividends. households. Annual sales of new single-
Measured in terms of annual averfamily houses were up about/s per-
ages, the personal saving rate fell furthecent from the number sold in the pre-
in 1997, according to current estimatesceding year, and sales of existing homes
The 1997 average of 3.8 percent wasnoved up about 3 percent. House prices
about ¥2 percentage point below themoved up more quickly than prices
1996 average and roughly a full perin general. Responding to the strong
centage point below the 1995 averagedemand, starts of new single-family
It also was the lowest annual readingunits remained at a high level, only a
in several decades. Various surveys dbuch below that of 1996; the annual
households show consumers to havitals for single-family units have now
become increasingly optimistic aboutexceeded 1 million units for six con-
prospects for the economy, and this rissecutive years, putting the current
ing degree of optimism may have ledexpansion in single-family housing con-
them to spend more freely from currentstruction nearly on a par with that of
income. Support for additional spendinghe 1980s in terms of longevity and
came from the further rise in the stockstrength. In January of this year, starts of
market, as the capital gains accruing tand permits for single-family units were
households increased the chances dbth quite strong.
their meeting longer-run net worth Starts of multifamily units increased
objectives even as they consumed & 1997 for the fourth year in a row and
larger proportion of currentincome.  were about double the record low of
1993. The increased construction of
these units was supported by a firming
of rents, abundant supplies of credit, and
Preliminary data indicate that real resi-a reduction in vacancy rates in some
dential investment increased nearlymarkets. The national vacancy rate came
6 percent during 1997. Real outlays fodown only slightly, however, and it has
the construction of new single-family reversed only a portion of the sharp
structures rose moderately, and outlaysin-up that took place in the 1980s. This

Residential Investment
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January, starts of multifamily units fell An element in the slowing of con-
back to about the 1997 average aftesumer credit growth may have been
having surged to an exceptionally highassessments by some households that
level in the fourth quarter. they were reaching the limits of their
The home-ownership rate—the num-<capacity for carrying debt and by some
ber of households that own their dwell-lenders that they needed to tighten selec-
ings divided by the total number oftively their standards for granting new
households—moved up further in 1997]oans. In the mid-1990s, the percentage
to about 634 percent, a historical high. of household income required to meet
The rate had fallen in the 1980s but haslebt obligations rose to the upper end of
risen almost 2 percentage points in thigts historical range, in large part because
decade. of a sharp rise in credit card debt.
Between 1994 and 1996 personal bank-
ruptcies grew at more than a 20 percent
annual rate, to some extent because
Household net worth appears to havef households’ rising debt burden; a
grown roughly $3> trillion during 1997, change in the federal bankruptcy law
ending at its highest multiple relative toand a secular trend toward associating
disposable personal income on recordess social stigma with bankruptcy also
Most of this increase in net worth wasmay have contributed. Over the same
the result of upward revaluations ofperiod, delinquency and charge-off
household assets rather than additionaates on consumer loans increased
saving. In particular, capital gains onsignificantly.
corporate equities accounted for about Last year, however, because the
three-fourths of the increase in nefgrowth of household debt only slightly
worth. Flows of household assets intmutpaced that of income while interest
mutual funds, pensions, and other vehirates drifted lower, the household debt-
cles for holding equities indirectly were service burden did not change. Reflect-
exceeded by outflows from directly helding in part the stability of the aggregate
equities. household debt burden, delinquency
Household borrowing not backed byrates on many segments of consumer
real estate, including credit card balcredit plateaued, although charge-off
ances, auto loans, and other consumeates generally continued to rise some-
credit, increased 3% percent in 1997. what. Personal bankruptcies advanced
These obligations grew at double-digitagain last year but showed some signs
rates in 1994 and 1995, but their growttof leveling off in the third quarter.
has slowed fairly steadily since then. Some of the apparent leveling out of
Mortgage borrowing, by contrast, hashousehold debt-repayment problems
experienced relatively muted swings inmay also have resulted from efforts by
growth during the current expansionlenders to stem the growth of losses on
Home mortgages are estimated to haveonsumer loans. For the past two years,
grown 7 percent last year, only a bita large percentage of the respondents to
slower than in 1996. Within this cate-the Federal Reserve’s quarterly Senior
gory of credit, however, home equityLoan Officer Opinion Survey on Bank
loans have advanced sharply, reflectingending Practices have reported tight-
in part the use of these loans in refinancened standards on consumer loans. But
ing and consolidating credit card andhe percentages reporting tightening
other consumer obligations. have fallen a bit in the last few surveys,

Household Finance



48 85th Annual Report, 1998

suggesting that many banks feel thatontinued to be spurred by rapid growth
they have now altered their standardsf the economy, favorable financial con-
sufficiently. ditions, attractive purchase prices for
Although banks pulled back a bitnew equipment, and optimism about the
from consumer lending, most housefuture. Business outlays for equipment,
holds had little trouble obtaining creditwhich account for more than three-
in 1997. Bank restraint has most comfourths of total business fixed invest-
monly taken the form of imposing lower ment, moved up about 12 percent this
credit limits or raising finance chargespast year, making it the fourth year of
on outstanding balances; credit cardhe last five in which the annual gains
solicitations continued at a record pacehave exceeded 10 percent. As in previ-
Furthermore, many respondents to theus years of the expansion, real invest-
Federal Reserve’s January 1998 surveyent rose fastest for computers, the
of loan officers said their banks hadpower of which continued to advance
eased terms and standards on honrapidly at the same time their prices
equity loans, providing consumers easiecontinued to decline. Spending also
access to an alternative source ofmoved up briskly for many other types
finance. of equipment, including communica-
Mortgage rates fell last month to lev-tions equipment, commercial aircraft,
els that led many households to applyndustrial machinery, and construction
for loan refinancing. When householdsnachinery.
refinance, they may choose among Real outlays for nonresidential con-
options that have differing implications struction, the remaining portion of busi-
for cash flow, household balance sheetsiess fixed investment, declined some-
and spending. Some households mayhat in 1997 after moving up in each of
decide to reduce their monthly pay-the four previous years. Construction of
ments, keeping the size of their mort-office buildings continued to increase in
gages unchanged. Others may keep thei®97, but sluggishness was apparent in
monthly payments unchanged, eithethe expenditure data for many other
speeding up their repayments or increadypes of structures. Nonetheless, a tone
ing their mortgages and taking out castof underlying firmness was apparent in
in the process, perhaps to augment cucther indicators of market conditions.
rent expenditures. In any case, the wav¥acancy rates declined, for example,
of refinancings is likely having only a and rents seemed to be picking up. In
small effect on the overall economysome areas of the country, more builders
because the current difference betweehave been putting up new office build-
the average rate on outstanding mortings on “spec’—that is, undertaking
gages and the rate on new ones is natew construction before occupants have
very large. been lined up. The new projects are
apparently being spurred to some degree
by the ready availability of financing.
Business inventory investment picked
up considerably in 1997. According to
the initial estimate, the level of inven-
Adjusted for inflation, businesses’ out-tories held by nonfarm businesses rose
lays for fixed investment rose aboutabout 5 percent in real terms over the
8 percent during 1997 after gainingcourse of the year after increasing
about 12 percent during 1996. Spendingoughly 2 percent in 1996. Accumula-

The Business Sector

Investment Expenditures
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tion was especially rapid in the commerthe strong expansion of spending on
cial aircraft industry, in which produc- capital equipment and inventories. Fur-
tion has been ramped up in response tihermore, on net, firms continued to
a huge backlog of orders for new jetsretire a large volume of equity, adding
With the rate of inventory growth out- further to borrowing needs, as substan-
pacing the growth of final sales last yeartial gross issuance was swamped by
the stock-to-sales ratio in the nonfarnstock repurchases and merger-related
sector ticked up slightly, after a smallretirements. Given these financing
decline in the preceding year. Althoughrequirements, the growth of nonfinan-
inventory accumulation does not seential corporate debt picked up to more
likely to persist at the pace of 1997,than a 7 percent rate last year.
businesses in general do not appear to With the debt of nonfinancial corpora-
be uncomfortable with the levels oftions advancing briskly, the ratio of their
stocks they have been carrying. interest payments to cash flow was about
unchanged last year, after several years
of decline that had left it at quite a low
level. Consequently, measures of debt-
repayment difficulties also were very
The economic profits of U.S. corpo-favorable last year: The default rate on
rations (book profits after inventory corporate bonds remained extremely
valuation and capital consumptionlow, and the number of upgrades of debt
adjustments) increased at more than about equaled the number of down-
14 percent annual rate over the first thregrades. Similarly, only small percent-
quarters of 1997, and the profits of nonages of business loans at banks were
financial corporations from their domes-delinquent or charged off. The rate of
tic operations grew at a ¥3 percent business bankruptcies increased a bit but
annual rate. In the third quarter, nonwas still fairly low.
financial corporate profits amounted to Businesses continued to find credit
nearly 14 percent of that sector's nomi-amply supplied at advantageous terms
nal output, up from %2 percent in 1982 last year. The spread between yields on
and the highest share since 1969. Thmvestment-grade bonds and yields on
elevated profit share reflects both th&reasury securities of similar maturities
high level of cash flow before interestremained narrow, varying only a little
costs, which also stands at a multiyeaduring the year. The spreads on below-
peak relative to output, and the reducinvestment-grade bonds fell over the
tions in interest costs that have taketyear, touching new lows before widen-
place in the 1990s. Fourth-quarter profitng a bit in the fall and early this year;
announcements indicate that year-ovethe widening occurred in large part
year growth in earnings was fairly because these securities benefited less
strong; few corporations reported thafrom the flight to U.S. assets in response
they had experienced much fallout yeto events in Asia than did Treasury secu-
from the events in Asia, but manyrities. Banks also appeared eager to lend
warned that profits in the first half of to businesses. Large percentages of the
1998 will be significantly affected. respondents to the Federal Reserve's
Despite the rapid growth in profits, surveys, citing stiff competition as the
the financing gap for nonfinancialreason, said they had eased terms—
corporations—capital expenditures lesparticularly spreads—on business loans
internal cash flow—widened, reflectinglast year. Much smaller percentages

Corporate Profits
and Business Finance
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reported having eased standards on thesger 20 percent. The set of factors that
loans. The high ratios of stock prices tchave combined to bring about this result
earnings suggest that equity finance wascludes implementation of fiscal poli-
also quite cheap last year. Neverthelessjes aimed at reducing the deficit, which
the market for initial public offerings of has helped slow the growth of discre-
equity was cooler than in 1996—newtionary spending and spending on some
issues were priced below the expectedocial and health services programs, and
range more often than above it, andhe strength of the economy, which has
first-day trading returns were smaller orreduced outlays for income support.
average. In nominal terms, small to moderate

The pickup in business borrowingincreases were recorded in most major
was widespread across funding sourcesxpenditure categories in fiscal 1997.
Outstanding commercial paper, whichNet interest outlays, which have been
had declined a bit in 1996, posted strongccounting for about 15 percent of total
growth in 1997, as did bank businessunified outlays in recent years, rose only
loans. Gross issuance of bonds waa small amount in 1997, as did nominal
extremely high, particularly bonds with outlays for defense and those for income
ratings below investment grade. Suctsecurity. Expenditures on Medicaid rose
lower-rated bonds made up nearly halmoderately for a second year after hav-
of all issuance, a new record. Althoughing grown very rapidly for many years;
sales of new investment-grade bondspending in this category has been
slowed a bit in the fall, corporationsrestrained of late by the strong economy,
were apparently waiting out the mar-the low rate of inflation in the medical
ket volatility at that time, and issu- area, and policy changes in the Medi-
ance picked back up in January. Banks;aid program. Policy shifts and the
real estate investment trusts, andtrongeconomy also cut into outlays for
commercial-mortgage-backed securitiefood stamps, which fell about 10 percent
were the most significant sources ofn fiscal 1997. By contrast, spending on
funds for income properties—residentiaMedicare continued to rise at about three
apartments and commercial buildings—times the rate of total federal outlays.
the financing of which expanded furtherGrowth of outlays for social security
last year. also exceeded the rate of rise of total
expenditures.

Real federal outlays for consumption
and gross investment, the part of federal
spending that is counted in GDP, were
unchanged, on net, from the last quarter
of 1996 to the final quarter of 1997.
Real outlays for defense, which account
Nominal outlays in the unified budgetfor about two-thirds of the spending for
increased about %2 percent in fiscal consumption and investment, declined
year 1997 after moving up 3 percent irslightly, offsetting a small increase in
fiscal 1996. Fiscal 1997 was the sixttnondefense outlays. Because of much
consecutive year that the growth oflarger declines in most other recent
spending was less than the growth ofears, the level of real defense outlays at
nominal GDP. During that period, the end of 1997 was down about 22 per-
spending as a percentage of nominatent from its level at the end of the
GDP fell from about 22> percent to just 1980s; total real outlays for consump-

The Government Sector

Federal Expenditures, Receipts,
and Finance



Monetary Policy Reports, February 51

tion and investment dropped about Lastyear saw the firstissuance by the
14 percent over that period. Treasury of inflation-indexed securities.
Federal receipts rose faster than nomifhe Treasury sold indexed ten-year
nal GDP for a fifth consecutive year innotes in January and April of last year
fiscal 1997; receipts were ¥9 percent and again this January, and sold five-
of GDP last year, up from B% percent year notes in July and October; it also
in fiscal 1992. The ratio tends to riseannounced that it would sell indexed
during business expansions, mainlyhirty-year bonds this April. Investor
because of cyclical increases in the shariaterest in the securities at those auc-
of profits in nominal GDP. In the pasttions was substantial, with the ratios of
couple of years, the ratio also has beereceived bids to accepted bids resem-
boosted by the tax increases includetlling those for nominal securities. As
in the Omnibus Reconciliation Act of expected, most of the securities were
1993, by a rising income share of high-quickly acquired by final investors, and
income taxpayers, and by receipts fronthe trading volume as a share of the
surging capital gains realizations, whichoutstanding amount has been much
raise the numerator of the ratio but nosmaller than for nominal securities.
the denominator because capital gains An important macroeconomic impli-
realizations are not part of GDP. In fis-cation of the reduced federal deficit is
cal 1997, combined receipts from indi-that the federal government has ceased
vidual income taxes and social insurto be a negative influence on the level of
ance taxes, which account for abouhational saving. The improvement in the
80 percent of total receipts, moved ugdederal government’s saving position in
about 92 percent, even more than inrecent years has more than accounted
fiscal 1996. Receipts from the taxes orfor a rise in the total gross saving of
corporate profits were up about 6 perhouseholds, businesses, and govern-
centin fiscal 1997 after increasing aboutnents, from about 24 percent of gross
9% percent in the preceding fiscal yearnational product earlier in the decade,
The total rise in receipts in fiscal 1997 when federal government saving was at
coupled with the subdued rate ofa cyclical low and highly negative, to
increase in nominal outlays, resulted irmore than 17 percent in the first three
a budget deficit of $22 billion, down quarters of 1997. This rise in domestic
from $107 billion in the preceding fiscal saving, along with increased borrowing
yeatr. from abroad, has financed the rise in
With the budget moving close to bal-domestic investment in this expansion.
ance, federal borrowing slowed sharphstill higher rates of saving and invest-
last year. The Treasury responded to thenent were the norm a couple of decades
smaller-than-expected borrowing nee@go, when the personal saving rate was
by reducing sales of bills in order toa good bit above its level in recent
keep its auctions of coupon securitieyears.
predictable and of sufficient volume to
maintain the liquidity of the secondaryState and Local Governments
markets. The result was an unusually
large net redemption of bills, which atThe real outlays of state and local gov-
times pushed yields on short-term billsernments for consumption and invest-
down relative to yields on other Trea-ment moved up about 2 percent over
sury securities and short-term privatehe four quarters of 1997, similar to
obligations. the average since the start of the 1990s.
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Investment expenditures, which have State and local debt expanded about
grown about 22 percent per annum this 5% percent last year after changing little
decade, rose at only half that pace ifin 1996 and declining in the two preced-
1997, according to the initial estimate.ing years. In those earlier years, munici-
However, real consumption expendi{pal debt outstanding had been held down
tures increased ¥2 percent last year, by the retirement of bonds that were
a touch above the average for théadvance refunded” in the early 1990s.
decade. Compensation of governmenh such operations, funds that had earlier
employees, which accounts for aboubeen raised and set aside were used to
three-fifths of real consumption andrefund debt as it became callable. By the
investment expenditures, rose abouend of 1996, however, the stock of such
134 percent in 1997 and has increased atebt had apparently been largely worked
an annual rate of only about/dpercent down.
since the end of the 1980s.

The efforts of state and local govern-
ments to hold down their labor e%ense@demal Sector
are {;llso reflected in the recent data OB ade and the Current Account
nominal wages and hourly compensa-
tion. According to the employment costThe nominal trade deficit for goods and
indexes, hourly compensation of theservices was $114 billion in 1997, little
workers employed by state and locathanged from the $111 billion deficit in
governments increasedy2 percent in 1996. For the first three quarters of the
1997, a little less than in 1996 andyear, the current account deficit reached
the smallest annual increase in thé&160 billion at an annual rate, some-
seventeen-year history of the series. Theehat wider than the 1996 deficit of
increase in the average hourly wage 0$148 billion. This deterioration of the
state and local employees amounted tourrent account largely reflects contin-
about Z4 percent in 1997, roughly the ued declines in net investment income,
same as the gain in 1996. The averagehich for the first time recorded deficits
hourly cost of the benefit packages proin each of the first three quarters of the
vided to state and local employees rosgear.
only 1¥4 percent, a percentage point less The quantity of imports of goods and
than the increase in 1996. services expanded strongly during

With costs contained and receiptsl997—about 13 percent according to
continuing to rise with the growth of the preliminary estimates—as the very rapid
economy, financial pressures that wergrowth experienced during the first half
evident among state and local governef the year moderated slightly during
ments earlier in the expansion havehe second half. The expansion was
diminished. The increased breathingueled by continued vigorous growth of
room in the budgets of recent years i4J).S. GDP. Additional declines in non-
apparent in the consolidated currenbil import prices—related in large part
account of these governments: Surplusds the appreciation of the dollar—
in that account, excluding those that areontributed as well. Of the major trade
earmarked for social insurance fundscategories, increases in imports were
had dipped to a low of abou# percent sharpest for capital goods and consumer
of nominal receipts in 1991, but theygoods.
have been larger than 3 percent of Export growth was also strong in
receipts in each of the past three years.1997, particularly during the first half
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of the year. The quantity of exports ofstocks were a record $55 bhillion. In
goods and services rose nearly 11 pemddition, foreign direct investment in the
cent, after a rise of @ percent the pre- United States also posted a new high of
ceding year. Despite further apprecia$78 billion, as the strong pace of acqui-
tion of the dollar, exports acceleratedsitions of U.S. companies by foreigners
in response to the strength of economicontinued.

activity abroad. Output growth in most U.S. direct investment abroad in
of our industrial-country trading part-the first three quarters of 1997 also
ners firmed in 1997 from the moderateexceeded the 1996 pace, with a record
rates observed in 1996. Among oumet outflow of $88 billion. U.S. net pur-
developing-country trading partnerschases of foreign securities in the first
robust growth continued through muchthree quarters of 1997 were $74 billion,
of the year, but the onset of crises im little below the pace for 1996. How-
several Asian economies late in 199%ver, net purchases of stocks in Japan
led to abrupt slowdowns in economicand bonds in Latin America were up
activity. Growth of exports to Latin substantially. Banks in the United States
American countries and to Canada waseported a large increase in net claims
particularly strong. Exports to Westernon foreigners in the first quarter but only
Europe also increased at a healthy pace modest increase in the next two quar-

ters combined.

Capital Flows

In the first three quarters of 1997, IargeThe Labor Market

increases were reported in both foreig%
ownership of assets in the United State
and U.S. ownership of assets abroad,
reflecting the continued trend toward theéMore than 3 million jobs were added to
globalization of both financial marketsnonfarm payrolls in 1997—a gain of
and the markets for goods. Little evi-nearly 24 percent, measured from
dence of the gathering financial storm irDecember to December. Patterns of
Asia was apparent in the data on U.Shiring mirrored the broadly based gains
capital flows through the end of Sep-in output and spending. Manufactur-
tember. Foreign official assets in theing, construction, trade, transportation,
United States rose $46 billion in the firstfinance, and services all exhibited appre-
three quarters of 1997. The increasesiable strength. In manufacturing, the
were concentrated in the holdings 0ofl997 rise in the job count followed two
certain industrial countries and memyears of little change. Elsewhere, the
bers of OPEC. Although substantial,gains in 1997 came on top of substantial
these increases were below the pace famcreases in other recent years. Espe-
the first three quarters of 1996. cially rapid increases were posted this
In contrast, increases in assets held byast year in some of the services indus-
other foreigners in the first three quardries, including computer services,
ters of 1997 surpassed those recorded management services, education, and
1996. In particular, net purchases of U.Stecreation. Employment at suppliers of
Treasury securities by private foreignergpersonnel, a category that includes the
rose to $130 billion, net purchases ofgencies that supply help on a tempo-
U.S. corporate and other bonds reachetry basis, also increased appreciably in
$96 billion, and net purchases of U.S1997, but the gains in this category fell

mployment, Productivity,
nd Labor Supply
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considerably short of those seen inndividuals likely were in pursuits that
previous years of the expansion. Helptended to preclude their workforce par-
supply firms reported that shortages oficipation, such as retirement, schooling,
workers were limiting the pace of theiror housework. The percentage of the
expansion. working age population interested in
Labor productivity has risen rapidly work but not actively seeking it moved
over the past two years. Revised datdown further in 1997, to % percent in
show the 1996 gain in output per hourtthe fourth quarter, a record low in the
in the nonfarm business sector to haveéistory of the series, which began in
been about ¥4 percent, and the increasel970.
in 1997 was larger still—about}2 per-
cent, according to the first round of esti+ :
mates. Although the average rate of pro\_Nages and Hourly Compensation
ductivity increase since the end of theAccording to the employment cost
1980s still is only a little above 1 per-indexes, hourly compensation in pri-
cent per year, the data for the past tweoate industry increased 3.4 percent from
years provide hopeful indications thatDecember of 1996 to December of
sustained high levels of investment inl997. This rise exceeded that of the
new technologies may finally be transprevious year by 0.3 percentage point
lating into a stronger trend. and was 0.8 percentage point greater
The civilian unemployment rate fell than the increase of 1995. Although the
more than¥2 percentage point from the patterns of change in hourly pay have
fourth quarter of 1996 to the fourthvaried quite a bit by industry and occu-
quarter of 1997, to an average of juspation over the past two years, the
under 44 percent. The rate held steadyoverall step-up seems to have been
at this level in January of this year. Forprompted, in large part, by the tighten-
most of the past year, the rate has beeng of labor markets. The implementa-
running somewhat below the minimumtion of a higher minimum wage also
that was reached in the expansion of theeems to have been a factor in some
1980s. A variety of survey data indicateindustries and occupations, although its
that firms have had increased difficultyimpact is difficult to assess precisely.
filling jobs. The wage and salary component of
After moving up a step in 1996, thehourly compensation rose faster in 1997
labor force participation rate contin-than in any previous year of the expan-
ued to edge higher in 1997. Withoutsion. Annual increases in the employ-
the increment to labor supply fromment cost index for wages and sala-
increased participation over these twaies in private industry amounted to
years, the unemployment rate would.8 percent in both 1994 and 1995, but
have fallen to an even lower level.the increases of 1996 and 1997 were
Changes in the welfare system perhap3.4 percent and 3.9 percent respectively.
contributed to some extent to the smallWages and salaries in the service-
rise in participation in 1997, althoughproducing industries accelerated nearly
this effect is difficult to disentangle from a full percentage point in 1997, pushed
the normal tendency of participation toup, especially, by sharp pay increases in
rise when the labor market is tight. Everthe finance, insurance, and real estate
though one-third of the adult popula-sector, in which commissions and
tion remained outside the labor forcebonuses have recently been boosted
in 1997, the vast majority of thoseby high levels of mortgage refinancing



Monetary Policy Reports, February 55

and trading activity. By contrast, hourly slowed. The CPI excluding food and
wages in the goods-producing industrieenergy—a widely used gauge of the
slowed a couple of tenths of a percentunderlying trend of inflation—rose only
age point in 1997; the annual gains i?¥s percent in 1997 after increases of
these industries have been around 3 pe8- percent in 1995 and¥2 percent in
cent, on average, in each of the past si¥996. The CPI for commodities other
years. than food and energy rose abdttper-
Although the costs of the fringe bene-cent over the four quarters of 1997 after
fits that companies provide to theirmoving up slightly more than 1 percent
employees also picked up in 1997, thén 1996. Price increases for non-energy
yearly increase of 2.3 percent was noservices, which have a much larger
large by historical standards. As in otheweight than commodities in the core
recent years, benefit costs in 1997 wer€PI, also slowed a little in 1992 3 per-
restrained by a variety of influencescent rise during the year was about
Most notably, the price of health care¥s percentage point less than the
continued to rise at a subdued pace, andcrease during 1996. Only small por-
the ongoing strength of the economytions of the slowdowns between 1996
limited the need for payments by firmsand 1997 in the total CPI and in the CPI
to state unemployment trust funds. Evemxcluding food and energy were the
though some firms reported seeingesult of technical changes implemented
renewed sharp increases in health cafgy the Bureau of Labor Statistiés.
costs during the year, the employment Other measures of aggregate price
cost data suggest that most firms stilthange also decelerated in 1997. The
were keeping those costs under fairlychain-type price index for gross domes-
tight control. tic purchases—the broadest measure of
With nominal hourly compensation in prices paid by U.S. households, busi-
almost all industries moving ahead at anesses, and governments—increased
faster pace than inflation, workers’ payabout %2 percent during 1997 after
generally increased in real terms, ananoving up 24 percent in 1996. The
the real gains were substantial in manghain-type price index for gross domes-
occupations. Indeed, the employmentic product, a measure of price change
cost index does not capture some of théor the goods and services produced in
forms of compensation that employershis country (rather than the goods and
have been using to attract and retaiservices purchased), increases: per-
workers—stock options and signing

bonuses, for example. -
1. Over the past three years, the Bureau of

Labor Statistics has introduced a number of techni-
Prices cal changes in its procedures for compiling the
CPI, with the aim of obtaining a more accurate

Indications of a slowing of inflation in measure of price change. Typically, the changes
1997 were widespread in the Variougave only a small effect on the results for any

N t . h T@articular year, but their cumulative effects are
measures or aggregate price change. Tlgmnewhat larger and are tending to hold down the

consumer price index, which had pickedeported increases of recent years relative to what
up to more tha a 3 percent rate of rise would have been reported with no changes in

over the four quarters of 1996, increaseg@rocedures. Apart from the procedural changes,

. he reported rate of rise from 1998 forward will
slightly less than 2 percent over the fOUII so be affected by an updating of the CPI market

quarters of 1_997 as energy prices tUrN€gasket, an action that the BLS undertakes approxi-
down and increases in food pricesnately every ten years.
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Alternative Measures of Price Change postwar business expansions. A gain in
Percent manufacturing production of more than
) 6 percent this past year was accompa-
Price measure 1996 1997 njed by only a moderate increase in the
) ) factory operating rate, which, at year-
Fixed-weight . .
Consumer price index. ... 3.2 19 end, remained well below the highs
Excluding food and energy ... 2.6 22 reached in other recent expansions and
Chain-type _ the peak for this expansion, which was
Personal consurption 27 1s  recorded about three years ago.
. Excltédmg f?od anfﬂ] energy .. 3-3 L }1-6 Reflecting the ample domestic supply
ross aomestic rchases.... . . e
Gross domestzc Bgoduct ....... 2.3 1.8 and the effects of Compet|t|on from

goods produced abroad, the producer
NoTE. Chag@:gsthaerefoz?tshedut;r:t ;“Sfﬁg x;ﬁgjﬁa?e rice index for finished goods declined
z;emnt]r?:?g{ﬁth quarter of theqpreceding yea):. bout¥s percent from the fourth quarter
of 1996 to the fourth quarter of 1997,
excluding food and energy, it rose only
cent in the latest year after risingfractionally. Prices of domestically pro-
2¥4 percent in 1996. The steeper slowduced materials (other than food and
ing of the price index for aggregate pur-energy) also rose only slightly, on net.
chases relative to that for aggregate profhe prices of raw industrial commodi-
duction was largely a reflection of theties, many of which are traded in inter-
prices of imports, which fell faster in national markets, declined over the year;
1997 than in 1996. Falling computerthe weakness of prices in these markets
prices were an important influence onwas especially pronounced in late 1997,
many of these measures of aggregatehen the crises in Asia were worsening.
price change—more so than on the CPIndustrial commodity prices fell further
which gave small weight to computersin the first couple of weeks of 1998,
through 1997 but has started weightindut they since have changed little, on
them more heavily this year. balance. The producer price index fell
In real terms, imports of goods andsharply in January of this year; the index
services account for approximatelyexcluding food and energy declined
15 percent of the total purchases oslightly.
households, businesses, and govern- After moving up more than 4 percent
ments located in the United States. Buin 1996, the consumer price index for
that figure probably understates thdood increased only3 percentin 1997.
degree of restraint that falling importimpetus for the large increase of 1996
prices have imposed on domestic inflahad come from a surge in the price of
tion, because the lower prices forgrain, which peaked around the middle
imports also make domestic producersf that year; since then, grain prices
of competing products less likely tohave dropped back considerably. An
raise prices. Prices have also beeacho of the up-and-down price pattern
restrained by large additions to manfor grains appeared at retail in the form
ufacturing capacity in this country, of sharp price increases for meats, poul-
amounting to more than 5 percent intry, and dairy products in 1996 followed
each of the past three years; this capaty small to moderate declines for most
ity growth helped to stave off the bottle-of those products in 1997. Moderate
necks that so often have developegrice increases were posted at retail for
in the more advanced stages of othemost other food categories last year.
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The CPI for energy has traced out aron their books expanding¥s percent,
even bigger swing than the price of foodup appreciably from growth in 1996.
over the past two years—a jump ofThe growth of bank credit, adjusted to
7%> percent over the four quarters ofremove the effects of mark-to-market
1996 was followed by a decline of aboutaccounting rules, accelerated to an
1 percent over the four quarters of 19978%4 percent pace, the largest rise in ten
As is usually the case in this sector, the/ears; and banks’ share of domestic non-
key to these developments was the pricBnancial debt outstanding climbed to its
of crude oail, which in 1997 more thanhighest level since 1988. Bank credit
reversed the run-up of the precedingccelerated in part because banks’ hold-
year. Prices of oil have been held dowrings of securities—which had run off
in recent months by ample world sup-n 1995 and had been flat in 1996—
plies, the economic problems in Asia,expanded at a brisk pace last year; secu-
and a mild winter. rities account for one-fourth of total

Survey data on inflation expectationsbank credit. Loans, which make up the
mostly showed moderate reductions durremainder of bank credit, also advanced
ing 1997 in respondents’ views of thea bit more quickly last year than in
future rate of price increase, and somé&996, though more slowly than in 1995.
of the survey data for early 1998 have The increase in bank loans occurred
shown a more noticeable downwarddespite a net decline in consumer loans
shift in inflation expectations. A lower- on banks’ books resulting both from
ing of inflation expectations has longsharply slower growth in loans origi-
been viewed as an essential ingrediemtated by banks and from continued
in the pursuit of price stability, and the securitization of those loans. Real estate
recent data are a sign that progress isans at banks, by contrast, posted solid
still being made in that regard. growth last year. This category of credit
benefited from a pickup in home mort-
gages, the rapid growth in home equity
loans, which were substituting in part
for consumer loans, an acceleration
in commercial real estate lending, and
the acquisition of thrift institutions by
The debt of the domestic nonfinanciabanks. Commercial and industrial loans
sectors grew at a34 percent rate last expanded considerably last year, reflect-
year, somewhat below the midpoint ofing both the general rise in the demand
the range established by the FOMC andly businesses for funds and an increase
less than in 1996, when it grewbper- in banks’ share of the nonmortgage bus-
cent. The deceleration was accountethess credit market as they competed
for entirely by the federal component,vigorously for business loans by easing
which, because of the reduced budgeterms.
deficit, rose less than 1 percent last year The rapid growth of banks’ assets was
after having risen 3 percent in 1996. facilitated by their continued high profit-
Nonfederal debt grew 6 percent, a bi@bility and abundance of capital; at the
more than in 1996, as the pickup inend of the third quarter, nearly 99 per-
business borrowing more than offset theent of bank assets were at well-
deceleration of household debt. capitalized institutions. Problems with

Depository institutions increased theirthe repayment performance of consumer
share of credit flows in 1997, with creditloans—which, while not deteriorating

Credit, Money, Interest Rates,
and Equity Prices

Credit and Depository Intermediation



58 85th Annual Report, 1998

further, remained elevated by historical Although growth of M2 did not match
standards—hurt some banks; howevethat of M3, it increased at a brisk
overall loan delinquency and charge-of6%2 percent rate last year. As the Com-
rates stayed quite low, and measures ohittee had anticipated, the aggregate
banks’ profitability persisted at the ele-was somewhat above the upper bound
vated levels they have occupied for sevef its 1 percent to 5 percent annual
eral years. Profits at a few large bankange, which also had been chosen to
holding companies were reduced in thée consistent with expected M2 growth
fourth quarter by trading losses resultinginder conditions of price stability. Be-
from the events in Asia. Nonethelessgause short-term interest rates responded
the profits of the industry as a wholeonly slightly to System tightening in
remained robust. March, the opportunity cost of holding
The profits and capital levels of thrift M2—the interest earnings forgone by
institutions, like those of banks, wereowning M2 assets rather than money
high last year, and the thrifts also were
aggressive lenders. The outstandin
amount of credit extended by thrifts%rowth of Money and Debt
grew at about a % percent pace last """

year, but this sluggishness reflected Domestic
entirely the acquisitions of thrifts by Period ML | M2 | M3 | non
. . inancial
commercial banks; among thrifts not debt
acquired during the year, asset growth
imi Al r
was similar to that of banks. o 63 42 58 9.9
iggg ........... 4g g; 28 ?g
The Monetary Aggregates 1900, 42 a1 18 68
Boosted in part by the need to fundiges "l 1y 18 & 47
substantial growth in depository credit,1993........... 06 13 11 5.1
. 994. .. ........ 25 .6 1.7 5.1
M3 shot up last year, expandin§8per-
cent; this growth was well above thejdes----------- & 32 &1 25
2 percent to 6 percent annual rangey997........... -12 56 8.7 4.7
which was intended to suggest the ratg, ,qeny
of growth over the long run consistent(%r}’nqal ratey 60 5
with price stability. M3 was augmented1 7'821 ''''''''''''''' :i;g‘ f{ji 77 3:7
by a shift in sources of funding—mostly Q3 ....... 3 54 81 4.1
. h 4 . 8 6.8 9.8 5.2
at U.S. branches and agencies of foreign

banks—from borrowings from related Nore. M1 consists of currency, travelers checks, de-

offices abroad, which are not included irmand deposits, and other checkable deposits. M2 consists
. P . f M1 plus savings deposits (including money market
M3’ to large time deposns issued in th eposit accounts), small-denomination time deposits, and

United States, which are. Also contribut-balances in retail money market funds. M3 consists of M2

ing to th trenath in M3 was rapid Plus large-denomination time deposits, balances in institu-
g to € streng 3 S pCItional money market funds, RP liabilities (overnight and

gquth in institutior_l-only money fUﬂdS! term), and Eurodollars (overnight and term). Debt con-
which reflected gains by these funds irsists of the outstanding credit market debt of the U.S.

] overnment, state and local governments, households and
the pI’OVISI(_)n of Corporate. cash manageﬁonprofit organizations, nonfinancial businesses, and
ment services. Corporatlons that Mahnfarms.

age their own cash often keep their 1. From average for fourth quarter of preceding year to
: verage for fourth quarter of year indicated.
funds in short-term assets that are n(ﬁ 2. From average for preceding quarter to average for

included in M3. quarter indicated.
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market instruments such as Treasury M1 fell 1%4 percent last year. As has
bills—was about unchanged over thebeen true for the past four years, the
year. As M2 grew at about the same ratgrowth of this aggregate was depressed
as nominal GDP, velocity was alsoby the adoption by banks of retail sweep
essentially unchanged. The ups ang@rograms, whereby balances in trans-
downs of M2 growth last year mirrored actions accounts, which are subject to
those of the growth in nominal output.reserve requirements, are “swept” into
M2 expanded much more slowly in thesavings accounts, which are not. Sweep
second quarter than in the first, consisprograms benefit depositories by reduc-
tent with the cooling of nhominal GDP ing their required reserves, which earn
growth and almost unchanged opportuno interest. At the same time, they do
nity costs. In the second half of the yearnot restrict depositors’ access to their
M2 growth picked up, again pacing thefunds for transactions purposes, because
growth of nominal GDP. In the fall, M2 the funds are swept back into transac-
may also have been boosted a little byions accounts when needed. The initia-
the volatility in equity markets, which tion of programs that sweep funds out
may have led some households to seedd NOW accounts—until last year the
the relative safety of M2 assets. most common form of retail sweep
For several decades before 1990, Mprograms—appears to be slowing, but
velocity responded positively to changesweeps of household demand deposits
in its opportunity costs and otherwisehave picked up, leaving the estimated
showed little net movement over time.total amount by which sweep account
This pattern was disturbed in the earlypalances increased last year similar
1990s in part by households’ apparento that in 1996. Adjusted for the initial
decision to shift funds out of lower- reduction in transactions accounts
yielding M2 deposits into higher- resulting from the introduction of new
yielding stock and bond mutual funds,sweep programs, M1 expandethper-
which raised M2 velocity even as oppor-cent, a little above its sweep-adjusted
tunity costs were declining. The move-growth in 1996.
ments in the velocity of M2 from 1994 The drop in transactions accounts
into 1997 appear to have again beewaused required reserves to fal=per-
explained by changes in opportunitycent last year. Despite this decline, the
costs, along with some residual upwaranonetary base grew 6 percent, boosted
drift. This drift suggests that someby a hefty advance in currency. Cur-
households may still have been in theency again benefited from foreign
process of shifting their portfolios demand, as overseas shipments contin-
toward non-M2 assets. There was naled at the elevated levels seen in recent
uptrend in velocity over the second halfyears. Moreover, domestic demand for
of last year, perhaps because of theurrency expanded sharply in response
declining yields on intermediate- andto the strong domestic spending.
long-term debt and the greater volatility The Federal Reserve has been con-
and lower average returns posted bgerned that as the steady decline in
stock mutual funds. However, given therequired reserves of recent years is
aberrant behavior of velocity during theextended, the federal funds rate may
1990s in general, considerable uncemecome significantly more volatile.
tainty remains about the relationshipRequired reserves are fairly predictable
between the velocity and opportunityand must be maintained on only a two-
cost of M2 in the future. week average basis. As a result, the
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unavoidable daily mismatches betweenminless the Federal Reserve took counter-
reserves made available through opewailing action. Over the late spring and
market operations and desired reservesimmer, however, as growth moderated
typically have been fairly small, andsome and inflation remained subdued,
their effect on the federal funds rate hashese concerns abated significantly, and
been muted. However, banks also holtbnger-term interest rates declined. Fur-
reserve balances at the Federal Reserttger reductions came in the latter part of
to avoid overdrafts after making pay-the year as economic problems mounted
ments for themselves and their customin Asia. On balance, between the end of
ers. This component of the demand fod996 and the end of 1997, the yields on
reserves is difficult to predict, variesten-year and thirty-year Treasury bonds
considerably from day to day, and musfell about 70 basis points. Early this
be fully satisfied each day. As requiredyear, with the economic troubles in Asia
reserves have declined, the demand farontinuing, the desire of investors for
balances at the Federal Reserve hdsss risky assets, along with further
become increasingly dominated by thesesductions in the perceived risk of strong
more changeable daily payment-relatedgrowth and higher inflation, pushed
needs. Nonetheless, federal funds volasdelds on intermediate- and long-term
tility did not increase noticeably last Treasury securities down an additional
year. In part this was because the Fed25 to 50 basis points, matching their
eral Reserve intervened more frequentljevels of the late 1960s and the early
than in the past with open market operai970s, when the buildup of inflation
tions of overnight maturity in order to expectations was in its early stages.
better match the supply of and demand Survey measures of expectations for
for reserves each day. In addition, bankknger-horizon inflation generally did
made greater use of the discount winmove lower last year, but by less than
dow, increasing the supply of reserveshe drop in nominal yields. As a result,
when the market was excessively tightestimates of the real longer-term interest
Significant further declines in reserverate calculated by subtracting these
balances, however, do risk increasetheasures of expected inflation from
federal funds rate volatility, potentially nominal yields indicate a slight decline
complicating the money market operain real rates over the year. In contrast,
tions of the Federal Reserve and of thgields on the inflation-indexed ten-year
private sector. One possible solution tdl'reasury note rose about a quarter
this problem is to pay banks interest orpercentage point between mid-March
their required reserve balances, reducinfvhen market participants seem to have
their incentive to avoid holding suchbecome more comfortable with the new
balances. security) and the end of the year. The
market for the indexed securities is suf-
ficiently small that their yields can fluc-
tuate temporarily as a result of moderate
Interest rates on intermediate- and longshifts in supply or demand. Indeed,
term Treasury securities moved lowermuch of the rise in the indexed yield
on balance, last year. Yields rose earlgame late in the year, when, in an un-
in the year as market participants beeertain global economic environment,
came concerned that strength in demanidvestors’ heightened desire for liquid-
would further tighten resource utili- ity may have made nominal securities
zation margins and increase inflatiorrelatively more attractive.

Interest Rates and Equity Prices
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With real interest rates remaining lowobserved in the fifteen years for which
and corporate profits growing strongly,these data are available. Because infla-
equities had another good year in 1997%jon has trended down over the past
and major stock indexes rose 20 perceriifteen years, the implicit forecast of the
to 30 percent. Although stocks begargrowth in real earnings departs even
the year well, they fell with the upturn further from past forecasts. However,
in interest rates in February. As intereseven with this forecast of real earnings
rates subsequently declined and earmrowth, the current level of equity valu-
ings reports remained quite upbeat, thation suggests that investors are also
markets again advanced, with mostequiring a lower risk premium on equi-
broad indexes of stock prices reachingies than has generally been the case in
new highs in the spring. Advances werdghe past, a hypothesis supported by the
much more modest, on balance, ovelow risk premiums evident in corporate
the second half of the year. Valuationdond yields last year.
seemed already to have incorporated
very robust earnings growth, and in
October, deepening difficulties in Asia
evidently led investors to lower their The foreign exchange value of the dollar
expectations for the earnings of someose during 1997 in terms of the curren-
U.S. firms, particularly high-technology cies of most of the United States’ trad-
firms and money center banks. Mordang partners. From the end of December
rapid price advances have resumed df996 through the end of December
late, as interest rates fell further andl997, the dollar on average gained
investors apparently came to see th&3 percent in nominal terms against the
earnings consequences of Asian difficuleurrencies of the other G-10 countries
ties as limited. when those currencies are weighted by

Despite the strong performance oimultilateral trade shares. In terms of a
earnings and the slower rise of stockroader index of currencies that includes
prices since last summer, valuationshose of most industrial countries and
seem to reflect a combination of expecseveral developing countries, the dollar
tations of quite rapid future earningson balance rose nearly 14 percentin real
growth and a historically small risk terms during 1997.The trading desk of
premium on equities. The gap betweethe New York Federal Reserve Bank did
the market’s forward-looking earnings—not intervene in foreign exchange mar-
price ratio and the real interest ratekets during 1997.
measured by the ten-year Treasury rate During the first half of 1997, the dol-
less a survey measure of inflation expedar appreciated in terms of the curren-
tations, was at the smallest sustainedies of the other industrial countries, as
level last year in the eighteen-yearthe continuing strength of U.S. economic
period for which these data are avail-activity raised expectations of further
able. Declines in this gap generallytightening of U.S. monetary conditions.
imply either that expected real earningConcerns about the implications of the
growth has increased or that the riskransition to European Monetary Union
premium over the real rate investors use——
when valuing those earnings has fallen, 2. This index weights currencies in terms of the

importance of each country in determining the

or both. Survey estimates of stock a‘na‘g_jlobal competitiveness of U.S. exports and adjusts

|y3t3,_ expectations of I.ong-term nOminalnominal exchange rates for changes in relative
earnings growth are, in fact, the highestonsumer prices.

International Developments
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and perceptions that monetary policythey became less willing to continue to
was not likely to tighten significantly in lend, making it even more difficult for
prospective member countries also corthe Asian borrowers to meet their for-
tributed to the tendency for the dollareign currency obligations. Turbulence
to rise in terms of the mark and otherspread to Hong Kong in October. The
continental European currencies. Irdepreciation of currencies elsewhere in
response to varying indicators of theAsia, in particular the decision by Tai-
strength of the Japanese expansion, thveanese authorities to allow some down-
dollar rose against the yen early in thevard adjustment of the Taiwan dollar,
year but then moved back down throughed market participants to question the
midyear. commitment of Hong Kong authorities
The crises in Asian financial marketsto the peg of the Hong Kong dollar to
dominated developments during the sedhe U.S. dollar. In response, the Hong
ond half of the year and resulted inKong Monetary Authority raised domes-
substantial appreciation of the dollar intic interest rates substantially to defend
terms of the currencies of Korea andhe peg, driving down equity prices as a
several countries in Southeast Asia. Theonsequence. Near the end of the year,
dollar also appreciated against the yethe crisis spread to Korea, whose econ-
in response to evidence of financial secemy and financial system were already
tor fragility in Japan and faltering Japa-vulnerable as a result of numerous bank-
nese economic activity, which wereruptcies of corporate conglomerates
likely to be exacerbated by the negativestarting in January 1997; these bankrupt-
impact of the Asian situation on Japancies of major nonfinancial firms further
During the first weeks of 1998, the dol-undermined Korean financial institu-
lar has changed little, on average, irtions and, combined with the deprecia-
terms of the currencies of most othetions in competitor countries, contrib-
industrial countries, but it has moveduted to a loss of investor confidence. On
down in terms of the yen. balance, during 1997 the dollar appreci-
Pronounced asset—price fluctuationated significantly in terms of the Indone-
in Southeast Asia began in early Julysian rupiah (139 percent), the Korean
when the Thai baht dropped sharplywon (100 percent), and the Thai baht
immediately following the decision by (82 percent), while it moved up some-
authorities to no longer defend thewhat less in terms of the Taiwan dollar
baht's peg. Downward pressure soorfl9 percent) and was unchanged in
emerged on the currencies and equitierms of the Hong Kong dollar, which
prices of other southeast Asian counremains pegged to the U.S. dollar. Since
tries, in particular Indonesia and Malay-year-end, the dollar has appreciated sig-
sia. Weakening balance sheet positionsificantly further, on balance, in terms
of nonfinancial firms and financial insti- of the Indonesian rupiah and is little
tutions, rising debt-service burdens, andhanged in terms of the Korean won.
financial market stresses that resulted The emergence of the financial crisis
in part from policies of pegging local is causing a marked slowdown in eco-
currencies to the appreciating dollamomic activity in these Asian econo-
prompted closer scrutiny of Asianmies. During the first half of last year,
economies. As foreign creditors cameeal output continued to expand in most
to realize the extent to which theseof these countries at about the robust
Asian financial systems were undercapirates enjoyed in 1996. Since the onset of
talized and inadequately supervisedthe crisis, domestic demand in these
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countries has been greatly weakened by Signs that adjustment is proceed-
disruption in financial markets, substaning within these Asian economies are
tially higher domestic interest rates,already evident. For example, Thailand
sharply reduced credit availability, andand Korea have registered strong
heightened uncertainty. In addition,improvements in their trade balances
macroeconomic policy has been tightin recent months. Equity prices have
ened somewhat in Thailand, the Philiprecovered in Thailand, Indonesia, and
pines, Indonesia, and Korea in connecKorea as well. At the same time, signs
tion with international support packagesof rising inflation are beginning to
from the International Monetary Fundemerge. In particular, consumer prices
(IMF) and other international finan- have accelerated in recent months in
cial institutions, and in connection with these three countries.

bilateral aid from individual countries. Spillover of the financial crisis to the
Announcement of agreement with theeconomies of China, Hong Kong, and
IMF on the support packages tempoTaiwan has been limited to date. Steps
rarily buoyed asset markets in eacho maintain the peg in Hong Kong
country, but concerns about the willing-have resulted in elevated interest rates,
ness or ability of governments to undersharply lower equity prices, and
take difficult reforms and to achieve theincreased uncertainty. However, in
stated macroeconomic goals remainedaiwan, equity prices on balance rose
Additional measures to tighten thenearly 18 percentin 1997 and have risen
Korean program were announced irsomewhat further so far this year. Real
mid-December and included improvedoutput growth in these three economies
reserve management by the Bank ofemained robust early in 1997 but may
Korea, removal of certain interest ratehave slowed somewhat in China and
ceilings, and acceleration of capitalHong Kong in recent months.

account liberalization and financial Financial markets in some Latin
sector restructuring. With the encour-American countries also came under
agement of the authorities of the G-7pressure in reaction to the intensification
and other countries, banks in industriabf the crises in Asia in late 1997. After
countries have generally rolled ovemremaining quite stable earlier in the year,
the majority of their foreign-currency- the Mexican peso dropped about 8 per-
denominated claims on Korean bankgent in terms of the U.S. dollar in late
during early 1998, as a plan for financ-October; since then, it has changed little,
ing the external obligations of Koreanon balance. In Brazil, exchange market
financial institutions was being for- turbulence abroad lowered market confi-
mulated. After the announcement ordence in the authorities’ ability to main-
January 28 of an agreement in principleain that country’s managed exchange
for the exchange of existing claims onrate regime; in response, short-term
Korean banks for restructured loans carinterest rates were raised 20 percentage
rying a guarantee from the Korean govypoints. The Brazilian exchange rate
ernment, the won stabilized. In the caseegime and the peg of the Argentine
of Indonesia, the support package wapeso to the dollar have held. Real out-
renegotiated and reaffirmed with theput growth in Mexico and Argentina
IMF in mid-January, though important remained healthy during 1997. In Brazil,
elements of the approach of the Indogrowth fluctuated sharply during the
nesian authorities remain in question agear, with the high domestic interest
this report is submitted. rates and tighter macroeconomic policy
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stance that were put in place late irpean Monetary Union (EMU), the pro-
the year weakening domestic demanctess of the transition to a single cur-
During 1997, consumer price inflationrency, and the policy resolve of the
slowed significantly in Mexico and Bra- prospective members. Later in the year
zil and remained very low in Argentina. the dollar moved back down slightly
In Japan, the economic expansiorand then fluctuated narrowly in terms
faltered in the second quarter as thef the mark, as investors concluded
effects on domestic demand of thehat the transition to EMU was likely
April increase in the consumption taxto be smooth, with the euro introduced
exceeded expectations; in addition, crion time on January 1, 1999, and with
ses in many of Japan’s Asian tradinga broad membership. On balance, the
partners late in the year weakenediollar rose about 17 percent against the
external demand and heightened cormark during 1997 and has varied little
cerns about the fragility of Japan’ssince then.
financial sector. The dollar rose about In the United Kingdom and Canada,
10 percent against the yen during theeal output growth was vigorous in
first four months of 1997 as economic1997. All the components of UK.
activity in the United States strength-domestic demand continued to expand
ened relative to that in Japan and astrongly. In Canada, more robust private
interest rate developments, including theonsumption spending and less fiscal
FOMC policy move in March, favored restraint boosted real GDP growth from
dollar assets. These gains were tempats moderate 1996 pace. Central bank
rarily reversed in May and June as marefficial lending rates were raised in both
ket attention focused on the growingcountries during the year to address the
Japanese external surplus and tentatithreat of rising inflation. The value of
indications of improving real activity. the pound eased slightly in terms of the
However, subsequent evidence of disdollar over the year, whereas the Cana-
appointing output growth, revelations ofdian dollar fell more than 4 percent in
additional problems in the financial secterms of the U.S. dollar. Much of the
tor, and concerns about the implicationgnovement in the Canadian dollar came
of turmoil elsewhere in Asia for the during the fourth quarter, as the crisis in
Japanese economy contributed to a ris&sia contributed to a weakening of
in the dollar in terms of the yen duringglobal commodity prices and thus a
the second half of the year. On net, thdikely lessening of Canadian export
dollar appreciated nearly 13 percentarnings. The Canadian dollar depreci-
against the yen during 1997; so far imated further early in 1998, reaching
1998, it has moved back down slightly,historic lows against the U.S. dollar in
on balance. January, but it has rebounded with the
In Germany and France, outputtightening by the Bank of Canada in late
growth rose in 1997 from its modestJanuary.
1996 pace, boosted in both countries by Long-term interest rates have gener-
the strong performance of net exportsally declined in the other G-10 countries
Nevertheless, the dollar rose in termsince the end of 1996. Japanese long-
of the mark and other continentalterm rates have dropped about 90 basis
European currencies through midyeapoints, with most of the decrease com-
responding not only to stronger U.S.ing in the second half of last year as
economic activity but also to concernsevidence of sluggish economic activity
about the timetable for launching Euro-became more apparent. German long-
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term rates have also fallen aboutarly 1998, reaching lows not seen since
80 basis points as expectations of tightthe late 1970s. Open discussion and,
ening by the Bundesbank diminishedjn some cases, confirmation of central
especially toward the end of the yearbank sales of gold contributed to the
The turbulence in Asian asset marketprice decline. Downward adjustment of
likely contributed to inflows into bond expectations of inflation in the industrial
markets in several of the industrial councountries in general may have added
tries, including the United States. Long-to the selling pressure on gold. More
term rates in the United Kingdom haverecently, the price of gold has moved up
declined about 150 basis points. Legislaslightly, on net.
tion to increase the independence of the
Bank of England and repeated tighten-
ing of monetary policy during the year Réport on July 21, 1998
reassured markets that some slowing of
the very rapid pace of economic growt ;
was likely and that the Bank would bgl\zﬂgg‘fgm’c 'g)t']'t‘fg’oind the
aggressive in resisting inflation in the
future. Three-month market interestThe U.S. economy posted significant
rates generally have risen in the othefurther gains in the first half of 1998.
G-10 countries, although there haverhe unemployment rate dropped to
been exceptions. Rates have moved ufs lowest level in nearly thirty years,
the most in Canada (more than 180 basiand inflation remained subdued. Real
points) and the United Kingdom output rose appreciably, on balance,
(120 basis points), in response to severalthough much of the advance appar-
increases in official lending rates. Gerently occurred early in the year. House-
man rates have risen about 40 basisold spending and business fixed invest-
points. Short-term rates in the countriesnent, supported by the ongoing rise
that are expected to adopt a single cuiin equity prices and the continued
rency on January 1 of next year confow level of long-term interest rates,
verged toward the relatively low levelsappear to have maintained considerable
of German and French rates, with Italiammomentum this year. The sizable
rates declining more than 100 basisdvance in capital spending and the
points over the year. resulting additions to the capital stock
Equity prices in the foreign G-10 should help bolster labor productivity—
countries other than Japan moved ughe key to rising living standards.
significantly in 1997. Despite some Yet the news this year has not been
volatility in these markets, particularly uniformly good. The turmoil that
in the fourth quarter following severeerupted in some Asian countries last
equity price declines in many Asianyear has generated major concerns about
markets, increases in equity pricethe outlook for those economies and the
indexes over 1997 ranged from 17 perrepercussions for other nations, includ-
cent in the United Kingdom to almosting the United States. Several Asian
60 percent in Italy. In contrast, equitycountries have had sharp contractions
prices fell 20 percent in Japan. To datén economic activity, and others have
this year, equity prices in the industrialexperienced distinctly subpar growth.
countries generally have risen. Heightened uneasiness among interna-
The price of gold declined more thantional investors has induced portfolio
20 percent in 1997 and fell further inshifts away from Asia and, to some
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extent, from other emerging markethalf of 1998 than they did in 1997, but
economies. transitory factors—the drop in oil prices,

These difficulties have created considthe run-up in the dollar, and weak eco-
erable uncertainty and risk for the U.Snomic activity in Asia—exerted consid-
economy, but they have also helpecarable downward pressure on domestic
to contain potential inflationary pres-prices. These factors will not persist
sures in the near term by reducingndefinitely. Meanwhile, the pool of
import prices and restraining aggregaténdividuals interested in working but
demand. In particular, the substantialvho are not already employed has
rise in the foreign exchange value of thecontinued to shrink. The extraordinary
dollar has boosted our real importsightness in labor markets has generated
and—together with the slower growth ina rising trend of increases in wages and
Asia—depressed our real exports. At theelated costs, although faster produc-
same time, the run-up in the dollar andivity growth has damped the effect on
slack economic conditions in Asia havebusiness costs so far.
helped produce a sharp drop in the dol- In conducting monetary policy in the
lar prices of oil and other commoditiesfirst half of 1998, the Federal Open Mar-
and have pushed down other imporket Committee (FOMC) closely scruti-
prices. Shifts in preferences towardhized incoming information for signs
dollar-denominated assets in combinathat the strength of the economy and the
tion with downward revisions to fore- taut labor market were likely to boost
casts of inflation and demand havenflation and threaten the durability of
helped to reduce our interest rates; théhe expansion. However, despite slightly
lower interest rates have boosted houséarger increases in the consumer price
hold and business spending, offsetting amdex (CPI) in some months, inflation
portion of the damping of demand fromremained moderate on the whole. More-
the foreign sector. over, the FOMC expected that aggre-

The Asian crisis is likely to continue gate demand would slow appreciably
to restrain U.S. economic activity inbecause of a rising trade deficit and
coming quarters. The size of the effect considerable slackening in domestic
will depend in large part on how quickly spending. Although the Committee was
the authorities in the Asian nations caracutely aware of the uncertainties in the
put their troubled financial systems oneconomic outlook, it believed that the
a sounder footing and carry out othedeceleration in demand—and the asso-
essential economic reforms. Deteriorateiated modest easing of pressures on
ing conditions in many countries duringresources—could well be sufficient to
the past few months created added presimit any deterioration in underlying
sures for reform, and they underscoregrice performance. On balance, the
the depth and scope of the problems th&OMC chose to keep the intended fed-
must be addressed. eral funds rate at% percent.

Despite the pronounced weakening of
our trade balance, the already tight U.S.
labor market has come under furthenjonetary Policy, Financial

strain this year owing to robust growth\parkets, and the Economy

of domestic demand. As a result, thegyer the First Half of 1998
outlook for inflation has taken on a

greater degree of risk. Consumer price®utput grew rapidly in the first quarter,
actually rose a bit less rapidly in the firstwith real gross domestic product (GDP)



Monetary Policy Reports, July 67

estimated to have riseriopercent at an news on corporate profits. Households
annual rate. Business fixed investmenand firms borrowed at a vigorous pace
soared after a weak fourth quarter, anth the first quarter, and growth in the
consumption and housing expendituredebt of domestic nonfinancial sectors
expanded at a strong clip. In additionpicked up from the fourth quarter of
contrary to the expectations of manyl997, as did the growth of the monetary
forecasters, inventory investment roseggregates.
substantially from its already hefty At their March meeting, the members
fourth-quarter pace, with the rise con-of the FOMC confronted unusual cross-
tributing more than ¥ percentage currents in the economic outlook. On
points to overall GDP growth. At the the price side, the FOMC noted that,
same time, the cumulative effect of thealthough the incoming data were quite
appreciation of the dollar and the fastefavorable, transitory factors were pos-
growth of demand here than abroadibly masking underlying tendencies
resulted in a sharp drop in real netoward higher inflation. Moreover, the
exports, with both rapid import growth available data on household and busi-
and the first quarterly drop in exportsness spending confirmed the impressive
in four years. Employment continuedstrength of domestic demand and high-
to advance briskly, and the unemploydighted the possibility that developments
ment rate held steady at¥4 percent. in the external sector might not provide
Hourly compensation accelerated somesufficient offset in coming quarters to
what when measured on a year-overavoid a buildup of inflation pressures.
year basis, but impressive productivityAt the same time, the FOMC noted the
growth once again helped to restrairsubstantial uncertainty surrounding the
the increase in unit labor costs. The CPprospects for the Asian economies. Bal-
rose only%s percent at an annual rateancing these considerations, the FOMC
over the first three months of the year, akept its policy stance unchanged but
a sharp drop in energy prices offset pricaoted that recent information had altered
increases elsewhere. the inflation risks enough to make tight-
Falling long-term interest rates andening more likely than easing in the
rising equity prices over the previousperiod ahead.
year provided substantial impetus to The second quarter brought both a
household and business spending imarked further deterioration in the out-
the first quarter. Interest rates droppetbok for Asia and some indications that
sharply further in early January, andthe U.S. economy might be cooling. In
although they moved up a little over theAsia, evidence of steep output declines
remainder of the quarter, nominal yieldsn several countries was combined with
on long-term Treasury securities weranounting concern that economic and
among the lowest in decades. Interedinancial problems in Japan were not
rates continued to benefit from the im-ikely to be resolved as quickly as many
provement in the federal budget and thebservers had hoped or expected. One
prospect of reduced federal borrowingesult was a further rise in the exchange
in the future; rates were also restrainedalue of the dollar and a decline in
to a significant extent by the effects oflong-term U.S. interest rates. Increasing
the Asian crisis. Equity prices increasednvestor concern about emerging market
sharply in the first quarter, extendingeconomies raised risk spreads on exter-
their remarkable gains of the previousal debts in Asia, Russia, and Latin
three years in spite of disappointingAmerica.
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The higher value of the dollar and thepositive financial conditions, had raised
depressed income in many Asian counkabor market pressures to a point that
tries continued to take their toll on U.S.might precipitate an upturn in inflation
exports and to boost imports in the secever time. Yet the FOMC believed that
ond quarter. In addition, a marked slackthe growth of economic activity would
ening in the pace of inventory accumulaslow. It also judged that the risk of
tion, which was amplified by the effectssignificant further deterioration in Asia,
of a strike in the motor vehicle industry,which could disrupt global financial
was reflected in a sharp slowing inmarkets and impair economic activity in
domestic demand. Nonetheless, the utilthe United States, was rising somewhat.
zation of labor resources remained very
high: In the second quarter, the unems- : o
ployment rate averaged a bit less tha&?ofggrg'%r? (;Oi%%téons
4Y> percent, its lowest quarterly reading
in nearly thirty years. The twelve-monthThe members of the Board of Governors
change in average hourly earnings indiand the Federal Reserve Bank presi-
cated that wages were rising somewhaltents, all of whom participate in the
more rapidly than they had a yeardeliberations of the FOMC, expect eco-
earlier. And the CPI rose faster in thenomic activity to expand moderately, on
second quarter than in the first, mainlyaverage, over the next year and a half.
reflecting a smaller drop in energyFor 1998 as a whole, the central ten-
prices. dency of their forecasts for real GDP

Financial conditions in the secondgrowth spans a range of 3 percent to
quarter and into July remained support3¥s percent. For 1999, these forecasts
ive of domestic spending. Yields on pri-center on a range of 2 percent teeder-
vate securities declined, although lessent. The civilian unemployment rate,
than Treasury yields, as quality spreadwhich averaged a bit less thaf4per-
widened a bit. Equity prices rose fur-cent in the second quarter of 1998, is
ther in early April before falling back expected to stay near this level through
over the next two months in responsehe end of this year and to edge higher
to renewed earnings disappointmentsn 1999. With labor markets remaining
Prices then rebounded substantiallytight and some of the special factors that
with most major indexes hitting recordhelped restrain inflation in the first half
highs in July. The growth of money andof 1998 unlikely to be repeated, inflation
credit slowed a little on balance fromis anticipated to run somewhat higher in
the first-quarter pace but remained buoythe second half of 1998 and in 1999.
ant. Banks and other lenders continued The economy is entering the second
to compete vigorously, extending credithalf of 1998 with considerable strength
on generally favorable terms as theyn household spending and business
responded in part to the sustainedixed investment. Consumers are enjoy-
healthy financial condition of most busi-ing expanding job opportunities, rising
nesses and households. real incomes, and high levels of wealth,

The FOMC left the intended federalall of which are providing them with the
funds rate unchanged at its May anaonfidence and wherewithal to spend.
June—-July meetings. At the May meetThese factors, in conjunction with low
ing, the FOMC reiterated its earlier con-mortgage interest rates, are also bolster-
cern that the robust expansion of domesng housing demand. Business fixed
tic final demand, supported by veryinvestment appears robust as well:
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Financial conditions remain conduciveequipment have reached such high lev-
to capital spending, and firms no doubels that gains from here are expected to
are continuing to seek out opportunitiede more moderate.
for productivity gains in an environment  With the plunge in energy prices in
of rapid technological change, fallingearly 1998 unlikely to be repeated, most
prices for high-tech equipment, and tighFOMC participants expect the CPI for
labor markets. all urban consumers to rise more rapidly
Nonetheless, a number of factors ar@n the second half of 1998 than it did in
expected to exert some restraint on théhe first half, resulting in an increase in
expansion of activity in the quartersthe CPI of B4 percent to 2 percent
ahead. The demand for U.S. exports wilfor 1998 as a whole. The pickup in the
continue to be depressed for a whilesecond half should be limited, however,
by weak activity abroad, on averagepy further decreases in non-oil import
and by the strong dollar, which will also prices, ample domestic manufacturing
likely continue to boost imports. The capacity, and low expected inflation.
effects of these external sector develLooking ahead to next year, the central
opments on employment and incoméendency is for an increase in the CPI of
growth have yet to materialize fully. In 2 percent to 2z percent. Absent a fur-
addition, although financial conditionsther rise in the dollar, the fall in non-oil
are generally expected to be supportivamport prices should have run its course.
real outlays on housing and businesMoreover, even with the expected edg-

Economic Projections for 1998 and 1999

Percent

Federal Reserve governors
and Reserve Bank presidents

Indicator Administration

Central
tendency

Range

1998

Change, fourth quarter
to fourth quartef

Nominal GDP ... . 4-5 4/>-5 4.2

RealGDP.... ... - Y2-3Ya 3-3a 2.4

Consumer price iNndeX............c..covoun.. . W—2Ya 1342 1.6

Average level

in the fourth quarter

Civilian unemploymentrate................ YAy AYs—4Y> 4.8
1999

Change, fourth quarter

to fourth quartef

Nominal GDP ......................... ... . 4 4Ys-5 4.1

RealGDP.... ..ot - 2-3 262 2.0

Consumer price iNdeX............c..covoun.. . -3 2-2/> 2.1

Average level

in the fourth quarter

Civilian unemploymentrate................ Ha—4%a AY>—4Ya 5.0

1. Change from average for fourth quarter of previous 2. All urban consumers.
year to average for fourth quarter of year indicated.
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ing higher of the unemployment ratethe domestic nonfinancial sectors. The
next year, the labor market will remainFOMC set these same ranges for 1999
tight, suggesting potential ongoing presen a provisional basis.
sures on available resources that would Once again, the FOMC chose the
tend to raise inflation a bit. The FOMCgrowth ranges for the monetary aggre-
will remain alert to the possibility of gates as benchmarks for growth under
underlying imbalances in the economyconditions of price stability and his-
that could generate a persisting pickuporical velocity behavior. For several
in inflation, which would threaten the decades before 1990, the velocities of
economic expansion. M2 and M3 (defined as the ratios of
As noted in past monetary policynominal GDP to the aggregates) be-
reports, the Bureau of Labor Statistics idaved in a fairly consistent way over
in the process of implementing a serieperiods of a year or more. M2 velocity
of technical adjustments to make theshowed little trend but varied positively
CPI a more accurate measure of prickcom year to year with changes in a
change. These adjustments and the regraditional measure of M2 opportunity
ular updating of the market basket areost, defined as the interest forgone by
estimated to have trimmed CPI inflationholding M2 assets rather than short-term
somewhat over 1995-98, and a signifimarket instruments such as Treasury
cant further adjustment is scheduled fobills. M3 velocity moved down a bit
1999. All told, the published figures for over time, as depository credit and the
CPI inflation in 1999 are expected toassociated elements in M3 tended to
be more thariz percentage point lower grow a shade faster than GDP. In the
than they would have been had thesarly 1990s, these patterns of M2 and
Bureau retained the methods and formuM3 behavior were disrupted, and the
las in place in 1994. In any event, thevelocities of both aggregates climbed
FOMC will continue to monitor a vari- well above the levels that were pre-
ety of price measures besides the CPI aticted by past relationships. However,
it attempts to gauge progress toward theince 1994 the velocities of M2 and M3
long-run goal of price stability. have again moved roughly in accord
Federal Reserve officials projectwith their pre-1990 experience, although
somewhat faster growth in real GDPtheir levels remain elevated.
and slightly higher inflation in 1998 than The recent return to historical pat-
does the Administration. The Adminis-terns does not imply that velocity will
tration’s projections for the growth in be fully predictable or even that all
real GDP and inflation in 1999 are
around the lower end of the FOMC par-Ranges for Growth of Monetary

ticipants’ central tendencies. and Debt Aggregates

Percent
Money and Debt Ranges Provisional
for 1998 and 1999 Aggregate | 1997 1998 Jor

At its most recent meeting, the FOMC
reaffirmed the ranges for 1998 growth o%% ---------

money and debt that it had establishedett........
in February: 1 percent to 5 percent for o on . R o o

OTE. ange Irom average for four quarter o
M2' 2 percent to 6 percent for M3' and receding year to average for fourth quarter of year

3 percent to 7 percent for the debt Oindicated.

WN -
~No g
WN -
~No g
WN -
~No g
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movements in velocity can be com-in velocity. Absent unusual changes in
pletely explained in retrospect. Somevelocity in 1999, policymakers’ expecta-
shifts in velocity arise from householdtions of nominal GDP growth imply that
and business decisions to adjust thei2 and M3 will be in the upper ends of
portfolios for reasons that are not captheir price-stability growth ranges next
tured by simple measures of opportunityear. The debt of the domestic nonfinan-
cost. Some shifts in velocity arise fromcial sectors is expected to remain near
decisions of depository institutions tothe middle of its range this year and in
create more or less credit or to fundl999.

credit creation in different ways. All In light of the apparent return of
these decisions are shaped by the rapictlocity changes to their pre-1990
pace of innovation in financial insti- behavior, some FOMC members have
tutions and instruments. Between 1994een giving the aggregates greater
and early 1997, M2 velocity drifted weight in assessing overall financial
somewhat higher, probably owing toconditions and the thrust of monetary
some reallocation of household savingpolicy. However, velocity remains
into bond and equity markets. But M2somewhat unpredictable, and all FOMC
velocity has declined over the past yeamembers monitor a wide variety of other
despite little change in its traditionally financial and economic indicators to
defined opportunity cost. One explanainform their policy deliberations. The
tion may be that the flatter yield curveFOMC decided that the money and debt
has reduced the return on longer-termnanges are best used to emphasize its
investments relative to the bank depositsommitment to achieving price stability,
and money market mutual funds inso it again set the ranges as benchmarks
M2. Another part of the story may befor growth under price stability and his-
the booming stock market, which hagorical velocity behavior.

reduced the share of households’ finan-

cial assets represented by moneta%Conomic and Einancial

assets and may have encouraged hou evelopments in 1998

holds to rebalance their portfolios by
increasing their M2 holdings. M3 veloc- The U.S. economy continued to perform
ity has dropped more sharply over thavell in the first half of the year. The
past year, with strong growth in largeeconomic difficulties in Asia and the
time deposits and in institutional moneystrong dollar reduced the demand for
funds that are increasingly used by busieur exports and intensified the pressures
nesses for cash management. on domestic producers from foreign
If the velocities of M2 and M3 follow competition. But these effects were
their average historical patterns oveputweighed by robust domestic final
the remainder of 1998 and the growthdemand, owing in part to supportive
of nominal GDP matches the expectafinancial conditions, including a higher
tions of Federal Reserve policymakersstock market, ample availability of
these aggregates will finish this yearcredit, and long-term interest rates that
above the upper ends of their respedn nominal terms were among the lowest
tive ranges. Part of this relatively rapidin many years. Sharp swings in inven-
money growth reflects nominal GDPtory investment were mirrored in con-
growth in excess of that consistent withsiderable unevenness in the growth of
price stability and sustainable growth ofreal GDP, which appears to have slowed
real output; the rest represents a declinmarkedly in the second quarter after
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having soared to nearly¥s percent at sonal computers and other home elec-
an annual rate in the first quarter. Nonetronic equipment. In addition, purchases
theless, over the first half as a whole, thef motor vehicles were sustained by a
rise in real output was large enough tacombination of solid fundamentals and
support sizable gains in employment anattractive pricing. Indeed, since 1994,
to push the unemployment rate down tsales of light vehicles have been run-
the range of 4 percent to 4 percent, ning at a brisk pace of 15 million units
the lowest in decades. (annual rate), and in the second quarter,
The further tightening of labor mar- a round of very attractive manufactur-
kets in recent quarters has been reflectezts’ incentives helped lift sales to a pace
in a more discernible uptilt to the trendof 16 million units.
in hourly compensation. But price Spending on services also remained
inflation remained subdued in the firstrobust in the first half of the year, with
half of the year, held down in part by ashort-run variations reflecting in part the
sharp decline in energy prices and loweeffects of weather on household energy
prices for non-oil imports. Intense com-use; outlays on personal business ser-
petition in product markets, ample plantvices, including those related to finan-
capacity, ongoing productivity gains,cial transactions, and on recreation
and damped inflation expectations alsgervices continued to exhibit remark-
helped to restrain inflation pressures irable strength. In addition, real outlays
the face of tight labor markets. for nondurable goods, which rose
only moderately last year, grew about
6%2 percent at an annual rate in the first
quarter, and they appear to have posted
another sizable increase in the second
quarter.
The factors that fueled the sizable Real disposable income—that is,
increase in household expenditures imafter-tax income adjusted for inflation—
1997 continued to spur spending in theemained on a strong uptrend in early
first half of 1998: Growth in employ- 1998: It rose about 4 percent at an
ment and real disposable income reannual rate between the fourth quarter
mained very strong, and households if 1997 and May 1998. This increase in
the aggregate enjoyed significant furthepart reflected a sharp rise in aggregate
gains in net worth. Reflecting thesewages and salaries, which were boosted
developments, sentiment indexes sugy sizable gains in both employment
gest that consumers continued to feednd real wage rates; dividends and
extraordinarily upbeat about the currennonfarm proprietors’ incomes also rose
and prospective condition of the econappreciably. However, growth in after-
omy and their own financial situations. tax income (as measured in the national
In total, real consumer outlays rose aincome and product accounts) was
an annual rate of 6 percent in the firstestrained by large increases in personal
quarter, and the available data poinincome tax payments—Ilikely owing
to another large increase in the seconith part to taxes paid on realized capital
quarter. Increases in spending wer@ains; capital gains—whether realized
broad-based, but outlays for durabler not—are not included in measured
goods were especially strong. Decliningncome. Reflecting the movements in
prices and ongoing product innovationspending and measured income, the per-
continued to stimulate demand for personal saving rate fell from an already

The Household Sector

Consumer Spending
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low level of about 4 percent in 1997 topurchases. Also, stock market gains

3Y2 percent during the first five monthshave probably boosted demand among
of 1998. higher-income groups, especially in the

trade-up and second-home segments of
the market.

After having surged in the fourth
Housing activity continued to strengthenquarter of 1997, multifamily starts
in the first half of 1998, especially in thesettled back to about 325,000 units
single-family sector, where starts ros€annual rate) over the first five months
noticeably and sales of both new andaf 1998, a pace only slightly below that
existing homes soared. Indeed, the averecorded over 1997 as a whole. Support
age level of single-family starts over thefor multifamily construction continued
first five months of the year—% mil- to come from the overall strength of the
lion units at an annual rate—was 9 pereconomy, which undoubtedly has stimu-
cent above the pace for 1997 as a wholdated more individuals to form house-
Moreover, surveys by the Nationalholds, as well as from low interest rates
Association of Homebuilders suggesteé@nd an ample supply of financing. In
that housing demand remained vigorouaddition, real rents picked up over the
at midyear, and the Mortgage Bankerpast year, and the apartment vacancy
Association reported that loan applicarate appears to be edging down.
tions for home purchases have been
around all-time highs of late. .

The strong demand for homes hayousehold Finance
contributed to some firming of houseHousehold net worth rose sharply in
prices, which are now rising in thethe first quarter, pushing the wealth-to-
neighborhood of 3 percent to 5 percenincome ratio to another record high.
per year, according to measures thaAlthough the flow of new personal
control for shifts in the regional compo-saving was quite small, the revaluation
sition of sales and attempt to minimizeof existing assets added considerably to
the effects of changes in the mix of thewealth, with much of these capital gains
structural features of houses sold. Iraccumulated on equities held either
nominal terms, these increases are wetlirectly or indirectly through mutual
within the range of recent years; howfunds and retirement accounts. Of
ever, in real terms, they are among theourse, these gains have been distrib-
largest since the mid-1980s—a developdted quite unevenly: The 1995 Survey
ment that should reinforce the investof Consumer Finances reported that
ment motive for homeownership. Of41 percent of U.S. families own equities
course, rising house prices may maké some form, but that families with
purchasing homes more difficult forhigher wealth own a much larger share
some families. But, with income growth of total equities.
strong and mortgage rates around 7 per- In the first quarter of this year, the
cent (thirty-year conventional fixed-raterun-up in wealth, together with low
loans), homeownership is as affordablénterest rates and high levels of confi-
as it has been at any time in the pastience about future economic conditions,
thirty years. Moreover, innovative supported robust household spending
programs that relax the standards foand borrowing. The expansion of house-
mortgage qualification are helpinghold debt, at an annual rate o¥47per-
low-income families to finance homecent, was above last year's pace and

Residential Investment
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once again outstripped growth in disposamong households appears to have
able income. The consumer credit comstabilized after several years of dete-
ponent of household debt grew2per- rioration. In the aggregate, estimated
cent at an annual rate in the first quarterequired payments of loan principal and
a pace roughly double that for theinterest have held about steady relative
fourth quarter of last year but near theo disposable personal income—albeit
1997 average. Preliminary data for Aprilat a high level—since 1996. Over this
and May point to a somewhat smallemperiod, the effect on debt burdens of
advance in the second quarter. faster growth of debt than income has
Mortgage debt increased/8percent been roughly offset by declining interest
at an annual rate in the first quarter, theates and the associated refinancing of
same as its fourth-quarter advance ankigher interest-rate debt, as well as by a
a little above its 1997 growth rate.shift toward mortgage debt (which has a
Fixed-rate mortgage interest rates wernger repayment period). Various mea-
15 basis points lower in the first quartersures of delinquency rates on consumer
than three months earlier and 75 basikans leveled off or declined in 1997,
points lower than a year earlier, whichand delinquency rates on mortgages
encouraged both new home purchasdsave been at very low levels for sev-
and a surge of refinancing of existingeral years. Personal bankruptcy filings
mortgages. Within total gross mortgageeached a new record high in the first
borrowing, the flattening of the yield quarter of 1998, but this represented
curve made adjustable-rate mortgagesnly 6 percent more filings than four
less attractive relative to fixed-rate mort-quarters earlier, which is the smallest
gages, and their share of originationsuch change in three years.
reached the lowest point in recent years. These developments have apparently
Net borrowing can be boosted by refisuggested to banks that they have suffi-
nancings if households “cash out” someciently tightened terms and standards
housing equity, but the magnitude ofon consumer loans. In the Federal
this effect is unclear. In any event, con-Reserve’s May Senior Loan Officer
tinued expansion of bank real estat®©pinion Survey on Bank Lending Prac-
lending and a high level of mortgagetices, relatively few banks, on net,
applications for home purchases suggeséported tightening standards on credit
a further solid gain in mortgage debt incard or other consumer loans. Little
the second quarter. Home equity credithange was reported in the terms of
at banks increased only 2 percent at aconsumer loans.
annual rate from the fourth quarter of
1997 through June 1998 after having
posted a 1% percent gain last year; thisThe Business Sector
slowdown may reflect a diminished sub-
stitution c_)f mortgage debt fo_r CONSUMEIjy o Investment
debt or simply the increase in mortgage
refinancings, which allowed householddReal business fixed investment appears
to pay down more expensive homeo have posted another hefty gain over
equity debt or to convert housing equitythe first half of 1998 as spending con-
into cash in a more advantageousinued to be boosted by positive sales
manner. expectations in many industries; favor-
Despite the further buildup of house-able financial conditions; and a per-
hold indebtedness, financial stresgeived opportunity, if not a necessity,
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for firms to install new technology in In total, real outlays on nonresidential
order to remain competitive. The excep<€onstruction flattened out in 1997 after
tional growth of investment since thefour years of gains, and they remained
early 1990s has been facilitated in parsluggish in early 1998. Construction of
by the increase in national saving associpffice buildings remained robust in the
ated with the elimination of the federalfirst half of this year, after having risen
budget deficit. It has resulted in consid-at double-digit rates in 1996 and 1997,
erable modernization and expansion o&nd outlays for institutional buildings
the nation’s capital stock, which havecontinued to trend up. However, expen-
been important in the improved per-ditures for other types of structures were
formance of labor productivity over thelackluster. Nonetheless, the economic
past few years and which should confundamentals for the sector as a whole
tinue to lift productivity in the future. remain quite favorable: Vacancy rates
Moreover, rapid investment in the man-or office and retail space have contin-
ufacturing sector in recent years hasied to fall; real estate prices, though still
resulted in large additions to productivewell below the levels of the mid-1980s
capacity, which have helped keep facin real terms, have risen appreciably in
tory operating rates from rising muchrecent quarters; and funding for new
above average historical levels in therojects remains abundant.
face of appreciable increases in output.

Rgal outlays for producers .durablelnventory Investment
equipment, which have been rising more
than 10 percent per year, on averagd,he pace of stockbuilding by nonfarm
since the early 1990s, moved sharplypusinesses picked up markedly in 1997
higher in the first half of 1998. All and is estimated to have approached
major categories of equipment spending100 billion (annual rate) in the first
recorded sizable gains in the first quarquarter of 1998—equal to an annual rate
ter; but, as has been true throughout thicrease of 8 percent in the level of
expansion, outlays for computers rosénventories and accounting for more
especially rapidly. Real computer out-than % percentage points of that quar-
lays received particular impetus in earlyter’'s growth in real GDP. The first-
1998 from extensive price-cutting. Pur-quarter accumulation was heavy almost
chases of communications equipmenacross the board. Among other things,
have also soared in recent quarters; thie included a large increase in stocks
rise reflects intense pressures to addf petroleum as the unusually warm
capacity to accommodate the growtlweather reduced demand for refined
of networking; the rapid pace of tech-products and low prices provided an
nological advance, especially in wire-incentive for refiners and distributors to
less communications; and regulatoryaccumulate stocks. However, overall
changes. As for the second quarter, datales were also very strong, and with
on shipments, coupled with anothemnly a few exceptions—notably, semi-
steep decline in computer prices, pointonductors, chemicals, and textiles—
to a further substantial increase instocks did not seem out of line with
real computer outlays. Spending orsales. In any event, fragmentary data
motor vehicles apparently continued tdor the second quarter point to a con-
advance as well while demand for othesiderable slowing in inventory invest-
types of capital equipment appears tanent that is especially evident in the
have remained brisk. motor vehicle sector, where stocks were
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depleted by the combination of strong Nonfinancial businesses realized
sales and General Motors productiorannualized economic profit growth of
shortfalls. In addition, petroleum stocksonly 1¥a percent in the first quarter.
appear to have grown less rapidly thaBecause capital expenditures (including
they did in the first quarter, and stock-inventory investment) grew much faster,
building elsewhere slowed sharply inthe financing gap—the excess of capital
April and May. expenditures over retained earnings—
widened. As a result, these businesses
used less of their cash flow to retire
outstanding equity and continued to bor-
row at the rapid pace of the fourth quar-
Businesses have financed a good part ¢ér of 1997, with debt expanding at
their investment this year through con-an annual rate of 9 percent in the first
tinued strong cash flow, but they haveguarter of 1998. Outstanding amounts of
also increased their reliance on financiaboth bonds and commercial paper rose
markets. Economic profits (book profitsespecially sharply. The decline in long-
after inventory valuation and capitalterm interest rates around vyear-end
consumption adjustments) have run agéncouraged companies to lock in those
12 percent of national income over theyields, and gross bond issuance reached
past year, well above the 1980s peak dh record high in the first quarter of 1998.
roughly 9 percent. However, the strengttBorrowing by nonfinancial businesses
in profits has resulted partly from theincreased at a slightly slower but still
low level of net interest payments, leav+apid clip in the second quarter, with
ing total capital income at roughly thelittle change in outstanding commercial
same share of national income as at thgaper but very strong net bond issuance
1980s peak. Overall, a major portion ofand some rebound in bank loans.
the increase in profits between the 1980s Despite persistent high borrowing,
and the 1990s represents a realignmemiternal funding for businesses re-
of returns from debt-holders to equity-mained readily available on favorable
holders. terms. The spreads between yields on
Although their level remains high, theinvestment-grade bonds and yields on
growth of profits has slowed: EconomicTreasury bonds widened a little from
profits rose 4. percent at an annuallow levels, with investors favoring Trea-
rate in the first quarter, compared withsury securities over corporate securities
9%- percent between the fourth quarteas a haven from Asian turmoil and, per-
of 1996 and the fourth quarter of 1997 haps, with disappointing profits lead-
This slowdown may have resulteding to some minor reassessment of the
from various causes, including risingunderlying risk of private obligations.
employee compensation and the Asiafmhe spreads on high-yield bonds also
financial crisis. Quantifying the effect of increased, in part because of heavy issu-
the Asian turmoil is difficult: Although ance of these bonds this spring, but they
only a small share of the profits of U.S.remain narrow by historical standards.
companies is earned in the directlyin the Federal Reserve’s May survey on
affected Asian countries, the crisis hakank lending practices, banks reported
reduced the prices of U.S. imports andhegligible change in business loan stan-
thereby put downward pressure ordards; moreover, yield spreads on bank
domestic prices. loans remained low for both large and

Corporate Profits and
Business Finance
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small firms. Surveys by the NationalThe Government Sector
Federation of Independent Business sug-

gest that small firms have been facing-gqeral

little difficulty in obtaining credit.

The ready availability of credit has The incoming news on the federal bud-
stemmed importantly from the healthyget continues to be very positive. Over
financial condition of many businessesthe twelve months ending in May 1998,
which have enjoyed an extended periothe unified budget registered a surplus
of economic expansion and robust profef $60 billion, compared with a deficit
its. The aggregate debt-service burdeaof $65 billion during the twelve months
for nonfinancial corporations, measureeénding in May 1997. Soaring receipts
as the ratio of net interest paymentgontinued to be the main force driving
to cash flow, dropped substantiallythe improvement in the budget, but sub-
between 1990 and 1996 and remaindued growth in outlays also played a
modest, despite edging up in the firskey role. If the latest projections from
quarter of this year. In addition, mostthe Office of Management and Budget
measures of financial distress havéOMB) and the Congressional Budget
shown favorable readings. The delin-Office (CBO) are realized, the unified
quency rate on commercial and indusbudget for fiscal year 1998 as a whole
trial bank loans has stayed very lowwill show a surplus of roughly $40 bil-
since 1995, preserving the dramatidion to $65 billion.
decline that occurred in the first half of With the federal budget having
the decade. After moving up a little shifted into surplus, the federal govern-
in 1996 and 1997, business failuresnent is now augmenting, rather than
decreased in the first five months ofdrawing on, the pool of national saving.
1998; the liabilities of failed businessedn fact, the improvement in the govern-
as a share of total liabilities was lessment’s budget position over the past
than one-quarter the value reached iseveral years has been large enough
the early 1990s. At the same timeto generate a considerable rise in gross
Moody’s upgraded significantly more domestic saving despite a decline in the
debt than it downgraded, and the rate oprivate saving rate; all told, gross saving
junk bond defaults stayed close to ity households, businesses, and govern-
low 1997 level. ments increased from about %4per-

Net equity issuance was less negativeent of gross national product in the
in the first quarter of this year thanearly 1990s, when federal saving was at
in the fourth quarter of last year, buta cyclical low, to more than 17 percent
nonfinancial corporations still retired,of GNP in recent quarters. This increase
on net, about $100 billion of equity atin domestic saving, along with increased
an annual rate. The wave of mergeborrowing from abroad, has financed
announcements this spring will likely the surge in domestic investment in this
generate strong share retirements ovexpansion. Moreover, this year's bud-
the remainder of the year. Gross equitgetary surplus will continue to pay bene-
issuance in the first half of 1998 wasfits in future years because it allows the
close to its pace of the past sevgovernment to reduce its outstanding
eral years, although investors seemedebt, which implies smaller future inter-
somewhat cautious about initial publicest payments and, all else equal, makes
offerings. it easier to keep the budget in surplus.
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If, in fact, the budget outcome over the Real federal outlays for consumption
next several years is as favorable as th@nd gross investment, the part of federal
OMB and the CBO now anticipate spending that is counted in GDP, fell
under current policies, the reductionabout 2 percent between the first quar-
in the outstanding debt could beters of 1997 and 1998. The decrease was
substantial. concentrated in real defense spending,
Federal receipts in the twelve monthavhich fell about &4 percent, roughly
ending in May 1998 were 10 percentthe same as over the preceding four
higher than in the same period a yeaquarters; real nondefense spending was
earlier—roughly twice the percentageunchanged, on balance. In the first quar-
increase for nominal GDP over the paster, real federal outlays fell at a 10 per-
year. Individual income tax receipts,cent annual rate; the drop reflected
which have been rising at double-digita plunge in defense spending, which
rates since the mid-1990s, continued tappears to have been reversed in the
do so over the past year as the surge isecond quarter.
capital gains realizations likely persisted With debt held by the public close to
and sizable gains in real income raise®4 trillion, the government will continue
the average tax rates on many housde undertake substantial gross borrow-
holds (the individual income tax struc-ing to redeem maturing securities. The
ture being indexed for inflation but notgovernment will also continue to adjust
for growth in real incomes). In contrastits issuance of short-term debt to accom-
to the ongoing strength in individual modate seasonal swings in receipts and
taxes, corporate tax payments increasespending. The surplus during the first
only moderately over the past year, echohalf of calendar year 1998—hboosted by
ing the deceleration in corporate profitsthe huge inflow of individual income
Federal expenditures in the twelvetax receipts—enabled the Treasury to
months ending in May 1998 were onlyreduce its outstanding debt $57 billion
1%z percent higher in nominal terms tharwhile augmenting its cash balance
during the twelve months ending in$40 billion. The reduction in debt
May 1997, with restraint evident in mostincluded net paydowns of coupon secu-
categories. Outlays for defense wereities and bills.
about unchanged, as were those for Looking ahead to projected surpluses
income security programs. In the lattefor coming years, the Treasury an-
category, outlays for low-income sup-nounced that it will no longer issue
port fell as economic activity remainedthree-year notes and will auction five-
robust, welfare reform capped outlays/ear notes quarterly rather than monthly.
for family assistance, and enrollmentOver the past several years, the Trea-
rates in other programs dropped. In thesury has accommodated the surprising
health area, spending on Medicaidmprovement in federal finances by
picked up somewhat after a period ofsubstantially reducing both bill and
extraordinarily small increases, whereasoupon issuance. The Treasury hopes
growth in spending for Medicare that concentrating future coupon offer-
slowed, in part because of the programings in larger, less-frequent auctions
matic changes that were legislated iwill maintain the liquidity of these secu-
1997. And, with interest rates little rities while still allowing for sufficient
changed and the stock of outstandingssuance of bills to maintain their liquid-
federal debt no longer rising, net interesity as well. These changes are also
payments stabilized. intended to prevent further upcreep in
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the average maturity of the outstanda sizable decline in the first quarter,
ing debt held by private investors,and monthly data suggest that spending
now standing at sixty-five months. Thedropped further in the spring. The weak-
Treasury continues to work on encourness in construction spending over the
aging the market for inflation-indexedpast year has cut across the major cate-
securities, issuing a thirty-year indexedjories of construction and is puzzling in
bond in April to complement the light of the sector's ongoing infrastruc-
existing five-year and ten-year indexedure needs and the good financial shape
notes. of most governments.

State and local governments re-
sponded to the low interest rates during
the first half of the year by borrowing
The fiscal position of state and localat a rapid rate, both to refinance out-
governments in the aggregate has alsstanding debt and to fund new capital
remained quite favorable. Strong growttprojects. Because debt retirements eased
of household income and consumem the first quarter relative to the fourth
spending has continued to lift revenuesquarter of 1997, net issuance increased
despite numerous small tax cuts, angubstantially. Meanwhile, credit quality
governments have continued to hold thef state and local debt continued to
line on expenditures. As a result, themprove, with much more debt upgraded
consolidated current account of the sedhan downgraded in the first half of the
tor, as measured by the surplus (net ofear.
social insurance funds) of receipts over
current expenditures in the national
income and product accounts, heIoEXternal Sector
steady_ln the first quarter at around].rade and the Current Account
$35 billion (annual rate), roughly where
it has been since 1995. State goverrnthe nominal trade deficit on goods and
ments, which have reaped the mairservices widened to $140 billion at an
benefits of rising income taxes, haveannual rate in the first quarter from
fared especially well: Indeed, all of the$114 billion in the fourth quarter of last
forty-seven states whose fiscal yeargear. The current account deficit for the
ended by June 30 appear to havérst quarter reached $189 billion (annual
achieved balance or to have run surrate), 24 percent of GDP, compared
pluses in their general funds budgets inith $155 billion for the year 1997. A
fiscal year 1998. larger deficit on net investment income

Real expenditures for consumptionas well as the widening of the deficit on
and gross investment by states anttade in goods and services contributed
localities have been rising about 2 perio the deterioration in the first quarter of
cent per year, on average, since the earthe current account balance. In April
1990s, and the increase in spending foand May, the trade deficit increased
the first half of 1998 appears to havdurther.
been a bit below that trend. These gov- The quantity of imports of goods and
ernments added jobs over the first halgervices again grew vigorously in the
of the year at about the same rate as thdirst quarter. The annual rate of expan-
did over 1997 as a whole. However, reakion at 17 percent exceeded that for
construction outlays, which have beerl997 and reflected the continued
drifting down since early 1997, postedstrength of U.S. economic activity and

State and Local
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the effects of past dollar appreciationstantial, and net purchases of U.S. gov-
Imports of consumer goods, automotiveernment agency bonds reached a record
products, and machinery were particu$21 billion. In contrast, net sales of U.S.
larly robust. Preliminary data for April Treasury securities by private foreign-
and May suggest that real import growtrers, particularly large net sales booked
remained strong. Non-oil import pricesat a Caribbean financial center, were
fell sharply through the second quarterrecorded in the first quarter. U.S. net
reflecting the rise in the exchange valug@urchases of foreign stocks and bonds
of the dollar over the past year. were modest.

The quantity of exports of goods and Foreign official assets in the United
services declined at an annual rate oBtates increased $10 billion in the first
1 percent in the first quarter, the firstquarter. However, the net increase in the
such absolute drop since the first quartesecond quarter was limited by large
of 1994. The weakness of economidollar sales by Japan.
activity in a number of our trading part-
ners, with absolute declines in sever
economies in Asia, and the strength o
the dollar, which also partly resulted
from the Asian financial crises, largely
account for the abrupt halt in the growthLabor demand remained robust during
of real exports after a 10 percent risaghe first half of 1998. Growth in pay-
last year. Declines were recorded foroll employment averaged 243,000 per
machinery, industrial supplies, and agri-month, only a little less than in 1997 and
cultural products. Exports to the emergwell above the rate consistent with the
ing market economies in Asia, particu-growth in the working-age population.
larly Korea, as well as exports to JaparThe unemployment rate held steady
were down sharply while exports toin the first quarter at % percent but
western Europe and Canada rose modedropped to the range of¥4 percent to
ately. Preliminary data for April and 4% percent in the second quarter.

May suggest that real exports declined The services industry, which accounts
further. for about 30 percent of nonfarm employ-
ment, continued to be the mainstay of
employment growth over the first half of

1998, posting increases of 115,000 per
Foreign direct investment in the Unitedmonth, on average. Within services, hir-
States and U.S. direct investment abroaithg remained brisk at computer and

continued at near record levels in thedata-processing firms and at firms
first quarter of 1998, spurred by strongproviding engineering and managerial
merger and acquisition activity acrossservices, but payrolls at temporary help
national borders. agencies rose much less rapidly than

In the first quarter, the booming U.S.they had over the preceding few years—
stock market continued to attract largeapparently in part reflecting difficulties
foreign interest. Net purchases by priin finding workers, especially for highly
vate foreigners were $29 billion, follow- skilled and technical positions. Sizable
ing record net purchases of $66 billionincreases were also posted at wholesale
in the year 1997. Foreign net purchaseand retail trade establishments and in
of U.S. corporate bonds remained subthe finance, insurance, and real estate

he Labor Market

Employment and Labor Supply

The Capital Account
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category. Construction payrolls wereLabor Costs and Productivity
bounced around by unusual winter
weather but, on average, rose a briskirms no doubt are continuing to rely
21,000 per month—about the same as iheavily on targeted pay increases and
1997. incentives like stock options and
In contrast to the robust gains elsebonuses to attract and retain workers.
where, manufacturing firms curbed theiBut the tightness of the labor market
hiring in the first half of 1998 in the face also appears to be exerting some upward
of slower growth in factory output. After pressure on traditional measures of
having risen a torrid B+ percent in hourly compensation, which have exhib-
1997, factory output increased at arited a somewhat more pronounced
annual rate of about/2 percent between uptrend of late. Indeed, the twelve-
the fourth quarter of last year and Maymonth change in the employment cost
1998; the deceleration reflected théndex (ECI) for private industry work-
effects of the Asian crisis as well as aers picked up to % percent in March,
downshift in motor vehicle assembliescompared with 3 percent for the twelve
and the completion of the 1996-97months ending in March 1997 and
ramp-up in aircraft production. In June,2% percent for the twelve months end-
factory output is estimated to have fallering in March 1996. Hourly compensa-
Y2 percent; the GM strike accounted fortion accelerated especially rapidly for
the decline. employees of finance, insurance, and
The labor force participation rate—real estate firms, some of whom re-
which measures the percentage of theeived sizable bonuses and commis-
working-age population that is eithersions. However, the acceleration was
employed or looking for work—trended fairly widespread across industries and
up mildly over the past couple of yearsoccupations and, given the relatively
and stood at 67.1 percent, on averagasmall rise in consumer prices over the
in the first half of 1998, slightly above past year, implies a solid increase in real
the previous cyclical highs achieved inpay for many workers.
late 1989 and early 1990. Participation The acceleration in hourly compensa-
among adult women has picked ugion costs over the past year resulted
noticeably in recent years, after havingnainly from faster growth of wages and
risen only slowly in the first half of salaries, which rose 4 percent over the
the 1990s, and participation amongwelve months ending in March; this
adult men, which had been on a graduahcrease was abodt percentage point
downtrend through mid-decade, appeatarger than the one recorded over the
to have leveled out. In contrast, participreceding twelve months. Separate data
pation rates for teenagers, for whonon average hourly earnings of produc-
school enrollment rates have risen, havéon or nonsupervisory workers also
continued to sag after having droppedghow an ongoing acceleration of wages:
sharply in the early 1990s. Strong laboiThe twelve-month change in this series
demand clearly contributed importantlywas 4.1 percent in Junéz percentage
to the rise in overall participation over point above the reading for the preced-
the past several years, but the expansidng twelve months.
of the earned income tax credit and Benefits costs have generally re-
changes in the welfare system probablynained subdued, with the increase over
provided added stimulus. the year ending in March amounting to
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only about 24 percent. According to the At least in part, the recent strong pro-
ECI, employer payments for healthductivity growth has likely been a cycli-
insurance have picked up moderately ial response to the marked acceleration
recent quarters after having been essenf output. But it is also possible that the
tially flat over the previous couple of high levels of business investment over
years, and indications are that furthethe past several years—and the associ-
increases may be in the offing. Insurersited rise in the amount of capital per
whose profit margins had been squeezeadorker—are translating into a stronger
in recent years by pricing strategiesunderlying productivity trend. In addi-
designed to gain market share reportion, productivity apparently is being
edly are raising premiums, and manyuoyed by the assimilation of new tech-
managed care plans are adding innovarologies into the workplace. In any
tions that, while offering greater flexibil- event, the faster productivity growth
ity and protections to consumers, mayf late is helping to offset the effects
boost costs. Additional upward pressur®f higher hourly compensation on unit
on premiums apparently has come fronlabor costs and prices, thereby allowing
higher spending on prescription drugswages to rise in real terms.
Among other major components of
benefits, rising equity prices have " prices
duced the need for firms to pay into
defined benefit plans, and costs for statBrice inflation remained quiescent in the
unemployment insurance and workersfirst half of this year. After having
compensation have fallen sharply. increased % percent in 1997, the con-
Labor productivity in the nonfarm sumer price index slowed to a crawl in
business sector posted another sizab&arly 1998 as energy prices plummeted,
advance in the first quarter of 1998and it recorded a rise of only about
bringing the increase over the year endi¥z percent at an annual rate over the
ing in the first quarter to an impressivefirst six months of the year. The increase
2 perceng Taking a slightly longer in the CPI excluding food and energy—
perspective, productivity has risen a bithe so-called “core CPI"—picked up to
more than ¥ percent per year, on aver-2%2 percent (annual rate) over the first
age, over the past three years, after hahalf of the year. However, this pickup
ing risen less than 1 percent per year, ofollows some unusually small increases
average, over the first half of the decaden the second half of 1997, and the

- Alternative Measures of Price Change
3. According to the published data, productiv-percent
ity rose 1.1 percent at an annual rate in the first

quarter. However, these data are distorted by 1996:Q1| 1997:Q1
inconsistencies in the measurement of hours asso- Price measure to to
ciated with varying lengths of pay periods across 1997:Q1| 1998:Q1

months. Although the Bureau of Labor Statistics_ .
has already revised the monthly hours and eardé'xed'we'ght, ind 29 15
ings data to account for these inconsistencies; Eyciiding food and energy .. 2.5 >3
it will not update the productivity statistics until

August. All else being equal, adjusting the pro-Chain-type )
ductivity data to reflect the Bureau's revisionsPersg;‘géﬁgi’:ﬁgen;pt'on 26 10
to hours would substantially raise productivity Egxcluding food and energy .. 2.3 14
growth in the first quarter, but it would have little Gross domestic product. .. ... . 2.2 1.4
effect on the change over the four quarters ending

in the first quarter. Note. Changes are based on quarterly averages.
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twelve-month change has held fairly¥z percent rise over 1997 as a whole. In
steady at about2 percent since late the main, the step-up reflected a turn-
last summer. The chain-type price indearound in prices of used cars and trucks,
for personal consumption expendituregnd prices of tobacco products and pre-
on items other than food and energyscription drugs also rose considerably
rose only ¥z percent over the year end-faster than they had in 1997. More gen-
ing in the first quarter of 1998—the erally, prices continued to be restrained
most recent information available; thisby the effect of the strong dollar on
measure typically rises less rapidly thamprices of import-sensitive goods. For
does the core CPI, in part because it isxample, prices of new vehicles fell
less affected by so-called “substitutionslightly over the first half of the year,
bias.” while prices of other import-sensitive
The relatively favorable price perfor- goods—such as apparel and audio-video
mance in the first half of 1998 reflectedequipment—were flat or down. In the
a number of factors that, taken togetheproducer price index, prices of capital
continued to exert enough restraint teequipment were little changed, on bal-
offset the upward pressures from strongnce, over the first half of 1998; they,
aggregate demand and high levels dfoo, were damped by the competitive
labor utilization. One was the drop in oil effects of falling import prices.
prices. In addition, non-oil import prices The CPI for non-energy services
continued to fall, thus further lowering increased 3 percent over the first six
input costs for many domestic industriesnonths of 1998, about the same as last
and limiting the ability of firms facing year's pace. After having fallen some-
foreign competition to raise prices forwhat last year, airfares picked up in
fear of losing sales to producers abroadhe first half of the year, and owner’s
Prices of manufactured goods were alsequivalent rent seems to be rising a bit
held in check by the sizable increasdaster than it did in 1997. In addition,
in domestic industrial capacity in recentincreases in prices of medical services,
years and by developments in Asiawhich had slowed to about 3 percent per
which, among other things, led to a conyear in 1996-97, have been running
siderable softening of commodity pricessomewhat higher so far this year. Price
Moreover, the various surveys of con-changes for most other major categories
sumers and forecasters suggest thaf services were similar to or smaller
inflation expectations stayed low—everthan those recorded in 1997.
declined in some measures. For exam- Energy prices fell sharply in early
ple, according to the Michigan survey,1998, as the price of crude oil came
median one-year inflation expectationsinder severe downward pressure from
dropped a bit further this year, after havweak demand in Asia, a decision by key
ing held fairly steady over 1996 andOPEC producers to increase output, and
1997, and inflation expectations for thea relatively warm winter in the North-
next five to ten years edged down fromern Hemisphere. After having averaged
about 3 percent, on average, in 1996 andbout $20 per barrel in the fourth quar-
1997 to Z4 percent in the second quar-ter of 1997, the spot price of West Texas
ter of 1998. intermediate dropped to a monthly aver-
The CPI for goods other than foodage of $15 per barrel in March, where
and energy rose at an annual rate af more or less remained through the
1 percent over the first six months ofspring. Crude prices dropped sharply in
1998, only a bit above the meagedune following reports of high levels



84 85th Annual Report, 1998

of inventories and revised estimates o€ent at an annual rate between the fourth
oil consumption in Asia but have sincequarter of 1997 and May 1998, whereas
firmed in response to an agreement byponfederal debt increased/8percent
major oil producers to restrict supplyannualized over the same period. The
in the months ahead; they now stand ajrowth of nonfederal debt has slowed
$14Y> per barrel. Reflecting the declineonly slightly over the past several
in crude prices, retail energy prices fellmonths.
at an annual rate of 12 percent over the Credit on the books of depository
first half of the year, led by a steep dropnstitutions rose at roughly the same
in gasoline prices. pace as total credit in the first half of the
Developments in the agricultural secyear. Commercial bank credit advanced
tor also helped to restrain overall infla-rapidly in the first quarter and at a more
tion in the first half of this year. Exclud- subdued rate in the second. This slow-
ing the prices of fruits and vegetables—down was especially acute in securities
which tend to be bounced around byholdings, which had surged in both the
short-term swings in the weather—foodfourth quarter of 1997 and the first quar-
prices have been rising a scant 0.1 peter of this year. Responses to the Federal
cent per month, on average, since latReserve’s May survey on bank lending
1997. Although farmers in some regiongractices suggest that the earlier run-up
of the country are experiencing morein securities reflected the efforts of
prolonged weather problems, conditiondanks to boost returns on equity by
in the major crop-producing areas of théncreasing leverage; much of the rise in
Midwest still look relatively favorable, securities holdings was concentrated at
and it appears that aggregate farnbanks that were constrained by recent
production will be sufficient to maintain mergers from using their profits to
ample supplies over the coming yearrepurchase shares. Loan growth also
especially in the context of sluggishslowed in the second quarter, although
export demand. the various loan categories behaved
quite differently: Real estate lending
expanded most slowly in May and June,
whereas business lending rebounded in
those months after having stalled out in
March and April. Outstanding loans at
branches and agencies of foreign banks
The total debt of U.S. households, govdeclined in the second quarter, and
ernments, and nonfinancial businessesurvey responses identified an actual or
increased at an annual rate dfa5per- expected weakening in the capital posi-
cent from the fourth quarter of 1997tion of the parent banks as the primary
through May of this year. Domestic non-impetus for a tightening of loan terms
financial debt now stands a little aboveand standards.
the midpoint of the 3 percent to 7 per- The Report of Condition and Income
cent range established by the FOMC fofthe Call Report) showed that banks’
1998. Debt growth has picked up sinceeturn on equity was about unchanged in
1997, as an acceleration of private credithe first quarter, staying in the elevated
associated with strong domestic demanthnge it has occupied since 1993. Call
and readily available supply has moreReport data also indicated that delin-
than offset reduced federal borrowingguency and charge-off rates on commer-
Indeed, federal debt declined/d per- cial and industrial loans and on real

Credit and the
Monetary Aggregates

Credit and Depository Intermediation
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estate loans remain quite low, whileunder conditions of stable prices and
delinquency and charge-off rates orvelocity behavior in accordance with its
consumer loans have leveled off aftepre-1990 historical experience. In fact,
their previous rise. Indeed, bank profitmominal spending and income have
have benefited importantly in recentgrown more rapidly than is consistent
years from a low level of provision- with price stability and sustainable real
ing for loan losses. Nevertheless, banigrowth, and the velocity of M2 (defined
supervisors have been concerned thats the ratio of nominal GDP to M2) has
intense competition and favorablefallen relative to the behavior predicted
economic conditions might be leadingby the pre-1990 experience.
banks to ease standards excessively. For several decades before 1990, M2
They reminded depositories that credivelocity showed little overall trend but
assessments should take account of tharied positively from year-to-year with
possibility of less positive economicchanges in M2 opportunity cost, which
circumstances in the future. is generally defined as the interest for-
The trend toward consolidation in thegone by holding M2 assets rather than
banking industry continued in the firstshort-term market instruments such as
half of the year. Some of the announcedreasury bills. The relationship was dis-
mergers involve combinations of bankgurbed in the early 1990s by a sharp
and nonbank financial institutions, suchincrease in velocity; however, since
as thrifts and insurance companiesmid-1994, M2 velocity and opportunity
Many of the mergers were designed to
capitalize on the economies of scale anrowth of Money and Debt
diversification of risk in nationwide percent

banking; other mergers were undertaketr _
to expand the range of services offered _ Donngﬁ_s“c
to customers. Although some observers Period ML [ M2 1 M3 financial
are concerned that consolidation might debt
raise banks’ market power, greater, . .

national concentration in banking overioss .......... 43 5763 9l
the past several years has not increased™ =" ‘ : : ‘

i i i 1990 .......... 4.2 4.1 18 6.7
banking concentration in most Iocal1991 __________ 22 41 18 el
markets. 1992 .......... 144 18 6 4.5

1993 .......... 10.6 1.3 1.1 4.9
1994 .......... 25 6 1.7 4.9
The Monetary Aggregates 1995 .......... -16 39 61 54
1996 .......... -4.5 4.6 6.8 5.3
The broad monetary aggregates greweo7 .......... -12 57 88 50
more rapidly in the first half of 1998 qyareny
idi nnual ratep
than they did in _1997, although the pac i 30 80 110 60
of their expansion has slowed notice-™ g2 ... 3 73 96 na
ably in recent months. M2 grew/7per- . .
cent at an annual rate between the fourtipes .......... 9 73 98 58

quarter of last year and June of this year;

i ; i _ 1. From average for fourth quarter of preceding year to
placmg it well above the top ofits 1 per average for fourth quarter of year indicated.
cent to 5 percent growth range. When 2. From average for preceding quarter to average for

the FOMC established this range in Febduarter indicated.
3. From average for fourth quarter of 1997 to average

ruary, it noted that annual ranges I‘epref?)r.]une (May in the case of domestic nonfinancial debt).
sented benchmarks for money growth n.a. Notavailable.
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cost have again been moving roughlyncreased 1% percent at an annual rate
together, though not in lockstep. Indeedpver the first half of the year, following
velocity has declined recently despitean even faster run-up in 1997. Rapid
almost no change in the standard meaxpansion of large time deposits in the
sure of opportunity cost. The dip infirst quarter was driven importantly by
velocity may be partly attributable to thestrong credit growth at depository insti-
flatter yield curve, which has reducedtutions. More recently, gains in this cate-
the return on longer-term investmentggory have diminished as bank credit
relative to M2 assets—bank depositgrowth has slowed. Holdings of insti-
and money market mutual funds. Moneytutional money market mutual funds
demand may also be bolstered by thelimbed more than 20 percent in each of
efforts of households to rebalance theithe past three years, and that strength
portfolios in the face of a booming stockhas mounted in 1998 as businesses’
market. By the end of 1997, householdsinterest in outsourcing their cash
monetary assets had ebbed to the smallhanagement evidently has intensified.
est share of their total financial asset8ecause in-house management often
in many years, and households maynvolves short-term assets that are not
want to reduce the concentration of theiincluded in M3, the shift to mutual funds
assets in relatively risky equities andboosts M3 growth.
increase their holdings of less volatile M1 rose 1 percent at an annual rate
M2 assets. However, in spite of both thebetween the fourth quarter of 1997 and
flatter yield curve and the rebalancingune of this year. Currency expanded
motive, flows into both bond mutual 6%2 percent annualized over that period,
funds and stock mutual funds have beea bit below its increase last year. For-
quite heavy this year. eign demand for U.S. currency appar-
M2 increased Y4 percent at an annual ently weakened substantially in the first
rate in the second quarter, compareflve months of the year, with an espe-
with 8 percent in the first quarter. Acially large decline in shipments to
buildup in household liquid accounts inRussia. Deposits in M1 declined in the
preparation for individual income taxfirst half of the year owing to the contin-
payments substantially boosted moneyed introduction of “sweep” programs.
growth in April; the clearing of these M1 growth has been depressed for sev-
payments depressed May growth by &ral years by the spread of these pro-
roughly equal amount. At an annual rategrams, which sweep balances out of
M2 increased about 6 percent on avertransactions accounts, which are subject
age over April and May and about 5 perto reserve requirements, and into sav-
cent in June, suggesting a larger decelngs accounts, which are not. Depositors
eration than is shown by the quarterlyare unaffected by this arrangement
average figures. because the funds are swept back when
M3 grew %4 percent at an annual rateneeded; banks benefit because they can
between the fourth quarter of last yeareduce their holdings of reserves, which
and June, placing it far above the top okarn no interest. New sweeps of other
its 2 percent to 6 percent growth rangecheckable deposits have slowed sharply,
As with M2, the FOMC chose the but sweeps of demand deposits into
growth range for M3 as a benchmark forsavings deposits—an activity that has
growth under conditions of price stabil-become popular more recently—
ity and historical velocity behavior. The continue to spread. Because many banks
components of M3 not included in M2 have already reduced their required
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reserves to minimal levels, the total flowsupply more closely in line with
of new sweep programs is tapering offdemand. At the same time, banks have
although it remains considerable. borrowed more reserves at the discount

The drop in transactions accounts irwindow and have improved the manage-
the first half of the year caused requirednent of their accounts at Reserve Banks.
reserves to fall 31 percent at an annual Between 1995 and 1997, banks also sig-
rate, a much slower decline than innificantly increased their required clear-
1997. The monetary base grew-Fer- ing balances, which they precommit to
cent over the same period, as the runoffiold and which earn credits that can be
in required reserves was more thampplied to Federal Reserve priced ser-
offset by the increased demand fowices. Like required reserve balances,
currency. required clearing balances are predict-

The substantial decline in requiredable by the Federal Reserve and can be
reserves over the past several years hasbstituted across days within the two-
raised concern that the federal funds rateeek maintenance period. Going for-
might become more volatile. Requiredward, the Federal Reserve’s recent deci-
reserves are fairly predictable and mussion to use lagged reserve accounting
be maintained on only a two-weekrather than contemporaneous reserve
average basis. As a result, the Federalccounting will increase somewhat the
Reserve has generally been able to supredictability of reserve demand by both
ply a quantity of reserves that is close tdanks and the Federal Reserve. Still,
the quantity demanded at the federalurther declines in required reserves
funds rate intended by the FOMC, andnight increase funds-rate volatility.
banks have accommodated many unamdoreover, one-third of the banks re-
ticipated imbalances in reserve supplgponding to the Federal Reserve’s recent
by varying the quantity demandedSenior Financial Officer Survey report
across days. Banks also hold reservihat reserve management is more diffi-
balances to avoid overdrafts after makeult today than in the past. One way to
ing payments to other banks. But thiddiminish these problems would be to
precautionary demand is more variablgay interest on reserve balances, which
and difficult to predict than requirement-would reduce banks’ incentives to mini-
related demand, and it cannot be substimize those balances.
tuted across days. As required reserves
drop, more banks will hold deposits . :
at Rwe Federal Reserve only toIO meeFmanC'aI Markets
these Qay—to—day demands, reduc[ng thﬁ‘lterest Rates
potential for rate-smoothing behavior.

So far, however, the federal fundsYields on intermediate- and long-term
rate has not become noticeably mord@reasury securities moved in a fairly
volatile on a maintenance-period avernarrow band during the first half of
age basis. This outcome has occurretl998, centered a little below the levels
partly because the Federal Reserve hdlat prevailed in the latter part of 1997.
responded to the changing nature oThe thirty-year bond yield touched its
reserve demand by conducting opefowest value since the bond was intro-
market operations on more days thawuced to the regular auction calendar
had been customary and by arrangingn 1977; it was also lower than any
more operations with overnight matu-sustained yield on the twenty-year bond
rity, thereby bringing the daily reserve(the longest maturity Treasury security
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before the issuance of the thirty-yeawield fell more than 1 percentage point,
bond) since 1968. Meanwhile, the averwhereas the inflation-indexed ten-year
age yield on five-year notes in the firstyield increased a bit. Unfortunately,
half of the year was the lowest sincethe relatively recent introduction of
early 1994, inflation-indexed securities and the thin-
Several factors have contributed taness of trading makes interpreting their
the decline in intermediate- and long-yield levels and movements difficult. In
term interest rates over the past yeaparticular, light trading may lead inves-
For one, developments in the U.S. econtors to view these new securities as
omy and overseas reduced expecteoroviding less liquidity than traditional
inflation and, perhaps, uncertainty abouTreasury notes, and investors may value
future inflation. Between the secondiquidity especially highly now in the
quarter of 1997 and the second quartdace of uncertainty about developments
of 1998, the median long-term inflationin Asia.
expectation in the Michigan Survey The yield curve for Treasury securi-
Research Center survey of households$es has recently been flatter than at any
dropped ¥4 percentage point, and thepoint since the beginning of the decade.
average expectation in the Philadelphi&or example, the difference between the
Federal Reserve’'s Survey of Profesten-year-note yield and the three-month-
sional Forecasters fell almo%i percent- bill yield was smaller in the first half of
age point. Over the same period, thd 998 than in any other half-year period
variance of long-term inflation expec-since early 1990. In that earlier episode,
tations in the Michigan survey wasthe yield curve had been flattened by a
halved. This greater consensus of expesharp run-up in short-term interest rates
tations suggests that people may nows the Federal Reserve tried to check an
place less weight on the possibility of aupcreep in inflation. In the current epi-
sharp acceleration in prices; a reductioisode, short rates have held fairly steady,
in perceived inflation risk would tend to while long-term rates have declined sig-
reduce term premiums and thereby cutificantly. Some of the current flathess
long-term interest rates. A damping ofof the term structure probably stems
expected growth in real demand herdrom the apparent reduction in term pre-
and abroad, triggered importantly by themiums noted above. But the flat yield
Asian financial crisis, also has probablycurve may also reflect the expectation
pulled rates lower, as has an apparerhat short-term real interest rates, which
shift in desired portfolios away from have been boosted by the decline in
Asia and, to some extent, from otheiinflation over the past year, will drop in
emerging market economies. Lastlythe future. Supporting that notion, the
diminished borrowing by the federalyield curve for inflation-indexed debt
government has restrained interest ratdsas become inverted this year, as the
by reducing the competition for privatereturn on the five-year indexed note has
domestic saving and for borrowed fundsisen above the return on the ten-year
from abroad. indexed note, which exceeds the return
Assessing the relative importance obn the new thirty-year indexed bond.
some of these factors might be aided, in
principle, by comparing yields on nom-
inal and inflation-indexed Treasury
notes. Between the second quarters dquity markets have remained ebullient
1997 and 1998, the nominal ten-yeathis year. The S&P 500 composite index

Equity Prices
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rose sharply in the first several month®\pril, the agreement between Korean
of 1998; it then fell back a little before banks and their external bank creditors
moving up to a new record in July. Theto stretch out short-term obligations was
NASDAQ composite, NYSE composite,implemented, ending an interval of roll-
and Dow Jones Industrial Averageovers by creditors that was endorsed
followed roughly similar patterns, andby the authorities in countries that had
these indexes now stand about 17 tpledged to support the Korean program.
28 percent above their year-end markdndonesia reached a second revised
Small capitalization stocks have notagreement with the International Mone-
fared so well this year, with the Russelltary Fund (IMF) in April on a reform
2000 index up about a third as much orprogram, which was subsequently
net. derailed by political strife and the resig-
The increase in equity prices com-nation of the president in late May; the
bined with the recent slowdown in earn-change in political regime was followed
ings growth has kept many valuationby calm, and a new agreement was
measures well above their historicakreached with the IMF management in
ranges. The ratio of prices in thelate June and approved by the IMF
S&P 500 to consensus estimates of earf=xecutive Board on July 15.
ings over the coming twelve months After having risen sharply during
reached a new high in April and hasthe final months of 1997 through mid-
retreated only slightly from that point. January of 1998, the exchange value of
At the same time, the real long-termthe dollar in terms of the currencies of
bond yield—measured either by the tenKorea, Indonesia, Thailand, and other
year indexed vyield or by the differenceASEAN countries partly retraced those
between the ten-year nominal Treasurgains during February, March, and
yield and inflation expectations in April. Since then, however, market pres-
the Philadelphia Federal Reserve’'sures have again led to further sharp
survey—is little changed since year-endincreases in the exchange value of
As a result, the forward-earnings yieldthe dollar in terms of the Indonesian
on stocks exceeds the real yield omupiah while the dollar has changed
bonds by one of the smallest amounts ifittle against most of the other Asian
many years. Apparently, investors sharemerging-market currencies. Since the
analysts’ expectations of robust long-end of December, the dollar has
term earnings growth, or they are condeclined, on balance, 24 percent against
tent with a much smaller equity pre-the Korean won and nearly 14 percent
mium than the historical average. against the Thai baht and has risen mod-
erately in terms of the Taiwan dollar and
. increased about 130 percent in terms of
International Developments the Indonesian rupiah.
Events in Asia, including in Japan, have During the first weeks of the year,
continued to dominate developments irthe dollar depreciated in terms of the
global asset markets so far in 1998. Durdapanese yen as improved prospects
ing the first months of the year, manyelsewhere in Asia and market uncer-
financial markets in Asia appeared tdainty regarding potential intervention
stabilize, and progress in implementindy the Japanese monetary authorities
economic and financial reform programdent support to the yen. Indications
was made in most of the countries serithat significant measures for economic
ously affected by the crises. In earlystimulus might be announced also put
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upward pressure on the yen. In Febru- Equity prices in the Asian emerging-
ary, the dollar resumed its appreciatiormarket economies have been volatile so
with respect to the yen. The rise in thefar this year as well. These prices recov-
dollar was only temporarily interruptedered somewhat in the first weeks of
by sizable intervention purchases othe year in response to the market per-
dollars by Japanese authorities in Aprilception that the crisis was easing; after
Upward pressure on the dollar relativehaving fluctuated narrowly, they began
to the yen intensified in late May andmoving back down in March and April,
June. Renewed signs of cyclical weakfeaching new lows in June in Korea,
ness in the Japanese economy and ladiailand, and Hong Kong. On balance,
of market confidence in the announcedhese equity prices have moved down
programs for addressing the chroni@about 25 percent (Singapore and Malay-
problems within the financial sector con-sia) to up about 20 percent (Indonesia)
tributed to pessimism toward the yensince the end of last year. Equity prices
Persistent weakness in the Japane$e Japan also rose early in the year on
economy and the yen, in turn, heightimproved optimism but then gave back
ened concerns about prospects els¢hose gains over time with the release of
where in Asia; the lower yen adverselyindicators suggesting additional weak-
affected the competitiveness of goodsiess in the Japanese economy. Since the
produced in the Asian emerging-markemiddle of June, Japanese equity prices
economies and raised questions aboliave rebounded on the perception that
the sustainability of current exchangesignificant fiscal stimulus is now more
rate policies in China and Hong Kong. likely. On balance, Japanese equity
On June 17, the monetary authoritiegrices are up about 9 percent from their
in the United States and Japan cooplevel at the end of last year. Japanese
erated in foreign exchange interveniong-term interest rates continued
tion purchases of yen for dollars. Thisthrough May on their downward trend
intervention operation was the first bythat began in mid-1997, declining an
U.S. authorities since August 1995. Inadditional 50 basis points during the first
announcing the market interventionfive months. Since then, long-term inter-
Treasury Secretary Rubin cited Japaest rates have retraced more than half of
nese government plans to restore ththat decline, in part in response to the
health of their financial system and toannouncement of the plan for financial
strengthen Japanese domestic demanestructuring and in part in response
He pointed to the stake of Asia and thdo the outcome of the recent election,
international community as a whole inwhich heightened expectations of addi-
Japan’s success. The yen rose somewhtainal fiscal stimulus.
following the exchange market interven- The Asian financial crises have
tion and has since partially given backresulted in a sharp drop in the pace of
that gain. In the wake of the recenteconomic activity in the region. Output
election, which cost the Liberal Demo-declined precipitously in the first quarter
cratic Party numerous seats in the uppen those countries most affected, such
house of the Diet and precipitated theas Korea, Indonesia, and Malaysia, and
resignation of Prime Minister Hash-slowed in other Asian economies, such
imoto, the yen changed little. On bal-as China and Taiwan, that have suffered
ance, the dollar has appreciated abowt loss of competitiveness and reduced
7 percent in terms of the yen since thexternal demand as a consequence of
end of December. the crises. Data for recent months sug-
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gest that additional slowing has occurredlom lent support to the pound, counter-
and that the risk of further spread andng some tendency for weak external
deepening of cyclical weakness throughdemand to depress the currency. The
out the region cannot be ruled outCanadian dollar rebounded following a
Depreciation of their respective currentightening of monetary conditions by the
cies has led to acceleration of domestiBank of Canada on January 30. Since
prices in several of these economiessarly March, however, it has tended to
particularly in Indonesia and Thailand. move down as market participants have
Real GDP in Japan also fell sharply income to believe that further upward
the first quarter, and output indicatorsshifts of official interest rates are
suggest a further decline in the secondnlikely and as weakness in global com-
quarter. Consumer price inflation re-modity markets, partly the result of
mains very low. Japanese authoritieseduced economic activity in Asia, have
have announced a series of fiscal meaveighed on the currency. The exchange
sures that are expected to boost domesalue of the U.S. dollar in terms of the
tic demand during the second half ofCanadian dollar reached new highs in
this year. In addition, officials have July and, on balance so far this year, has
announced a package of steps directaisen about 4 percent.
at restoring the soundness of the finan- Long-term interest rates have de-
cial sector, including (1) introduction of clined, and equity prices have generally
a bridge bank mechanism to facilitaterisen strongly in European and Cana-
the resolution of failed banks while dian markets this year. Despite signs of
permitting some of their borrowers tostrengthening activity in Germany and
continue to receive credit, (2) measuresther continental European countries
to improve the disposal of bad bankand continued healthy expansion in the
loans, (3) enhanced transparency and di§}nited Kingdom and Canada, long-term
closure by banks, and (4) strengthenethtes have moved down since Decem-
bank supervision. These actions are inber; long rates are about 60 basis points
tended to restore confidence in Japanesewer in Germany and less than half that
financial institutions and in the pros-amount lower in Canada. Shifts of inter-
pects for the economy more broadly. national portfolios away from Asian
In the other major industrial coun-assets and toward those perceived to be
tries, economic developments so far thisafer have probably contributed to rate
year have generally been favorable. Thdeclines in Continental Europe and in
exchange value of the dollar in terms ofthe United States. Stock prices have also
the German mark has fluctuated nareontinued to rise in Europe and Canada.
rowly and, on balance, is little changedSince December, the gains have ranged
since the end of December. Market perfrom about 40 percent in Germany and
ceptions that progress toward the start dfrance to about 10 percent in Canada.
the final stage of European Monetary The pace of real economic activity
Union (EMU) is going smoothly and improved somewhat in the first quarter
signs of momentum in the U.S. and Gerin Germany and on average in the
man economies resulted in little preseleven countries slated to proceed with
sure in either direction on the exchangeurrency union on January 1, 1999.
rate. The dollar also fluctuated narrowly
against the U'K.' pound with “ttle. net 4. Those countries are Austria, Belgium, Fin-
change so far this year. Moves to tightefand, France, Ireland, Italy, Germany, Luxem-
monetary conditions in the United King- bourg, the Netherlands, Portugal, and Spain.
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Production and employment data forered from the very high levels to which
more recent months suggest continuethey were raised when the Asian crisis
expansion. Business confidence hasmtensified in late 1997. Equity prices in
firmed as progress toward EMU haghese three Latin American countries
continued. Domestic demand is becomhave been volatile, rising early in the
ing more buoyant in several of theseyear and giving back those gains since
countries, offsetting weakening of exter-April. On balance this year, equity prices
nal demand arising from events in Asiahave declined about 10 percent in
On average, inflation remains subdued/lexico and Argentina and have risen
within the euro area. In the United King-about 8 percent in Brazil.
dom and Canada, real output continues Real output growth remains strong in
to expand at a relatively rapid rate. U.K.Mexico and Argentina, but the rate has
inflation threatens to exceed the governslowed somewhat from last year’s vigor-
ment’'s target of 22 percent, and the ous pace. In Brazil, economic activity
Bank of England raised its official lend-has weakened more sharply, in part in
ing rate 25 basis points in June in orderesponse to the tightening of monetary
to lessen price pressures. Consumeaonditions that followed the outbreak of
price inflation in Canada remains verythe Asian crisis.
low. Lower global oil prices have com-
Events in Asia have spilled over tobined with a poorly functioning domes-
affect developments in Latin Americantic tax system to trigger a financial crisis
countries. Declines in global oil pricesin Russia. Russian officials have reached
have contributed to downward pressuragreement with IMF management on a
on the exchange value of the Mexicamevised program that includes proposed
peso. The peso declined sharply in termmcreased funds from the IMF and other
of the dollar at the start of the year butsources. To help finance this program,
then stabilized in February through Maythe General Arrangements to Borrow
as Asian markets partially recovered. lare being activated in light of the inade-
depreciated further in May and Juneguacy of IMF resources to meet actual
resulting in a net decline of about 9 per-or expected requests for financing and a
cent in terms of the dollar so far thisneed to forestall impairment of the inter-
year. The Brazilian exchange ratenational monetary system. The General
regime of a controlled crawl and theArrangements to Borrow provide the
Argentine regime of pegging the peso tdMF with supplementary lines of credit
the dollar remain in place, and Brazilianfrom the G-10 countries. .
short-term interest rates have been low-
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