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Section 1: Monetary Policy and the Economic Outlook

The economy continued to perform exceptionally an outcome, the Committee tightened policy slightly.
well in the first half of 1997. Real output grew With the softening of demand in the spring, the Com-
briskly, while inflation ebbed. Sizable further mittee was able to maintain a steady posture in the
increases in payrolls pushed the unemployment ratenoney market while closely monitoring economic
below 5 percent for the first time in nearly twenty- developments. The ongoing objective of monetary
five years. Although growth in real gross domestic policy is to help the nation achieve maximum sustain-
product appears to have slowed in the spring, thisable economic growth and the highest average liv-
slackening came on the heels of a dramatic surge ifng standards. The Federal Reserve recognizes that it
the opening months of the year; all indications arecan best accomplish this objective by keeping infla-
that the expansion remains well intact. The memberdion in check, because an environment of price stabil-
of the Board of Governors and the Reserve Bankity is most conducive to sound, long-term planning by
presidents anticipate that the economy will grow at ahouseholds and businesses.
moderate pace in the second half of this year and in
1998 and that inflation will remain low. Conditions in Monetary Policy, Financial Markets, and
financial markets are supportive of continued growth:{ne Economy over the First Half of 1997
Longer-term interest rates are in the lower portion of
the range observed in this decade, the stock market The rapid economic growth observed in the clos-
has registered all-time highs, and credit remaingng months of 1996 continued in the first quarter of
readily available to private borrowers. this year, with real GDP advancing almost 6 percent

at an annual rate. Consumer spending surged, fueled

Since the February report on monetary policy, Fed-py a significant increase in income, upbeat consumer
eral Reserve policymakers have revised upward theigttitudes, and the effects of the huge run-up in equity
expectations for growth of real activity in 1997 and prices over the past couple of years on household net
trimmed their forecasts of inflation. This combina- worth. Business fixed investment was Strong' and
tion of revisions highlights the extraordinarily posi- companies restocked inventories that had become thin
tive conditions still prevailing more than six years as sales soared. The advance in real output provided
into the current economic eXpanSion. In part, thesupport for considerable new h|r|ng' rising pay and
recent confluence of higher-than-expected output ang@reater job availability drew additional people into
lower inflation has reflected the favorable influencesthe workforce, ||ft|ng the labor force participation rate
on prices of retreating oil prices and a strong dollar.to a new high during the first quarter of the year. The
But it may also be attributable to more durable ynderlying trend in consumer price inflation was still
changes in our economy, notably a greater flex-subdued. Inflation pressures were held in check by
ibility and competitiveness in labor and product smaller food price increases, declining prices for non-
markets and more rapid, technology-driven gains ingjl imports, the marked expansion of industrial capac-

efficiency. In essence, the economy may be experiity in recent years, and continuing efforts by busi-
encing an upward shift in its longer-range outputnesses to boost efficiency.

potential. ] ) )
At their meeting in late March, Federal Open

To the extent that aggregate supply is expandingMarket Committee (FOMC) members expected that
more rapidly, monetary policy can accommodatethe growth of economic activity would ease in the
extra growth in demand without fostering increasedcoming months, but they were uncertain about the
inflationary pressures. In late March, however, thelikely extent of that slowing. Although the first-
Federal Open Market Committee concluded that therejuarter burst in production had owed importantly
was a significant risk that aggregate demand wouldo a number of temporary factors, many of the
grow faster in the coming quarters than availablefundamentals underlying consumer and business
supply, which, with utilization already at a very demand remained quite positive. The Committee was
high level, would place the economy’s resourcesconcerned about the risk that if outsized gains in real
under increasing strain. If such unsustainableoutput continued, pressures on costs and prices would
growth persisted, the resulting inflationary imbal- emerge that could eventually undermine the expan-
ances would eventually undermine the health of thesion. Therefore, to help foster more sustainable trends
expansion—the all too frequent pattern of past busiin output and guard against potential inflationary
ness cycles. To protect against the possibility of suchmbalances, the Committee firmed policy slightly by
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raising the expected federal funds rate from aroundespite high levels of employment and production
5¥a percent to around? percent. through the first half of the year, there were few signs

The unsustainably strona pace of economic arowt that inflation was deviating significantly from recent
y gp 9 r}rends. Although overall consumer price inflation

in the first quarter weighed on financial markets.dipped in the second quarter as energy prices

Interest rates rose substantially, even before the, . . .
, : . : declined, consumer prices excluding food and energy
System'’s action, despite favorable news on infla-

tion. Because the policy tightening was widely increased at about the same pace in the first half of

anticipated, rates were little affected by the announce'-[he year as in 1996.

ment, but they moved up a little more in the follow- . .
. . . . Continued favorable price movements and the
ing weeks as incoming data suggested persistent, . ! .

) ) > : : slowing of economic growth suggested to financial
strength in economic activity. Equity prices rose early O . ; X :
. . . . “market participants that inflation might remain
in the first quarter and then declined, changing

. i . damped without a further tightening of financial
relatively little on net. The trade-weighted value of " . . .
) .—_conditions, and this belief prompted a substantial drop
the dollar in terms of the other G-10 currencies. . . .
. . . in interest rates from late April to mid-July, revers-
increased about 7 percent in the first quarter, reflect: . . ST .
. . . ing the earlier advance. With resource utilization still
ing the unexpectedly strong economic growth in the : . . ) :

. . at very high levels, and with economic and financial
United States and market uncertainty about eco- o : . .
nomic performance abroad f:ondmons conduglve to robus_t increases in sp_end-

' ing, the FOMC at its May meeting continued to view

As the second quarter progressed, it becamehe risks as skewed toward the re-emergence of
increasingly evident that economic activity had inflationary pressures. But the moderation in aggre-
indeed decelerated. The expansion of consumegate demand and uncertainty about the relationship
spending eased considerably, while business fixethetween utilization rates and inflation led the Com-
investment remained strong. Employment continuednittee to leave reserve conditions unchanged in May
to climb rapidly, pushing the unemployment rate and again in July. The drop in market interest rates in
down below 5 percent on average in the secondhe second quarter may also have been encouraged by

quarter—the lowest level since the early 1970s.favorable news about this year's federal budget



deficit and by the agreement between the Presider percent to 2> percent. With this pace of continued
and the Congress to balance the budget in fiscal yeagconomic expansion over the next six quarters, the
2002. Spurred by lower rates and greater optimisncentral tendency of forecasts for the civilian
about the long-term outlook for earnings, the stockunemployment rate remains a little under 5 percent
market surged in the second quarter and into Julythrough 1998, about the average for the second
The value of the dollar rose somewhat further inquarter of this year.

foreign-exchange markets, on balance, an increase

more than accounted for by an appreciation against ECOnomic activity appears to have entered the
continental European currencies. second half with considerable positive momentum.

Households have experienced hefty gains in employ-
During the first half of the year, credit remained ment, income, and wealth, and their optimism about
available on favorable terms to most households anghe future is quite high. These factors seem likely to
businesses. High delinquency rates for consumeputweigh any drag on consumer demand that might
loans encouraged many banks to tighten standardge associated with the debt-servicing problems that
but consumer loan rates generally stayed fairly lowsome households have experienced. Lower mort-
relative to benchmark Treasury rates, and consumegage rates are buttressing demand for homes. In the
credit continued to grow faster than income and onlypusiness sector, healthy balance sheets and profits and
a little below the pace of 1996. Home mortgage debta moderate cost of external funds, along with a
advanced at a moderate rate, with home equity loangontinuing desire to install new technology, are
expanding especially rapidly in the spring. Busi- providing support and impetus for investment in
nesses continued to have access to ample externahuipment. Meanwhile, investment in structures
funding both directly in capital markets and through should follow last year's strong performance with
financial intermediaries. The spreads between yieldsurther increases, because of declining vacancy rates

on corporate bonds and Treasury securities stayegh some sectors and ready access to financing.
low or fell further, and, relative to market rates, bank

business loan rates held near the lower end of the Notwithstanding the economy’s positive momen-

range seen in the current expansion. tum, growth is expected to be more moderate in the
) ) ) next year and a half than in the first half of 1997. In

Total domestic nonfinancial debt expanded morey,t “this deceleration is likely to reflect the influ-
slowly in the first half of 1997 than in 1996, mainly gnce on demand of the substantial buildup of stocks

because of a reduced pace of federal borrowingy oysehold durables and business plant and equip-
Trends in the monetary aggregates during the firstan thys far in the expansion. As well, the pace of
half of 1997 were similar to those in 1996, with M2 i, entory investment will need to slacken consider-

near the upper end of the range set by the FOMC andy, rejative to that observed in the first part of this

M3 somewhat above its range. This outcome was i ear Jest stock-to-sales ratios become uncomfort-
line with FOMC expectations, because the ranges hady,y high. In the external sector, the strength of the

been set to be consistent with conditions of priceyq|iar on exchange markets since last year could
stability, and inflation, while damped, remained abovedamp export sales and encourage U.S. firms and

this level. The behavior of M2 in the first part of the |,,,seholds to purchase foreign-produced goods and
year was again reasonably well explained by changeggyices.

in nominal GDP and interest rates.

Federal Reserve policymakers believe that this
year's rise in the CPI will be smaller than that of
1996, mostly because of favorable developments in
the food and, especially, energy sectors. After last

After growing swiftly on balance over the first half year’'s run-up, crude oil prices have dropped back
of the year, economic activity is expected to expandsignificantly, pulling down the prices of petroleum
more moderately in the second half of 1997 and inproducts. Food price increases also have been
1998. For this year, the central tendency of the GDPsubdued this year, as the decline in grain prices that
growth forecasts put forth by members of the Boardbegan in the middle of last year has been working its
of Governors and the Reserve Bank presidents isvay through to the retail level. Looking ahead to next
3 percent to 82 percent, measured as the change inyear, the governors and Reserve Bank presidents
real output between the final quarter of 1996 and theexpect larger increases in the CPI, with a central
final quarter of 1997. For 1998, most of the forecaststendency from 2> percent to 3 percent. Food and
anticipate growth of real GDP within a range of energy prices are not expected to repeat this year’s

Economic Projections for 1997 and 1998



Economic Projections for 1997 and 1998

Percent
Federal Reserve governors
and Reserve Bank presidents
Central
Indicator Range tendency
1997
Change, fourth quarter
to fourth quartert
Nominal GDP 5106 5 to 5%
Real GDP 3to 32 3to 3Va
Consumer price index 2 210 2% 2Y4 to 2%>
Average level in the
fourth quarter
Civilian unemployment rate 4%4 10 5%a 4% 10 5
1998
Change, fourth quarter
to fourth quarter*
Nominal GDP 4Y4 10 5% 4%> 10 5
Real GDP 2t03 2to 2%
Consumer price index 2 2%2t0 3 2%2t0 3
Average level in the
fourth quarter
Civilian unemployment rate 4> 10 5% 4% 10 5

1. Change from average for fourth quarter of previous year 2. All urban consumers.
to average for fourth quarter of year indicated.

salutary performance, and non-oil import prices mayplacing substantial weight on other price indexes,
be less of a restraining influence than in 1997, absenélong with the CPI, in gauging progress toward the
a continued uptrend in the dollar. Moreover, there is along-run goal of price stability.

risk that high levels of resource utilization could

. . ) The Administration has not yet released an update
begin putting upward pressure on business costs.

of the economic projections contained in the Febru-
As noted in past monetary policy reports, the ary Economic Report of the Presidenthe earlier
CPI forecasts of Federal Reserve policymakersAdministration forecasts were broadly similar to
incorporate the technical improvements that thethose in the Federal Reserve’s February report, with
Bureau of Labor Statistics is making to the CPI in Administration forecasts for growth and inflation
1997 and 1998. A series of technical changes iswithin or near the range anticipated by Federal
estimated to have trimmed reported rates of CPI inflaReserve policymakers in February. Because of
tion slightly in recent years, and the additional developments in the economy since that time, the
changes will affect the index this year and next. Incentral tendency of forecasts for real GDP growth put
light of the challenges of accurately measuring priceforth by the members of the Board of Governors
changes in a complex and dynamic economy, theand the Reserve Bank presidents has moved higher,
governors and Reserve Bank presidents will continuavhile their forecasts for the CPIl have moved down.



Ranges for Growth of Monetary and Debt Aggregates

Percent

Aggregate 1996 1997 Provisional for 1998
M2 1to5 1to5 1to5
M3 2to 6 2t06 2106
Debt 3to7 3to7 3to7

Note. Change from average for fourth quarter of preced-
ing year to average for fourth quarter of year indicated.

Money and Debt Ranges to focus on rebuilding capital. Since mid-1994, the
for 1997 and 1998 velocities have been moving more nearly in line

. ) ) ) ) with their historical patterns with respect to changes
At its meeting earlier this month, the Committee i, onnortunity costs—albeit at higher levels. This

reaffirmed the ranges for 1997 growth of money andyecent period of renewed stability is still brief, how-

debt that it had established in February: 1 percent Qe and has occurred at a time of relatively stable
5 percent for M2, 2 percent to 6 percent for M3, andinancial and economic conditions, leaving open the
3 percent to 7 percent for the debt of the domestiGyortant question of whether the stability would be

nonfinancial sectors. The Committee also selg,gained in the future under a wider variety of
provisional ranges for 1998 at the same levels as fog..;mstances.

1997.

In choosing the ranges for M2 and M3, the Com- In light of this uncertainty, the Committee again
mittee recognized the continuing uncertainty aboutdecided to view the ranges as benchmarks for mone-
the future behavior of the velocities of the two aggre-tary growth rates that would be consistent with
gates. For several decades until the 1990s, thesapproximate price stability and historical velocity
aggregates exhibited fairly stable trends relative torelationships. If velocities change little over the next
nominal spending, and variations in M2 growth year and a half, Committee members’ expectations of
around its trend were reasonably closely related tanominal GDP growth in 1997 and 1998 imply that
changes in the spread between market rates andlli2 and M3 will likely finish around the upper
yields on the assets in M2. These relationships werdoundaries of their respective ranges each year. The
disrupted in the first part of this decade. Betweendebt of the domestic nonfinancial sectors is expected
1991 and early 1994, the velocities of M2 and M3 to remain near the middle of its range this year and
climbed well above the levels that were predicted bynext. The Committee will continue to monitor the
past experience, as households shifted substantidlehavior of the monetary aggregates and domestic
amounts out of lower-yielding deposits into higher- nonfinancial debt—as well as a wide range of other
yielding stock and bond mutual funds, and as bankslata—for information about economic and financial
and thrift institutions sharply curtailed their lending developments.



Section 2: Economic and Financial Developments in 1997

The economy has continued to perform exception-Change in Real Income and Consumption
ally well this year. Real gross domestic product Percent, annual rate
surged almost 6 percent at an annual rate in the firgt
quarter of 1997, and available data point to a healthy [] pisposable personal income
though smaller, increase in the second quarter. Finan- l Personal consumption expenditures
cial conditions remained supportive of spending.- -8
Despite a modest tightening of money market condi- 01
tions by the System, most interest rates were little
changed or declined a bit on net during the first half]

. : . -4
of the year, and equity prices surged ahead. With
relatively few exceptions, credit remained readily
available from both intermediaries and financial mar- +
0

kets on generally favorable terms. The rapid increase
in output led to a further tightening of labor mar-
kets in the first six months of 1997, and labor costs
accelerated a little from the pace of a year earlier-! ' ' ' ' ' Ll g
Price inflation has been subdued, held down in part 1992 1993 1994 1995 1996 1997

by declines in energy prices, smaller increases in food

prices, and lower prices for non-oil imports that have

followed in the wake of the appreciation of the dol- able to further solid gains; notably, real incomes have
lar. In addition, intense competition, adequate plantcontinued to rise, and many consumers have
capacity, and ongoing efficiency gains have helped tdenefited from sizable gains in wealth. With this
restrain inflation pressures in the face of rising wagesgood news in hand, consumers have become extraor-
dinarily upbeat about the economy’s prospects.
Indexes of consumer sentiment—such as those com-
piled by the Survey Research Center at the University
of Michigan and the Conference Board—have soared
to some of the highest readings since the 1960s.
Q1 Despite this generally healthy picture, some house-
— -1 6 holds still face difficulties meeting debt obligations,
and delinquency rates for consumer loans have
remained at high levels.

Change in Real GDP

Percent, annual rate

Real outlays for consumer durables surged
18%a percent (annual rate) in the first quarter of
this year but apparently slowed considerably in the
second quarter. After changing little, on net, last year,
consumer purchases of motor vehicles increased
rapidly early in the year, a result of sound
fundamentals, a bounceback from the strike-
: : : : : : LI'2  depressed fourth quarter, and enlarged incentives

1992 1993 1994 1995 1996 1997 offered by auto makers. In the second quarter, sales
were once again held down noticeably by strike-
related supply constraints, as well as by some pay-
back from the elevated first-quarter pace. Smoothing

Spending, Income, and Saving. After post- through the ups and downs, the underlying pace of
ing a sizable increase in 1996, real personal consumpdemand in the first half of the year likely remained
tion expenditures jumped¥s percent at an annual reasonably close to the 15 million unit rate that has
rate in the first quarter of 1997. Although the advanceprevailed since the second half of 1995. Purchases of
in spending slowed thereafter—partly because ofdurable goods other than motor vehicles also took off
unusually cool weather in late spring—underlying in the first quarter; computers and other electronic
fundamentals for the household sector remain favorequipment were an area of notable strength, as house-

The Household Sector



holds took advantage of rapidly falling prices to Private Housing Starts

acquire the latest technology. According to available Millions of units, annual rate
monthly data, purchases of durables other than motor
vehicles and electronic equipment moderated in the
second quarter. Although a pause in the growth of
spending is not surprising after the strong first quarter
unusually cool spring weather, leading to the post-
ponement of purchases of some seasonal items, mg
also have contributed to the moderation.

Quarterly average
Multifamily

- 15

Growth of real spending for nondurables also
appears to have slowed considerably from a strong
first-quarter pace. Within services, weather condi-
tions held down growth of real outlays for energy ser-
vices in the first quarter and boosted them in the
second. Growth of real outlays for other services—
typically the steadiest component of consumption— 1987 1989 1991 1993 1995 1997
picked up at the end of 1996 and appears to have
stayed ahead of last year's/2percent pace in the aged 1.14 million units at an annual rate, a shade
first half of 1997. below the pace of starts in 1996. Although starts
Consumer spending continued to draw support?.'pied mtth:e selct?]n(: ((qjuarg;alr, the declljlne \éva:jsbfromlg
from healthy advances in income this year, as gainsinIrS quarter level that, doubtiess, was boosted by m

eather. Mortgage rates have zig-zagged moderately

wages and salaries boosted personal dISposab?\isyear; the average level has differed little from that

income. These gains translatedbirt 4 percent annual . ) .
rate advance in real disposable income in the first" 1996. With mortgage rates low and income growth

L strong, a relatively large proportion of families has
quarter, after a significant¥2 percent advance last .
been able to afford the monthly cost of purchasing
year. Although month-to-month movements were af-

fected by unevenness in the timing of tax payments; hlferge' iﬂ\?g:](teorsizlssopi\:z;ﬁjm:éwdurs1ittr:nr?allart]i(\e/lepllng
the underlying trend in real disposable income P y

remained strong into the second quarter. Iea.n.—a favoraple_ factor for prospective _buiIding
activity. Other indicators of demand remain quite
On top of rising incomes, further increases in netpositive. According to the latest survey by the
worth—primarily related to the soaring stock National Association of Homebuilders, builders’
market—have given many households the financiakatings of new home sales strengthened in recent
wherewithal to spend. In light of the very large gains months to the highest level since last August.
in wealth, the impetus to consumption appears toMoreover, consumers’ assessments of conditions for
have been smaller than might have been anticipatetlomebuying, as reported by the Survey Research
on the basis of historical relationships, suggestingCenter at the University of Michigan, remained very
that other factors may be offsetting the effect of favorable into July. In addition, the volume of appli-
higher net worth. One such factor could be a greatercations for mortgages to purchase homes has moved
focus on retirement savings, particularly among theup recently to a high level.
large cohort of the population reaching middle age. .
Concerns about the adequacy of saving for retire- The _pace of multifamily starts has been well
ment have likely been heightened by increased puincmamtamed' These starts averaged close to 320,000

: ! : . : units at an annual rate from January to June, a little
discussion of the financial problems of social Secu'above last vear's figure for starts. Even so. the pace of
rity and federal health programs. In addition, debt y g ) ' P

- . multifamily construction remains well below peaks in
E;?Jk;lsmjd?ay be restraining the spending of Som(?he 1970s and 1980s, partly because of changes in the

nation’s demographic composition as the bulge of

renters in the 1980s has moved on to home owner-

Residential Investment. The underlying pace ship. Another factor that has restrained multifamily
of housing activity has remained at a high level thisconstruction is the growing popularity of manufac-
year, even though some indicators suggest that activtured housing (“mobile homes”), which provides an

ity has edged off a bit from last year’'s pace. In the alternative to rental housing for some households. In
single-family sector, housing starts through June averparticular, the price of a typical manufactured unit

Single-family




is considerably less than that of a new single-familyHousehold Debt-Service Burden
house, making manufactured homes especially attrac-
tive to first-time buyers and to people purchasing
second houses or retirement homes. Shipments @
these homes trended up through last fall and then flaf-
tened out at a relatively high level.

Percent of disposable personal income

fQuarterly
Q1

- 17

Household Finance. Household balance sheets
strengthened in the aggregate during the first half o
1997, but debt-payment problems continued at a hig
level in several market segments. Indebtedness gre
less rapidly than it had in 1996, and further gains in
equity markets pushed up the ratio of household ne
worth to disposable personal income to its highes
mark in recent decades. Consumer credit increased at
a 6va percent annual rate between December 19961111 1 1L I I | 1 1 | | I | 1 1]143
and May 1997, compared with/8 percent in 1996. 1982 1987 1992 1997
The growth of mortgage debt was somewhat slower Note. Debt service is the estimated sum of required interest
- . . . and principal payments on consumer and household-sector mort-
in the first quarter than in 1996 and, according t0gyage debt.
available indicators, probably stayed at roughly the
same rate during the second quarter.
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Household Net Worth

Percent of disposable personal income

Four-quarter moving average
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Indicators of households’ ability to service their
debt have been mixed. The delinquency rate for mort-
gage loans past due sixty days or more is at its low-
est level in two decades, but delinquency rates for
consumer loans are relatively high. According to data
from the Report of Condition and Income filed by
banks (the Call Report), the delinquency rate for
credit card loans was roughly unchanged in the first
quarter of 1997, remaining at its highest value since
late 1992, when the economy was in the midst of a
sluggish recovery and the unemployment rate was
more than 2 percentage points higher than today. For

Delinquency Rates on Household Loans
Percent

Quarterly

— Credit card
accounts at
banks

Q1

The estimated ratio of required payments of loan
principal and interest to disposable personal income
remained high in the first quarter, after climbing
rapidly between early 1994 and early 1996 and ris-
ing more slowly in the second half of last year. This
measure of the debt-service burden of households has
nearly returned to the peak reached toward the end qgf Q1
the last business cycle expansion. Adding estimated L 11| | | | 1 1 | 1 14
payments on auto leases to households’ scheduled1987 1989 1991 1993 1995 1997
monthly debt payments boosts the ratio a little more Note. Data on credit-card delinquencies are from the Call
than 1 percentage point and places it just above itgeport, data on mortgage delinquencies are from the Mortgage
previous peak.

Q1
Auto loans at
finance companies

Mortgages (over 60 days)




auto loans at the finance companies affiliated with thesizable increases in cash flow, and a favorable cost of
major manufacturers, the delinquency rate rose agaicapital, especially for high-tech equipment. To be

in the first quarter, continuing the steady run-up insure, a significant portion of this investment has been
this measure over the past three years. required to update and replace depreciated plant and
Fquipment; nevertheless, the current pace of invest-

increases in consumer credit delinquency rates hag1ent implies an appreciable expansion of the capital

been partly anticipated by lenders, reflecting theStOCk'

normal seasoning of loans as well as banks’ efforts to Real outlays for producers’ durable equipment
stimulate borrowing by making credit more broadly jumped at an annual rate of ¥2percent in the first
available and automakers’ attempts to stimulate salequarter of this year after risingy® percent last year.
using the same approach. During the past severahs in recent years, purchases of computers and
years, lenders have aggressively sought business fromther information processing equipment contributed
people who might not have been granted credit preimportantly to this gain. The computer sector has
viously, in part because of lenders’ confidence inbeen propelled by declining prices of new and more
new “credit scoring” models that statistically evalu- powerful products and by a drive in the business sec-
ate an individual's creditworthiness. Despite thesetor to improve efficiency with these latest technologi-
new tools, banks evidently have been surprised by theal developments. Real purchases of communica-
extent of the deterioration of their consumer loanstions equipment also have been robust, boosted by
and have tightened lending standards as a resultapidly growing demand for wireless phone services
Nearly half the banks responding to the Federaland Internet connections as well as by upgrades to
Reserve’s May survey on bank lending practices hadelephone switching and transmission equipment in
imposed more stringent standards for new credit caranticipation of eventual deregulation of local phone
accounts over the preceding three months, with anarkets. In addition, purchases of aircraft by domes-
smaller fraction reining in other consumer loans.tic airlines moved higher on net in 1995 and 1996
About one-third more of the responding banksand—on the basis of orders and production plans of
expected charge-off rates on consumer loans taircraft makers—are expected to rise considerably
increase further over the remainder of the year tharfurther this year. For the second quarter, data on
expected charge-off rates to decrease; many of thoserders and shipments of nondefense capital goods in
expecting an increase cited consumers’ growingApril and May imply that healthy increases in equip-
willingness to declare bankruptcy. Rising delinquencyment investment have continued.

rates have also put pressure on firms specializing in
subprime auto loans, with some reporting reducequ
profits and acute liquidity problems.

Anecdotal evidence suggests that the recen

Real business spending for nonresidential struc-

res posted another sizable increase in the first

quarter after advancing a hefty 9 percent in 1996.
According to the most recently available data, Although the latest data suggest a slowing of the pace

personal bankruptcies surged again in the first quarter

of the year after rising 30 percent in 1996. The rapid

increases of late are partly related to the samechange in Real Business Fixed Investment

increase in financial stress evident in the delinquency

statistics, but they may also be tied to more wide

spread use of bankruptcy as a means of dealing wit |:| Structures

s_uch stress. Changes in_federal bankruptcy law effec- l Producers’ durable

tive at the start of 1995 increased the value of asset| equipment 4 20

that may be protected from liquidation, and there ma;

also be a secular trend toward less stigma bein 01

associated with declaring bankruptcy.

Percent, annual rate

The Business Sector

1O +

Investment Expenditures.  Following a fifth
year of sizable increases in 1996, real business fixed
investment rose at an annual rate of 11 percent in th
first quarter. The underlying determinants of invest- | | | | | L 10
ment spending remain solid: strong business sales, 1992 1993 1994 1995 1996 1997

U




of advance in the second quarter, the economidBefore-Tax Profit Share of GDP

factors underlying this sector point to continued Percent
increases. Vacancy rates have been falling and ren
have been improving. Financing for commercial
construction reportedly is in abundant supply, espe
cially with substantial amounts of capital flowing to
real estate investment trusts (REITS).

S ) - .
Nonfinancial corporations

Trends in construction continue to differ among
sectors. Increases in office construction were espe
cially robust in recent quarters, as vacancy rates fel
for both downtown and suburban properties. With
office-based employment expanding, this sector ha
continued to recover from the severe slump of the late
1980s and early 1990s; even so, the level of construg
tion activity is barely more than half thatofthe mid- | | | |\ |\ |\ | | | | 0001l 5
198(_)5. Construction_ of ot_her commerc_ial buildings 1977 1982 1987 1992 1997
has increased Stead"y durmg the past five years, and Note. Profits from domestic operations with inventory valua-
the gain in the first quarter of this year was sizable.tion and capital consumption adjustments, divided by gross

. . . _domestic product of the nonfinancial corporate sector.

Since the current expansion began, the non-office

commercial sector has provided a large contribution

to overall construction spending. Industrial construc- . L

) . . . ; eased. Nevertheless, with extraordinarily strong sales,
tion dropped back in the first quarter after jumping at.

. . inventory—sales ratios still moved down further in
the end of last year; the trend for this sector has bee ) .
i . the major sectors. Available monthly data suggest
relatively flat on balance in recent years.

that vigorous inventory investment outside of motor
During 1996, investment in real nonfarm businessvehicles continued through mid-spring, as firms
inventories was modest compared with the growth ofresponded to strength in current and prospective sales.
sales, and the year ended with lean inventories irFor motor vehicles, inventories moved up some in the
many sectors. In the first quarter of this year, busi-first quarter of this year, after strike-related reduc-
nesses moved to rebuild stocks, and inventory investtions in the fourth quarter. In the second quarter, the
ment picked up substantially. Outside of motor vehi-monthly pattern of motor vehicles stocks was
cles, stocks rose in the first quarter, with particularly bounced around somewhat by strikes; cutting through
sizable increases coming from a continued ramp-ughe noise, inventories of light vehicles still appear to
in production of aircraft and from a restocking of be in balance.
petroleum products during a period when prices

Corporate Profits and Business Finance.

The continued rapid advance of business investment
Change in Real Nonfarm Business Inventories this year has been financed through both strong cash
flow and substantial borrowing at relatively favor-
able terms. Economic profits (book profits after
inventory valuation and capital consumption adjust-
ments) in the first quarter were¥# percent higher
o1 than a year earlier. For the nonfinancial sector,
domestic profits were more than 9 percent higher,

Percent, annual rate

4 reaching their highest share of those firms’ domestic
output in the current expansion. Despite abundant
profits, the financing gap for these companies—the

+ excess of capital expenditures (including inventory

0 investment) over internally generated funds—has

widened somewhat since the middle of 1996. To fund

that gap, and the ongoing net retirement of equity

shares, nonfinancial corporations increased their debt

| | | | | | Ll 4 6% percent at an annual rate in the first quarter,
1992 1993 1994 1995 1996 1997 compared with B percent during 1996.
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External funding has remained readily available toMoreover, delinquency rates for business loans at
businesses on favorable terms. The spreads betwedranks have stayed extremely low, as has the default
yields on investment-grade bonds and yields onrate on speculative-grade debt.

Treasury securities have stayed low since the begin-

ning of the year, while the spreads on high-yield
bonds have declined further to historically narrow
levels. Price—earnings ratios are high, implying a
low cost of equity financing. Further, banks remain

accommodative lenders to businesses. According t o : )
the Federal Reserve’s most recent survey of busiP&cember through June, after declining a little in
96. Meanwhile, these businesses’ net issuance of

ness lending, the spreads between loan rates an]o9 - -
market rates have held about steady for borrowers ofog-term bonds in the first half of the year exceeded
all sizes, with rate spreads for large loans near thé@St years pace, with speculative-grade offerings
lower end of the range seen over the past decadéccounting for the highest share of gross issuance on

Moreover, surveys by the National Federation of€c0rd.
Independent Business indicate that small businesses p; the same time, the pace of gross equity issu-

have not had difficulty obtaining credit. ance by nonfinancial corporations dropped consider-
ably in the first half of this year. In particular, the
market for initial public offerings has been cooler
Spreads Between Yields on than in 1996, despite some pickup of late; new issues
Private and Treasury Securities have been priced below the intended range more
Percent often than above it, and first-day trading returns have
been relatively low. Net equity issuance has been
deeply negative again this year, as gross issuance has
- 10 been more than offset by retirements through share
repurchases and mergers. The bulk of merger activ-
ds ity in the 1980s involved share retirements financed
by borrowing, but the recent surge—which largely
involves friendly intra-industry mergers—has been
financed about equally through borrowing and stock
swaps. Structuring deals as stock swaps can reduce

The increase in the pace of business borrowing in
the first half of 1997 was widespread across sources
of finance. Nonfinancial corporations stepped up their
borrowing from banks. The outstanding commercial
paper of these corporations also increased on net from

Monthly

High-yield bonds —H 6

B 14 shareholders’ tax liabilities and enable the combined

Investment-grade bonds firm to use a more advantageous method of finan-
—W -2 cial accounting. The dollar value of nonfinancial
mergers in which the target firm was worth more than

L1 1 1 1 1 1 1 1 1 11gq a billion dollars set a record in 1996, and merger

1987 1989 1991 1993 1995 1997 activity appears to be on a very strong track this year

Note. Yield on Merrill Lynch Master Il Index of high-yield bonds as well
is compared with that on a seven-year Treasury note; yield on ’
Moody’s index of A-rated investment-grade bonds is compared
with that on a ten-year Treasury note.

The Government Sector

The plentiful supply of credit probably stems from  Federal. The federal budget deficit has come
several factors. Most banks are well positioned todown considerably in recent years and should
lend: Their profits are strong, rates of return on equityregister another substantial decline this fiscal year.
and on assets are high, and capital is ample. In addi©ver the first eight months of fiscal year 1997—the
tion, continued substantial inflows into stock and period October through May—the deficit in the uni-
high-yield bond mutual funds suggest that investorsfied budget was $65 billion, down $43 billion from
may now perceive less risk in these areas or may béhe comparable period of fiscal 1996. The recent
more willing to accept risk. In fact, businesses gener+eduction in the deficit primarily reflected extremely
ally are in very good financial condition, with the rapid growth of receipts for the second year in a
estimated ratio of operating cash flow to interestrow, although a continuation of subdued growth in
expense for the median nonfinancial corporationoutlays also contributed to the improvement. Given
remaining quite high in the first part of the year. recent developments, the budget deficit as a share
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of nominal GDP this fiscal year is likely to be at its  As for the part of federal spending that is included
lowest level since 1974. directly in GDP, real federal expenditures on con-
) ) _sumption and gross investment declinéd Percent
Federal receipts were almosta8percent higher in iy the first quarter of 1997, a shade more than the
the first eight months of fiscal year 1997 than in the gyerage rate of decline in recent years. An increase in

year-earlier period and apparently are on track toreg| nondefense spending was more than offset by a
outpace the growth of nominal GDP for the fifth gecline in real defense outlays.

year in a row. Individual income tax payments have ) i . -
risen sharply this fiscal year—on top of a hefty The substantial drop in the unified budget deficit
increase last year—reflecting strong increases ifeduced federal borrowing in the first half of 1997
households’ taxable labor and capital income;compared with the first half of 1996. The Treasury
preliminary data from the Daily Treasury Statement'®sponded to the smaller-than-expected borrowing
indicate that individual income tax revenues remained’€ed by reducing sales of bills; this traditional
strong in June. Moreover, corporate tax paymentstrategy of allowing borrowing swings to be absorbed

fiscal year. Treasury to have predictable coupon auctions and

to issue sufficient quantities of coupon securities to

Federal outlays during the first eight months of maintain their liquidity. The result this past spring

the fiscal year rose 3 percent in nominal terms was an unusually large net redemption of bills, which

from the comparable period last year. Although thispushed yields on short-term bills down relative to

increase is up from the restrained rate of growth inyields on other Treasury securities and on short-
fiscal 1996—which was held down by the govern-term private paper.

ment shutdown—spending growth remained sub-

. . The issuance of inflation-indexed securities at
dued across most categories. Outlays for income L o S
. . . . Several maturities has been a major innovation in fed-
security programs rose modestly in the first eight

) eral debt management this year. The Treasury sold
months of the fiscal year, partly as a result of the. . :
continued strong economy, and spending on thelndexed_ten-year notes m_Janu_ary and April and

’ added five-year notes earlier this month. A small

major health programs grew somewhat more SIOWIynumber of agency and other borrowers issued their

th_a n thelr_ average pace in recent years. .AIthothown inflation-indexed debt immediately after the first
still restrained, outlays for defense have ticked up

. . Treasury auction, and the Chicago Board of Trade
this fiscal year after trending down for several . .
years recently introduced futures and options contracts

based on inflation-indexed securities. As one would
expect at this stage, however, the market for indexed
debt has not yet fully matured: Trading volume as a

share of the outstanding amount is much smaller than
for nominal debt, and a market for stripped securi-

ties has yet to emerge.

Change in Real Federal Expenditures
on Consumption and Investment

Percent, Q4 to Q4

State and Local. The fiscal condition of state and
local governments has remained positive over the
past year, as the surplus of receipts over current
expenditures has been stable at a relatively high level.
Strong growth in sales and incomes has led to robust
growth in revenues, despite numerous small tax cuts,
and many states have held the line on spending in the

o1 past several years. Additionally, the welfare reform

» ds legislation passed in August 1996, while presenting
long-term challenges to state and local governments,
actually has eased fiscal pressures in recent quarters:
Block grants to states are based largely on 1992-94
| | | | | | J 10 grqnt levels, but caseloads more recently have been

1092 1993 1994 1995 1996 1997 falling. Overall, at the state level, accumulated
surpluses—current surpluses plus those from past

Note. Value for 1997:Q1 is a quarterly percent change at an ;
annual rate. years—were on track to end fiscal year 1997 at a

1O +
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Change in Real State and Local Expenditures
on Consumption and Investment

Percent, Q4 to Q4

Q1

1992 1993 1994 1995 1996 1997

Note. Value for 1997:Q1 is a quarterly percent change at an
annual rate.

healthy level, according to a survey by the National
Association of State Budget Officers taken shortly
before the end of most states’ fiscal years.

Real expenditures for consumption and gross

investment by state and local governments increase
moderately in the first quarter of this year, about the
same as the pace of advance in the past two years. F
construction, the average level of real outlays dur-
ing the first five months of the year was a little higher
than in the fourth quarter. Hiring by state and local
governments over the first half of the year was

somewhat above last year's pace, with most of the

increase at the local level.

U.S. Current Account

Billions of dollars, annual rate

1O +
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The pace of gross issuance of state and local debt
was roughly the same in the first half of the year as in
1996. Net issuance turned up noticeably, however, as
retirements of debt that had been pre-refunded in the
early 1990s waned.

The External Sector

Trade and the Current Account.  The nominal
deficit on trade in goods and services was $116 bil-
lion at an annual rate in the first quarter, somewhat
larger than the $105 billion in the fourth quarter
of last year. The current account deficit of $164 bil-
lion (annual rate) in the first quarter exceeded the
$148 billion deficit for 1996 as a whole because
of the widening of the trade deficit and further
declines in net investment income. In April and May,
the trade deficit was slightly narrower than in the
first quarter.

Change in Real Imports and Exports
of Goods and Services
Percent, Q4 to Q4

d |:| Imports

l Exports

or o1

el

1992 1993 1994 1995 1996 1997

Note. Value for 1997:Q1 is a quarterly percent change at an
annual rate.

20

10

The quantity of U.S. imports of goods and ser-
vices surged in the first quarter at an annual rate of
about 20 percent. Continued strength in the pace of
U.S. economic activity largely accounted for the rapid
growth, but a rebound in automotive imports from
Canada from their strike-depressed fourth-quarter
level boosted imports as well. Preliminary data for
April and May suggest that strong real import growth
continued. Non-oil import prices fell through the
second quarter, extending the generally downward
trend that began in mid-1995.



The quantity of U.S. exports of goods and ser-weakness is only temporary. In Canada, growth of
vices expanded at an annual rate a bit aboveeal output increased to/3 percent at an annual rate
10 percent in the first quarter, about the same rapidn the first quarter. Final domestic demand more than
pace as during the second half of last year. Growth ofaccounted for this expansion, as business invest-
output in our major trading partners, particularly the ment, consumption, and residential construction all
industrial countries, helped to sustain the growth ofprovided significant contributions. Indicators suggest
exports, as did increased deliveries of civilian aircraft.that output growth remained healthy in the second
Exports to western Europe and to Canada grewguarter.
strongly while those to the Asian developing

countries declined somewhat. Preliminary data for ECOnomic activity has remained vigorous so far
April and May suggest that real exports rose this year in the United Kingdom and appears to have
moderately. strengthened in Germany and France. In the first

quarter, U.K. real GDP grew at an annual rate of

Capital Flows. Large gross capital inflows and 3Y%2 percent as domestic_ demand, particularly in_vest-
outflows continued during the first quarter of 1997, Ment, accelerated from its already strong pace in the
reflecting the continued trend toward globalization of fourth quarter. Strong household consumption spend-
financial and product markets. Both foreign direct'"Y supported demand in Fhe secpnd quarter. Wgak
investment in the United States and U.S. direct investdémand for exports, associated with the appreciation

ment abroad were very strong, swelled by mergers,Of the pound since mid-1996, and some tightening of
and acquisitions. monetary conditions should moderate growth in the

current quarter. In Germany, economic expansion
Private foreign net purchases of U.S. securitiesrevived in the first quarter and appears to have firmed
amounted to $85 billion in the first quarter, down in the second quarter. After growing very little in the
somewhat from the very high figure in the previous fourth quarter of last year, German real GDP rose at
quarter but still above the record pace for 1996 as an annual rate of3 percent in the first quarter, led
whole. Net purchases of U.S. Treasury securities wergy government consumption, equipment investment,
particularly robust. Private foreigners also showedand exports. Manufacturing orders and indicators
increased interest in the U.S. stock market in the firstof business sentiment suggest additional gains in
quarter of 1997. U.S. net purchases of foreign SeCUfithe second quarter. French real GDP grew On|y three-
ties amounted to $15 billion in the first quarter, down quarters percent at an annual rate in the first quarter,
from the strong pace of 1996. Private foreignersas declines in investment offset strong export growth,
continued to add to their holdings of U.S. paper cur-put data on manufacturing output and consumption

rency in the first quarter, but at a rate substantiallysuggest a pick up in activity during the second
below earlier peaks. quarter.

Foreign official assets in the United States, which |, most major Latin American countries, real
rose a record $122 billion in 1996, increased a”Othebutput growth remained vigorous. In Mexico, real

$28 billion in the first quarter of 1997. Apart from ¢cqnomic expansion slowed some in the first quarter
the oil-producing countries, which benefited from ¢om, its very rapid pace in the second half of last year
high oil prices, significant increases in holdings werey, \+ remained robust. The industrial sector continued
associated with efforts by some emerging-market, he the source of strength, while the service sector
countries to temper the impact of large private capltal|agged_ A pickup in import growth has resulted in a
inflows on their econo.m.ies'. Information for April and narrowing of the trade surplus; through May, the trade
May suggests that official inflows have abated. balance of $% billion was about half the size it was

. . . . in the same period last year. In Argentina, continued

Foreign Economies. ~ Economic activity in the  paaithy economic growth in the first quarter has

major foreign industrial countries has generally qght real GDP back to its level before the reces-

strengthened so far this year from the pace in theig, induced by the Mexican crisis of 1995. In Brazil,
second half of last year. In Japan, real GDP accelerzoq) output declined in the first quarter after three
ated to a &2 percent annual growth rate in the first quarters of strong expansion.

quarter, boosted by extremely strong growth of

consumer spending ahead of an increase in the Economic growth in our major Asian trading
consumption tax on April 1. Activity appears to have partners other than Japan slowed a bit on average in
fallen in the second quarter, but continued improve-the first quarter but appears to have rebounded in the
ment in business sentiment suggests that the curresiecond quarter. Nationwide labor strikes in Korea
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affected many of the country’s key export industries Net Change in Payroll Employment

and were partly responsible for weakness in first- Thousands of jobs, average monthly change
quarter output and a ballooning of the current accoun
deficit. Data for April and May show recovery in
industrial production, and the trade balance improved
in the second quarter. Real output growth in Taiwan
remains strong so far this year, though not quite sg
vigorous as during the second half of 1996. In China, H1
real GDP continues to expand at an annual rate of
nearly 10 percent, about the same brisk pace as lag
year.

Total nonfarm

400
— 200

Despite the pickup in growth, considerable excess
capacity remains in the major foreign industrial
countries. As a consequence, inflation has generally
remained quiescent. The increase in the Japanese | | | | | |
consumption tax lifted the twelve-month change in 1992 1993 1994 1995 1996 1997
the consumer price index to abouy21percent, but
elevation of the inflation rate should be temporary.

CPl inflation remains less than 2 percent in Germany, Employment gains in the private service-
France, Canada, and lItaly. Only in the United King- nroducing sector, in which nearly two-thirds of all
dom, where output growth has resulted in tight laborgnfarm workers are employed, accounted for much
markets and consumer prices are rising at an annugjf the expansion in payrolls through June of this year.
rate of more than % percent, are inflation pres- yithin this sector, higher employment in services,
sures currently a concern. transportation, and retail trade contributed impor-
tantly to the gain. After advancing substantially for
several years, payrolls in the personnel supply

tion either is falling or is already low. Mexican infla- dust ; that includes t hel
tion continues to improve: The monthly inflation industry—a category that Includes temporary heip
agencies—actually turned down in the second

rate was below 1 percent in May and June, the tor- dotal ‘ ¢ that
lowest monthly rates since the 1994 devaluation duarter, -anecdotal reports - sugges at some

In Argentina, consumer prices were essentially ﬂattemporary help firms are having difficulty finding

through the second quarter after almost no increast\évor!(.ers’ especially for highly skilled and technical
last year. Brazilian inflation has declined to his- positions.

torically low rates. In contrast, Venezuelan inflation,

though it has come down from its 1996 rate of more = .

than 100 percent per year, remains near 50 percenfivillan Unemployment Rate

Consumer price inflation remains generally low in Percent
Asia, including in China, where it fell to less than
3 percent in the twelve months through May.

1O+

200

In most major countries in Latin America, infla-

The Labor Market

Payroll employment continued to expand solidly |
during the first half of 1997. The growth in nonfarm
payrolls averaged about 230,000 per month; thig
figure may overstate slightly the underlying rate of June
employment growth in the first half because techni-[~ 4
cal factors boosted payroll figures in April. The
strength in labor demand drew additional people intg
the job market, raising the labor force participation L 1 1 1 1 Uy
rate to historical highs during the first half. Neverthe- 1987 1989 1991 1993 1995 1997
less, the civilian unemployment rate moved down to.. Note. The break in data at January 1994 marks the introduc-

J tion of a redesigned survey; the data from that point on are not
4.9 percent, on average, In the second quarter. directly comparable with the data of earlier periods.
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Employment gains were also posted in the goods-of real output has increased considerably faster than
producing sector. In the construction industry, pay-the expenditure-side measure in recent years, raising
rolls increased substantially between December anthe possibility that productivity growth has been
June. Factory employment moved somewhat highesomewhat better than reported in the official indexes.

in the first part of the year after declining a little Measurement difficulties may also affect estimates

during 1996, and manufacturing overtime hours : .
remained at a high level. Producers of durable good%jf the longer-term trajectory of productivity growth.

. particular, if inflation were overstated by official
increased employment further between December an )

. . easures—as a considerable amount of recent
June, while makers of nondurable goods continue

to reduce payrolls. Since the end of 1994, factoryreseamh suggests it is—then real output growth
. would be understated. This understatement would
employment and total hours worked in manufactur-

. . arise because too much inflation would be removed
ing have changed little. Even so, manufacturers hav?rom nominal output arowth in the calculation of
boosted output considerably over this period, pri- but 9 -
marily through ongoing improvements in worker real _outpgt growth. Indeed, productivity gTOW‘h for
productivity. nonfinancial corpqratlons—a sector for which output
growth arguably is measured more accurately than
Although productivity for the broader nonfarm in broader sectors—has been more rapid than for
business sector rose substantially in the first quarter, ihonfarm business overall. In particular, productivity
was just 1 percent above its value a year earlierfor nonfinancial corporations increased at an aver-
Moreover, output per hour changed little from the endage annual pace of abou¥zlpercent between 1990
of 1992 to the last quarter of 1995. The average rateand 1996, while productivity in the nonfarm busi-
of measured productivity growth in the 1990s is still ness sector rose a little less than 1 percent per
somewhat below that of the 1980s and is even furtheyear over the same period. This difference—which
below the average gains realized in the twenty-fiveimplies very weak measured productivity growth
years after World War II. The slower reported pro- outside of the nonfinancial corporate sector—raises
ductivity growth during this expansion could partly the possibility that overall productivity growth is
reflect measurement problems. Productivity is thestronger than indicated by official indexes for
ratio of real output to hours worked, and official nonfarm business.Of course, a critical—and still
productivity indexes rely on a measure of real outputunanswered—question is the extent to which any
based on expenditures. In theory, a matching measunenderstatement of productivity growth has become
of real output should be derivable by summing laborlarger over time. If productivity growth were more
and capital inputs on the “income side” of the rapid than indicated by official statistics, then the
national accounts. However, the income-side measureconomy’s capacity to produce goods and services
would be increasing faster than indicated by current
official statistics. But if the amount of mismeasure-
Change in Output per Hour, ment has not increased over time, then the economy’s
Nonfarm Business Sector productive capacity also increased more rapidly
Percent, Q4 to Q4 in earlier years than shown by published measures.
In this case, the official statistics on productivity
growth—though perhaps understated—would not
give a misleading impression about changes in pro-
- —H{a ductivity trends.

After changing little, on net, since the late 1980s,
the labor force participation rate turned up early
-12 last year; it reached a record high 67.3 percent in
Q1 March of this year and remained at an elevated
67.1 percent in the second quarter. Better employ-

+ o - .
0 ment opportunities have drawn additional people into
- the workforce. Although the recent welfare reform
: : : : : : : : L2 1. More detail is provided in a paper by Lawrence Slifman and
1990 1992 1994 1996 Carol Corrado, “Decomposition of Productivity and Unit Costs,”
Note. Value for 1997:Q1 is the percent change from 1996:Q1 Board of Governors of the Federal Reserve System, November 18,
to 1997:Q1. 1996.
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Labor Force Participation Rate regions and industries mention the difficulties firms
Percent are having hiring workers, especially workers with
specialized skills. With this tightness, labor com-
pensation costs have accelerated slightly. Although
hourly labor costs, as measured by the employment
cost index (ECI), increased only 2.5 percent at an
annual rate during the first three months of this year,
they were up 3.0 percent over the twelve months
ended in March, compared with 2.7 percent over
B - 63 the preceding twelve months. These increases are
smaller than might have been expected based on
historical relationships, perhaps partly reflecting
- - 60 persistent worker concerns about job security. In
addition, modest increases in employer-paid benefits
have partly offset faster increases in wages and
LLL Lttt gy salaries in the past couple of years. With smaller
1972 1977 1982 1987 1992 1997 increases in health care costs than earlier in the
Note. Data before 1994 have been adjusted for the redesignof ~ decade, shifts of employees into managed care plans,
the household survey. and requirements that employees assume a greater

L share of health care costs, employer costs for health-
legislation probably has not yet had a large effect ONrelated benefits have been well contained. However,

aggrggate Iabo.r force dynamics, it may gener'at'e ar@]I’OW’[h in employer health care costs may be in the
additional, albeit small, boost to labor force participa- process of bottoming out, as reports of rising

Q2

t'(.)n raftelsgggetrhth_e next few_ yfﬁlrsl. Elncfe the beg'n_'premiums for health insurance have become more
ning © » the Increases in the fabor 1oree assoCle, nmon, Moreover, the wages and salaries com-

ated with a higher participation ratg_have €aS€hyonent of the ECI has continued to accelerate, ris-
pressures on _Iabor m.arkets, as .add|t|0nal worker ng 3.4 percent during the twelve months ending in
have stepped in to sat|sfy_ pontmumg st_r(_)ng deman arch 1997, about one-quarter percentage point
for labor. Nevertheless, hiring was sufficiently brisk faster than during the previous twelve months and

during the first half of this year to pull the unemploy- roughly half a percentage point faster than in 1994
ment rate down about one-quarter percentage poinig\nd 1995

between December and June.

Just as the low unemployment rate points to tight-
ness in labor markets, anecdotal reports from many’rices

The underlying trend of price inflation has
remained favorable this year. In particular, the CPI
excluding food and energy—often referred to as
Hourly compensation the “core” CPl—increased at an annual rate of
2¥> percent over the first two quarters of the year,
about the same pace as in 1996. The overall CPI
registered a smaller increase than the core CPI dur-

4 ing the first half of this year. Both the overall CPI and
the core CPI have been affected by a series of techni-
cal changes implemented by the Bureau of Labor
Statistics over the past two and one-half years to

2 obtain a more accurate measure of price changes. If
not for these changes, increases in the CPI since 1994
would be marginally larger.

Change in Employment Cost Index
Percent, Dec. to Dec.

Other measures of prices also suggest that favor-
0 able inflation trends continued into 1997. Measured
1990 1992 1994 1996 from the first quarter of last year to the first quarter of
Note. Data are for private industry, excluding farm and house- this year. the chain price index for persona| consump-

hold workers. The value for 1997:Q1 is measured from March i | X
1996 to March 1997. tion expenditures excluding food and energy rose
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Change in Consumer Prices Excluding and reduce unit costs, upward pressure on prices may
Food and Energy be reduced. Finally, an extended period of relatively

Percent, Q4 to Q4 low and steady inflation has reinforced a belief
among households and businesses that the trend of
inflation should remain muted, and consequently
helped to hold down inflation expectations.

- -6
Change in Consumer Prices
- — 4 Percent, Q4 to Q4
H1
- -2
- -6
0
1990 1992 1994 1996 — - 4
Note. Consumer price index for all urban consumers. Value for
1997:H1 is the percent change from 1996:Q4 to 1997:Q2 at an
annual rate.
- H1I o
2 percent, the same as in the four-quarter period a
year earlieB Similarly, the chain price index for
0

overall GDP—which covers prices of all goods and
. : P 9 1990 1992 1994 1996
services produced in the United States—and the chain o
. . Note. Consumer price index for all urban consumers. Value for
measure for gross domestic purchases—which covi997:H1 is the percent change from 1996:Q4 to 1997:Q2 at an
ers prices of all goods purchased in the Unitedannual rate.
States—increased the same amount over the year end-

ing in the first quarter of 1997 as during the previ-
ous four quarters. Developments in the food and energy sectors were

. o i . favorable to consumers in the first half of 1997.
All of these price measures indicate that inflation cqnsumer energy prices declined in the first half of
remains muted, despite high levels of resource utilizayp g year as the price of crude oil dropped back fol-
tion. Several factors have contributed to the receniowing last year's run-up. In 1996, the price of crude
favorable performance of price inflation. Energy qjj was boosted by refinery disruptions, uncertainty
prices have declined this year. Non-oil import prices 5ot the timing of Iragi oil sales, and unusual
also have fallen significantly, reducing input costs for,yaather patterns that increased energy demand for
some domestic companies and likely restraining th&,eating and cooling. As these factors receded this
prices charged by domestic businesses that compe{g,ar crude oil prices fell. Although the downward
with foreign producers. Besides being restrainedyeng was interrupted by some transitory spikes in
by some price competition from imported materials prices—as in May when tensions in the Middle East
and supplies, prices of manufactured goods at earliefjg,eq up—the price of crude is now roughly back to
stages of processing have been held in check by aghe range that prevailed before last year's run-up.
expansion of industrial capacity that has been rapidsince December, gasoline prices have tumbled more

enough to restrain increases in utilization rates ovetna4 16 percent at an annual rate, and heating oil

the past year. Also, to the extent that firms have SUCprices have fallen significantly. Natural gas prices

ceeded in their efforts to realize large efficiency gainsyiso fell as stocks. which had dwindled over the
winter, were replenished. Reflecting the declines in

fuel prices, the CPI for energy fell about 9 percent at

2. The price measure for personal consumption expendituregn annual rate between December 1996 and June
(PCE) is closely related to the CPI because components of the CP1997
are key inputs in the construction of the PCE price measure. :
Nevertheless, the PCE price measure has the advantage that by . .
using chain weighting rather than fixed weights it avoids some of Consumer food prices increased at an annual rate

the substitution bias that affects the CPI. of only about 1 percent in the first half of the year.
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Alternative Measures of Price Change

Percent
1995:Q1 1996:Q1
to to
Price measure 1996:Q1 1997:Q1
Fixed weight
Consumer price index 2.7 29
Excluding food and energy 29 25
Chain type
Personal consumption expenditures 2.0 2.5
Excluding food and energy 2.0 2.0
Gross domestic purchases 2.2 2.2
Gross domestic product 2.2 2.2
Deflator
Gross domestic product 2.1 1.8

Note. Changes are based on quarterly averages.

Although coffee prices jumped, the prices of manyprices were still lower in June than in December.
other food items were flat or edged lower. Most Increases in prices of medical services also continued
notably, declines in grain prices that began in mid-to slow somewhat this yeain addition, the CPI for
1996 have been working their way to the retail level auto finance fell in May and June as automakers
and have held down prices for a variety of grain- sweetened incentives. In contrast, price increases in
dependent foods, such as beef, poultry, and dairghe first half of the year picked up in some other
products. Prices of foods that depend more heavily orareas; shelter prices rose a bit more rapidly than
labor costs have been rising modestly this year. last year, as did tuition and prices for personal care

Consumer prices for goods other than food and>°VIces:
energy rose a restrained three-quarters percent at an
annual rate between December and June of this yeaf-"€dit and the Monetary Aggregates

a touch below last year’s pace. Declining prices for  cregit and Depository Intermediation. The
non-oil imports helped contain prices of goods in thetota| debt of domestic nonfinancial sectors increased
CPl in the first half of the year, in part by constrain- at an annual rate of abou¥4percent from the fourth
ing U.S. businesses in competition with importers. qyarter of 1996 through May of this year, placing the
For example, prices of new and used passenger Cakgygregate near the middle of the range for 1997
declined in the first six months of the year, and pricesgstaplished by the FOMC. This pace is more than half
of light trucks were essentially flat. Also, prices of 4 percentage point below that for 1996, reflecting
house furnishings were about unchanged, on balsjgnificantly slower growth of borrowing by the fed-
ance, in the first half of the year, although apparelera| government. The total debt of the other sectors
prices moved up after declining in recent years. has risen at a roughly constant pace over the past few
The CPI for non-energy services rose aboutYears, even though the growth rate of nominal output
3 percent at an annual rate between December an@S been increasing.
June, a touch below last year's pace. After rising
markedly last year, airfares declined, on net, in the 3. In January 1997, the Bureau of Labor Statistics introduced a
first half of this year. Fares fell substantially ear|y in new measure c_)f the prices of hospital_ services—which account for
. . . oughly one-third of the CPI for medical services—and this new
the year when the excise tax on tickets expired, an

" . o ' - easure should, over time, provide a more accurate gauge of price
even with the reimposition of the tax in March, ticket movements in this area.
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Debt: Annual Range and Actual Level
Billions of dollars

Domestic nonfinancial sectors
- 7% 1 15,200
— — 15,000
— 14,800
3%

— — 14,600

O N D J F M A M J
1996 1997

14,400

Credit on the books of depository institutions rose
more rapidly than total debt in the first half of 1997,
indicating that their share of total debt outstanding
increased. Credit growth at thrift institutions eased
late last year and early this year after increasing

the velocity of M2 (defined as the ratio of nominal
GDP to M2) increased a little more than might have
been anticipated from its recent relationship to the
opportunity cost of holding M2—the interest earn-
ings forgone by owning M2 assets rather than market
instruments such as Treasury bills. M2 may have
been held down a bit by savers’ preferences for equity
market funds, for which inflows were quite strong.
Growth of M2 was much slower in the second quarter
than in the first quarter ¢ percent compared with

6 percent at an annual rate), consistent with the slow-
ing of the economy and almost unchanged M2
opportunity cost. The monthly pattern of M2 growth
in the second quarter was heavily influenced by
unusually high individual non-withheld tax pay-
ments. M2 surged in April, as households appar-
ently accumulated additional liquid balances in order
to make the larger tax payments, and was about
unchanged on a seasonally adjusted basis in May as
payments cleared and balances returned to normal.

M2: Annual Range and Actual Level
Billions of dollars

moderately in the first three quarters of 1996. How-
ever, commercial bank credit grew at a brisk pace in
the first half of the year, with both securities and loans
increasing more rapidly than they did last year. Rea
estate lending at banks rose about 9 percent at &
annual rate between the fourth quarter of 1996 ang
June of this year, compared with 4 percent in 1996. In

contrast, outstanding home mortgages at thrift institu{

=T 5

5%

3,950

3,900

3,850

tions grew little in the first part of the year after a
large run-up in 1996. Home equity credit lines from 1%
banks expanded especially rapidly in the spring, ag
some banks promoted these loans as a substitute for
consumer loans. The growth of consumer loans at | . . . . .
banks (including loans that were securitized aswell 5~ v~ 5 5 ¢ wm A w5 >0
as loans still on banks’ books) fell from about 1996 1997
11 percent in 1996 to%d percent at an annual rate
between the fourth quarter of 1996 and June of this
yeatr. The correspondence between changes in M2 veloc-
ity and in opportunity cost during recent years may
The Monetary Aggregates. Growth of the represent a return to the roughly stable relationship
monetary aggregates during the first half of 1997 wasobserved for several decades until 1990—albeit at
similar to growth in 1996. Between the fourth quarter a higher level of velocity. The relationship was
of last year and June, M2 expanded at an annual ratdisturbed in the early 1990s by households’ appar-
of almost 5 percent; as the Committee had antici-ent decisions to shift funds out of lower-yielding
pated, the aggregate was running close to the uppeteposits into higher-yielding stock and bond mutual
bound of its growth cone, which had been chosen tdunds. On one hand, the “credit crunch” at banks and
be consistent with price stability. The behavior of M2 the resolution of troubled thrifts curbed the eager-
over this period can be reasonably well explained byness of these institutions to attract retail deposits,
changes in nominal GDP and interest rates, usindiolding down the rates of return offered on brokered
historical velocity relationships. In the first quarter, deposits and similar accounts relative to the average

3,800

¥
|
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deposit rates used in constructing measures oM3: Annual Range and Actual Level
opportunity cost. At the same time, the appeal of Billions of dollars
longer-term assets was enhanced temporarily by the
steeply sloped yield curve and more permanently by
the greater variety and lower cost of mutual fund
products available to investors. More recently, robust
inflows into stock funds apparently have substituted
to only a limited extent for holdings of M2 assets, and 6%
M2 velocity and opportunity cost have again been|_
moving roughly together since mid-1994, although
velocity has continued to drift up slightly. However,
the period of renewed stability in the behavior of
M2—three years—is still fairly short, and whether [~
the stability will persist is unclear. Variations in
opportunity cost and income growth during this
period have been rather small, leaving considerable—— . | . . ' ' ' 4,800
doubt about how M2 would respond to more © N D 3 F M A M
significant changes in the financial and economic 1996 1997

environment.

5,100

5,000

2%

4,900

been historically. Growth of institution-only money
market funds eased just a little from last year’s torrid

M2 Velocity and the Opportunity Cost pace, as the role of these funds in corporate cash
of Holding M2 management continued to increase.
Ratio Percentage points, ratio scale M1 contracted at a2 percent annual rate between
Quarterly the fourth quarter of 1996 and June of this year.
Growth of this aggregate was again depressed by the
20 M2
velocity Q1 spread of so-called sweep programs, whereby bal-
— 7125  ances in transactions accounts, which are subject
19 to reserve requirements, are “swept” into savings
M2 - 10 accounts, which are not. Sweep programs benefit
opportunity depositories by reducing their required holdings of
18 - ot 4 reserves, which earn no interest. At the same time,
D 3 they do not restrict depositors’ access to their funds
17 L I o 2 for transactions purposes, because the funds are swept
N/ back into transactions accounts when needed. Until
\.v/ 11 late last year, most retail sweep programs were
T L Y I limited to NOW accounts, but demand-deposit
1978 1982 1986 1990 1994 sweeps have expanded markedly since then. Adjusted

Note. M2 opportunity cost is a two-quarter moving average of for the estimated total of balances swept owing to the
the three-month Treasury bill rate less the weighted average rate introduction of new sweep programs, M1 expanded at
paid on M2 components. !

a &4 percent annual rate between the fourth quarter
of 1996 and June 1997, a little below its sweep-

M3 rose about 7 percent at an annual rate betweeﬁdJUSted growth rate in 1996.

the fourth quarter of 1996 and June of this year. This The drop in the amount of deposits held in transac-
pace is a little faster than last year’s and again left M3tions accounts in the first half of 1997 caused required
above the upper end of its growth cone, which, likereserves to fall about 10 percent at an annual rate,
the growth cone for M2, was set to be consistent withclose to the rate of decline last year. Nonetheless, the
price stability. Large time deposits, which are not monetary base has expanded at a moderate pace so far
included in M2, continued to increase much morein 1997, because the runoff in required reserves has
rapidly than other deposits. Banks have been fundbeen more than offset—as it was also last year—by
ing their asset growth disproportionately throughan increase in the demand for currency. Currency
wholesale deposits, leaving interest rates on retaigrowth has been a little higher this year than last, as
deposits further below market rates than they havehe effects of strong domestic spending more than
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Growth of Money and Debt

Percent
Domestic
Period M1 M2 M3 nonfinancial
debt
Annualt
1987 6.3 4.2 5.8 10.0
1988 4.3 5.7 6.3 9.0
1989 0.5 5.2 4.0 7.9
1990 4.1 4.1 1.8 6.9
1991 7.9 3.1 1.2 4.6
1992 14.4 1.8 0.6 4.7
1993 10.6 1.3 1.1 5.2
1994 2.5 0.6 1.7 5.2
1995 -1.6 4.0 6.2 55
1996 -4.6 4.7 6.8 54
Quatrterly
(annual rate)?
1997 Q1 -0.7 6.1 8.2 4.5
Q2 -5.4 4.3 6.8 n.a.
Year-to-date3
1997 -2.6 4.9 7.1 4.8
1. From average for fourth quarter of preceding year to 3. From average for fourth quarter of 1996 to average for
average for fourth quarter of year indicated. June (May in the case of domestic nonfinancial debt).

2. From average for preceding quarter to average for
quarter indicated.

offset a slight drop in net shipments of U.S. cur- ances would become more linked to banks’ desire to
rency abroad in the first four months of the year.  avoid overnight overdrafts when conducting trans-

actions through their accounts at Reserve Banks.

Further reductions in required reserves have theD . . ; )
. L i L emand from this source is more variable than is
potential to diminish the Federal Reserve’s ability to . .
requirement-related demand, and it also cannot be

control the federgl funds rate qlosely on a day_to_substituted across days; both factors would tend, all
day basis. Traditionally, the daily demand for bal- : o
else equal, to increase the volatility of the federal

ances at the Federal Reserve largely reflected bank§un ds rate

needs for required reserves, which are fairly predict- '

able. As a result, the Federal Reserve has generally The decline in required reserves over the past
been able to supply the quantity of balances that satisseveral years has not created serious problems in the
fies this demand at the intended funds rate. Moreoverfederal funds market, but funds-rate volatility has
reserve requirements are specified in terms of amisen a little, and the risk of much greater volatility
average level of balances over a two-week period, savould increase if required reserves were to fall
if the funds rate on a particular day moves above thesubstantially further. One factor mitigating an
level expected to prevail on ensuing days, banks caincrease in funds-rate volatility has been an increase
trim their balances and thereby relieve some of thein required clearing balances. These balances, which
upward pressure on the funds rate. If requiredbanks can precommit to hold on a two-week aver-
reserves were to fall quite low, the demand for bal-age basis, earn credits that banks use to pay for Fed-
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eral Reserve priced services. Like required reserveconomic growth in the second quarter, and interest
balances, required clearing balances are predictableates retraced their earlier advance.

by the Federal Reserve and can be substituted across ) ) .

days within the two-week maintenance period. Funds- 1€ Yield on the inflation-indexed ten-year

rate volatility has also been damped by bankS,Treasury note was little changed between mid-April

improved management of their balances at Reserv8"d rTId-Jutl)y’ _suggfastlgg that r‘?t least piart of the
Banks, which in part reflects the improved real-time "049"Y 60- asis-point drop in the nominal ten-year
access to account information now provided byyleld over that period reflected a reduction in
the Federal Reserve. Whether these factors Cou|8xpected inflation or in uncertainty about future infla-
continue to restrain funds-rate volatility if required 1ON: OF both. Yet, relative movements in these two
reserve balances were to become much smaller is a)gelds should be interpreted carefully, as the market’'s
experience in trading indexed debt is relatively brief,

yet unclear. Also unclear is whether a moderate = i ) X
increase in funds-rate volatility would have any seri- making its prices potentially vulnerable to small shifts

ous adverse consequences for interest rates farther ot Market sentiment. Moreover, the Treasury an-

on the yield curve or for the macroeconomy. The Fed-Punced this spring a reduction in the frequency of
eral Reserve continues to monitor the situationnom'nal ten-year note auctions, perhaps putting down-
ward pressure on their nominal yields, and some inves-

closely. . ! :
tors may have paid renewed attention to upcoming
technical adjustments to the CPI, which will reduce

Interest Rates, Equity Prices, and measured inflation. Survey-based measures of expected

Exchange Rates inflation showed little change in the second quarter.

Interest Rates. Interest rates on Treasury securi-  The interest rate on the three-month Treasury bill
ties were little ChaHQEd or declined a bit, on bal- was held down in recent months by the reduced sup-
ance, between the end of 1996 and mid-July. Yieldsply of bills associated with the smaller federal deficit.
rose substantially in the first quarter as evidenceBetween mid-March and mid-July, the spread
mounted that the robust economic activity observedhetween the federal funds rate and the three-month
in the closing months of 1996 had continued into yjeld averaged about 15 basis points above the aver-
1997. By the time of the March FOMC meeting, most age spread in 1996. Interest rates on private short-
participants in financial markets were anticipatingterm instruments increased a little in the second
some tightening of monetary policy, and rates movedquarter after the small System tightening in March.
little when the increase in the intended federal funds
rate was announced. Beginning in late April, key data Equity Prices. Equity markets have advanced
pointed to continued low inflation and a slowing of dramatically again this year. Through mid-July, most
broad measures of U.S. stock prices had climbed
between 20 percent and 25 percent since year-end.
Stocks began the year strongly, with the major
indexes reaching then-record levels in late Janu-
Quarterly ary or February. Significant selloffs ensued, partly
occasioned by the backup in interest rates, and by
early April the NASDAQ index was well below its
year-end mark and the S&P 500 composite index was
barely above its. Equity prices began rebounding in
late April, however, soon pushing these indexes to
- 10 new highs. Stock prices have been somewhat more
volatile this year than last.

Selected Treasury Rates
Percent

Thirty-year
bond

The run-up in stock prices in the spring was
bolstered by unexpectedly strong corporate profits for
the first quarter. Still, the ratio of prices in the
S&P 500 to consensus estimates of earnings over the
L L LU g coming twelve months has risen further from levels
1965 1975 1985 1995 that were already unusually high. Changes in this

Note. The twenty-year Treasury bond rate is shown until the ratio have often been inversely related to changes in

first issuance of the thirty-year Treasury bond, in the first quarter . R , ;
of 1977. long-term Treasury yields, but this year’s stock price

~
\ I\~ §

A
=\ Vi / 2
! ¥ Three-month Five-year /\)\(‘J Q
bill note
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Major Stock Price Indexes
Index (December 31, 1996=100)

| Daily 125
B S&P 500 115
- - 105
- - 95
NASDAQ
- 85
1 1 1 1 1 1 1 1 1 1 1 | 1 1 1 1 1 1

JFMAMJJASONDUJFMAMIJ
1996 1997

Note. Last observations are for July 18, 1997.

Exchange Rates. The weighted average for-
eign exchange value of the dollar in terms of the other
G-10 currencies rose sharply in the first quarter from
its level in December and has moved up somewhat
further since then. On balance, the nominal dollar
is more than 10 percent above its level at the end
of December. A broader measure of the dollar
that includes currencies from additional U.S. trading
partners and adjusts for changes in relative consumer
prices shows appreciation of about 7 percent. After
rising nearly 10 percent in terms of the Japanese yen
to a recent peak in late April, the dollar retreated; it is
currently about unchanged from its value in terms of
yen at the end of December. In contrast, the dollar has
risen about 17 percent in terms of the German mark
since the end of last year.

Weighted Average Exchange Value

gains were not matched by a significant net decline irof the U.S. Dollar

interest rates. As a result, the yield on ten-year

Treasury notes now exceeds the ratio of twelve-
month-ahead earnings to prices by the largest amour
since 1991, when earnings were depressed by th
economic slowdown. One important factor behind the
increase in stock prices this year appears to be

further rise in analysts’ reported expectations of earn-

ings growth over the next three to five years. The
average of these expectations has risen fairly steadil
since early 1995 and currently stands at a level no
seen since the steep recession of the early 1980

when earnings were expected to bounce back from

levels that were quite low.

Equity Valuation and Long-Term Interest Rate
Percent

Monthly

14

Ten-year Treasury note yield

— / — 10
N / -6
S&P 500 earnings—price ratio
July
IS S I N I I I A I I B | 2
1982 1987 1992 1997

Note. Earnings—price ratio is based on the I/B/E/S Inter-
national, Inc., consensus estimate of earnings over the coming
twelve months. All observations reflect prices at mid-month.
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Index, March 1973 = 100

tMonthly
e
June

8- -1 95
y
t_— - 85
P

| | | | | | | 75

1992 1993 1994 1995 1996 1997

Note. Nominal value in terms of the currencies of the other
G-10 countries. Weights are based on the 1972-76 global trade
of each of the ten countries.

Early in the year, data showing continued
strengthening of U.S. economic activity surprised
market participants, raised their expectations of some
tightening of U.S. monetary policy, and contributed to
upward pressure on the dollar. In light of the FOMC
action in late March and the tendency for subsequent
economic indicators to suggest a slowing of the
growth of U.S. real output, pressure for dollar appre-
ciation abated. While robust economic activity in the
United States generated a rise in U.S. long-term inter-
est rates through April, market uncertainty about the
strength of output growth in several foreign indus-
trial countries led to little change, on balance, in aver-



age long-term (ten-year) rates in other G-10 countries. U.S. and Foreign Interest Rates

Since then, U.S. rates have returned to near yearpree-month

end levels, while rates abroad have moved down. Percent
Accordingly, the long-term interest differential, on
balance, has shifted further in favor of dollar assets
since December, consistent with the net appreciation
of the dollar this year. L

Monthly

Average foreign

Despite indications of further recovery of output in
Japan, the dollar rose against the yen early in the year
as planned fiscal policy in Japan appeared to be morg
restrictive than had been expected, and Japanese
long-term interest rates declined in response. State-
ments by G-7 officials at their meeting in Berlin |
in February and on subsequent occasions suggested
some concern that the dollar’s strength and the yen's
weakness not become excessive. The dollar moved
back down in terms of the yen in May and has sinc : : : : : : : 2
fluctuated narrowly. The yen has been supportedren-year
by data showing a widening of Japanese external Percent
surpluses and by a partial retracing by Japanese long
term rates of their earlier decline, as indicators have
suggested that the fiscal measures may not be as
contractionary as previously expected.

June

U.S. large CD

"Monthly

Average foreign

The dollar also rose sharply early in the year in|
terms of the German mark and other continental
European currencies. Market participants have been
disappointed that the pace of economic activity has
not strengthened further in continental European
countries. In addition, uncertainties about the pros-
pects for European Monetary Union, including the U.S. Treasury
possibility of delay and the question of which
countries will be in the first group proceeding to | | | | | | | 4
Stage Three, have resulted in fluctuations in the mark 1995 1993 1994 1995 1996 1997
and, on balance, appear_ to have Strengthened th_e dOI-Note. Average foreign rates are the global trade-weighted
lar. German long-term interest rates have declinechverage, for the other G-10 countries, of yields on instruments
somewhat on balance this year. comparable to the U.S. instruments shown.

June — 6

Short-term market interest rates in most of the
major foreign industrial countries have changed little
on average since the end of last year. Rates in th&he trend in Mexican inflation has declined this year;
United Kingdom have risen somewhat as the newnevertheless, the excess of Mexican inflation over
government increased the official lending rate one-U.S. inflation implies abadua 7 percent real appre-
quarter percentage point in May and the Bank ofciation of the peso since December.

England raised it by the same amount in June and Since mid-May, financial pressures in Thailand,

again in July. Short-term rates in Italy and Switzer- = o o
. . which caused authorities there to raise interest rates
land have eased. Stock prices have risen sharply so

. : . S . .~ _~and have led to depreciation of the currency, have
far this year in the major foreign industrial countries, ~ . . ) . )
. . . spilled over to influence financial markets in some of
particularly in continental Europe.

our Asian trading partners, particularly the Philip-
The dollar has changed little on balance in terms ofpines and Malaysia. Interest rates in both of these
the Mexican peso since December, as improvectountries rose sharply. Philippine officials relaxed
investor sentiment toward Mexico, reflected in nar-their informal peg of the peso in terms of the dollar,
rowing yield spreads between Mexican and U.S.and the currency declined significantly; the Malaysian
dollar-denominated bonds, has supported the pesainggit and Indonesian rupiah have also depreciated.
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