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Monetary Policy Report to the Congress

Report submitted to the Congress on July 20, 1992,
pursuant to the Full Employment and Balanced
Growth Act of 1978}

MONETARY POLICY AND THE ECONOMIC
OUTLOOK FOR 1992 AND 1993

Economic activity has increased on balance since
the beginning of the year, but rather hesitantly in
recent months, and inflationary pressures have con-
tinued to abate. Against this backdrop, and with
money and credit exhibiting renewed weakness in
the second quarter, the Federal Reserve has eased
money market conditions twice—in April and
again in early July. The descent of domestic inter-
est rates, which began in 1989, has now carried
nominal yields on many market instruments to the
lowest levels in two or three decades.

In mid-February, when the Board presented its
last semiannual report on monetary policy to the
Congress, the economy seemed to be struggling to
regain forward momentum. Growth had come
almost to a standstill in the final quarter of 1991,
and, while a hint of improvement was evident in
some of the indicators that were available in mid-
February, convincing signs of a strengthening of
activity had not yet appeared. Moreover, in looking
ahead at that time, growth seemed likely to con-
tinue to be retarded by the still incomplete resolu-
tion of major structural adjustments in a variety of
sectors, financial and nonfinancial. Chief among
those structural impediments were persistent prob-
lems in commercial real estate markets, budgetary
stress at all levels of government, a downsizing of
the defense industry, exceptional caution among
financial intermediaries, and ongoing efforts of
businesses and households to reduce the level of
their indebtedness.

1. The charts for the report are available on request from Publi-
cations Services, Board of Governors of the Federal Reserve Sys-
tem, Washington, DC 20551.

At the same time, however, considerable impetus
to activity was thought to be already in train, partly
as a result of the substantial easing of money
market conditions that the System had implemented
in the second half of 1991. Among other effects,
the decline in short- and long-term interest rates
was reducing debt-servicing obligations and was
facilitating needed balance sheet restructuring by
borrowers and lenders. In assessing the situation as
of last February, the Board members and Reserve
Bank presidents recognized that the uncertainties in
the outlook were unusually large, but they believed
that a moderate pickup in output from the espe-
cially sluggish pace of the fourth quarter of 1991,
coupled with further improvement in underlying
price trends, was the most likely prospect in 1992.

In the event, economic growth did move back
into a moderate range in the first quarter of 1992,
After keeping a tight grip on their expenditures
during the holiday shopping season, consumers
stepped up their spending sharply in early 1992;
simultaneously, purchases of new houses soared,
spurred in part by lower mortgage interest rates. An
unusually mild winter also helped to buoy activity
in January and February. Although businesses were
able to accommodate much of the burst in spending
through a drawdown of inventories, the rise in
demand sparked a rebound in industrial output.
Consumer sentiment, which had deteriorated in late
1991 and early 1992, began to tilt back up in late
winter and early spring, and business executives
expressed greater optimism. Economic growth, as
measured by the annualized rate of change in real
gross domestic product, moved up to 2% percent in
the first quarter, the largest quarterly gain in more
than three years.

The strength in final demand that seemed to be
emerging in the early part of the year does not
appear to have carried through the second quarter,
however. Households, restrained by a soft labor
market and the lack of significant gains in real
income, clamped down on their spending after the
burst early in the year; real consumption expendi-
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tures appear to have grown little, if at all, in the
second quarter, and new home sales fell steadily
from February through May. In addition, exports,
which, over the past several years, had been an area
of strength in the economy, showed little growth
over the first five months of 1992. Although manu-
facturers boosted production in April and May,
they tended to do so more by stretching the hours
of their workers, rather than by adding employees
to their payrolls. Declines in production became
evident in the industrial sector in June, as firms
apparently moved quickly to forestall unintended
inventory accumulation. In the labor market, the
data for May and June showed a disturbing rise in
the unemployment rate, to a level of 7.8 percent.
On the whole, the growth of total output in the
economy likely was positive again in the second
quarter—as it had been in each of the four preced-
ing quarters. But, as the Federal Reserve had antic-
ipated at the start of the year, the drag from ongo-
ing structural adjustments has remained heavy.

Inflationary forces have been muted this year.
Prices accelerated somewhat in the first quarter, but
that flare-up proved to be short-lived, as increases
in the consumer price index were small, on aver-
age, in the second quarter. The ‘‘core’’ rate of
inflation, as measured by the change in the CPI
excluding food and energy, averaged 3.8 percent at
an annual rate in the first six months of 1992; this
rate of rise was a little lower than the average rate
of increase during 1991, and it was considerably
less than the increase seen during 1990. With infla-
tion expectations down appreciably from recent
highs, and with firms striving to reduce their costs
on all fronts, a trend toward gradual reduction in
the rate of price increase appears to be well estab-
lished at the present time.

Growth in the broad measures of money was
quite weak in the second quarter, leaving both M2
and M3 in June below the lower bounds of their
annual ranges. Measured from its average level in
the fourth quarter of 1991, M2 increased at an
annual rate of 1% percent through June, while M3
edged down at a rate of Y4 percent over that same
period. As is discussed in more detail below, the
sluggishness of money during this period seemed
to be more a reflection of changing patterns of
finance than of restraint on nominal income growth.
Still, private credit growth also was relatively slow,
and, in the context of renewed softness in the

incoming data on spending and production, the
weakness in both money and credit added to con-
cerns about the ongoing strength of the expansion.

In this environment, the System eased money
market conditions slightly in April and imple-
mented a reduction of Y2 percentage point in the
discount rate on July 2, along with a commensurate
further easing of money market conditions. In total,
short-term interest rates have declined about %4 of a
percentage point since the beginning of the year.
Longer-term rates backed up early in the year as
the economic expansion appeared stronger than
many people had expected, raising market con-
cerns about a revival of inflationary pressures.
However, in recent months many bond and mort-
gage rates have retraced their earlier increases.
Broad indexes of stock prices have remained close
to record levels. In foreign exchange markets, the
weighted average value of the dollar, in terms of
the currencies of other Group of Ten (G-10) coun-
tries, appreciated until early March, but recent
depreciation, occasioned primarily by a less robust
outlook for the U.S. economy, has left the dollar
somewhat below its 1991 year-end level.

Declining interest rates in recent years have con-
tributed to sizable reductions in debt-service obli-
gations, as both long- and short-term debt has been
rolled over or refinanced at lower rates. In addition,
lower long-term rates and high price-earnings ratios
on stocks have encouraged businesses to reduce the
interest rate risk and the uncertainty associated
with short-term funding by relying more heavily on
issuance of long-term debt and equity. Households
also have taken advantage of lower rates to refi-
nance existing debt, especially mortgages. In addi-
tion, over-leveraged households, facing uncertain
income and employment prospects and wide
spreads between rates charged on consumer credit
and yields on monetary assets, have moved to limit
debt growth.

The resulting improvements in the financial con-
ditions of households and businesses are evident
in several indicators: Delinquencies on consumer
loans and home mortgages have declined, ratings
for a number of firms have been upgraded, and
yield spreads have narrowed on private fixed-
income securities relative to Treasury obligations.
Of course, not all parties have benefited from
lower interest rates; households holding short-term
deposits have experienced a sizable decline in
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interest income. On balance, however, lower inter-
est rates have helped households and businesses
strengthen their balance sheets, thereby building a
firmer financial foundation for future economic
expansion.

Efforts to return to more sustainable leverage
positions have contributed to slow expansion of the
debt of nonfederal sectors in the first half of this
year. Heavy borrowing by the federal government
has kept total debt expanding at the lower end of
the Federal Open Market Committee’s (FOMC)
monitoring range of 4% to 8' percent, based on
current estimates. Depository credit remains espe-
cially weak, reflecting not only muted private loan
demands, but also continued caution among depos-
itories. Commercial banks no longer appear to be
tightening their nonprice terms of lending, but the
degree of credit restraint remains substantial and
spreads between loan rates and the cost of funds
remain unusually wide. Bank capital positions have
improved substantially over the past year; nonethe-
less, banks are likely to continue working to bolster
capital, partly as a consequence of incentives con-
tained in the FDIC Improvement Act.

The contraction of depository credit has been
mirrored by the meager advance in the monetary
aggregates. This is seen clearly in M3, which
includes most of the liabilities banks and thrift
institutions use to fund loans and other assets. But
M2 has also been affected. Banks and thrift institu-
tions have not actively pursued deposit funding in
light of weak loan growth, and retail deposit rates
have fallen considerably over the course of the
year. Consumers consequently have sought higher-
yielding assets outside M2, including those in the
capital market where—despite the greater risks
involved—returns have appeared more attractive.
In addition, given the wide deposit—loan rate
spreads, some M2 holders likely have opted to pay
down debt rather than to hold monetary assets.

The rechanneling of credit flows away from
depositories and the associated sluggish money
growth have not been entirely benign; many bor-
rowers face higher costs and stricter terms of credit
now than in the past at given levels of market
interest rates. Nonetheless, weakness of the mone-
tary aggregates has not been associated with a
similar degree of restraint on aggregate demand.
Indeed, growth in nominal spending has consider-
ably outpaced that of M2 and M3; put differently,

both monetary aggregates appear to have registered
sizable increases in their income velocities in the
first half of the year. The rise in M2 velocity is
particularly notable, given the marked drop in
short-term interest rates in the latter part of 1991.
Ordinarily, velocity tends to fall for a time after a
decline in short-term rates.

Monetary Objectives for 1992 and 1993

In reviewing the annual ranges for the monetary
aggregates in 1992, the Committee noted the sub-
stantial uncertainties created by the unusual behav-
ior of M2 and M3 velocity thus far this year. If
portfolio shifts ebb and more normal relationships
of depository credit to spending begin to emerge,
growth of the monetary aggregates within the exist-
ing ranges would be consistent with the Commit-
tee’s objectives for making progress toward price
stability and fostering economic growth. However,
it is unclear whether the forces giving rise to the
unusual behavior of the aggregates will wane in
coming months or continue unabated. Faced with
these uncertainties, the Committee chose to retain
the 2'2 to 6%2 percent range for M2 and the 1 to
5 percent range for M3 announced earlier this year
for 1992,

The Committee also reaffirmed the existing 1992
monitoring range for the aggregate debt of domes-
tic nonfinancial sectors. The more cautious atti-
tudes toward borrowing that have damped credit
growth this year, and the improving balance sheets
of borrowers, should lay the groundwork for sus-
tained economic expansion in years to come.

The ongoing structural changes in the financial
system and the tentative nature of the recovery
greatly complicated the task of choosing ranges for
the coming year. The Committee recognized that

1. Ranges for growth of monetary and debt aggregates!
Percent

Provisional
Aggregate 1991 1992 range
for 1993
% 7 2Y2-6'2 2261 2Y2-6%2
M3 . 1-5 1-5 1-5
Debt?......... 4v2-8Y2 4Y2-8'4 414-8'4

1. Change from average for fourth quarter of preceding year to average
for fourth quarter of year indicated. Ranges for monetary aggregates are
targets; range for debt is a monitoring range.

2. Domestic nonfinancial sector.
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the range for M2 probably would need to be
reduced at some point to be consistent with the
Federal Reserve’s long-run objective of reasonable
price stability. However, pending further analysis
of the recent relationship of money stock move-
ments to income and interest rates, the Committee
chose to carry forward the 1992 ranges for the
monetary aggregates and debt as provisional ranges
for 1993.

Economic Projections for 1992 and 1993

The members of the Board of Governors and the
Reserve Bank presidents, all of whom participate
in the discussions of the Federal Open Market
Committee, generally believe that the most likely
scenario for the economy in the second half of
1992 is one in which real GDP increases at a
moderate pace and job growth is sufficient to im-
part a downward tilt to the unemployment rate. In
1993, output growth is expected to pick up slightly
further from the 1992 pace, bringing additional
small reductions in the unemployment rate. Infla-
tion will likely hold to a gradual downward trend
over the next year and a half.

In quantifying their views of the prospects for
economic growth, the Board members and Reserve
Bank presidents ended up with forecasts that are
somewhat stronger than those made in February. A
large majority of them see the most likely outcome
for this year as being one in which real gross
domestic product rises 2V4 percent to 2% percent
over the four quarters of 1992; the central tendency
of the forecasts for 1993 spans a range of 2% to
3 percent. With regard to the unemployment rate,
the central tendency of the governors’ and Bank
presidents’ forecasts for the fourth quarter of 1992
covers a range of 7V to 72 percent, as compared
with the second-quarter average of 7%z percent; the
corresponding central tendency range for the final
quarter of 1993 is 6%z to 7 percent.

The achievement of the projected GDP growth
will depend in part on the progress in resolving the
various structural adjustments noted earlier. In gen-
eral, the Board members and Reserve Bank presi-
dents believe that these structural problems will
continue to exert negative drag on the economy in
coming quarters, but that their force will gradually
lessen. On that score, some of the recent trends

2. Economic projections for 1992 and 1993

FOMC members and
other FRB presidents
Item -
Cent!
Range tendency
1992
Percent change,
Sfourth quarter to fourth quarter!
Nominal GDP ............covvvvnnne 5-6Y4 5Ve6
ReAIGDP ...oovvvviininiininnirnne 2-3Va 2Va-2%
Consumer price index? .............. 3-3%: 3-3%
Average level, fourth quarter (percent)
Unemployment rate® ................ 7-T4% TVa-1%2
1993
Percent change,
fourth quarter to fourth quarter!
ominal GDP .........ovvvveennnens 412-7 54-6Y4
Real GDP ....ooovvviinnnnnnnisiees. 24-3% 2%-3
Consumer price index? .............. 2144 2%-3%
Average level, fourth quarter (percent)
Unemployment rate® ................ 6'4-7Y4 614~

1. From average for fourth quarter of 1990 to average for fourth quarter
of 1992,

2. All urban consumers,

3. Percentage of civilian labor force.

have been encouraging. In the market for commer-
cial real estate, which has been the most striking
area of weakness in the economy in recent quarters,
downward pressures on the prices of existing prop-
erties seem to have begun to diminish, and the rate
of decline in new construction appears to be slow-
ing. In addition, businesses and households also
have made considerable progress in strengthening
their finances, and even though that improvement
evidently has not yet generated more expansive
attitudes toward spending and investing, such a
shift probably will be forthcoming at some point.
An obvious risk in the outlook is that these, and
the other, structural adjustments could persist
with greater intensity than is anticipated; but,
alternatively, a faster resolution of the structural
problems—and a stronger pickup of the
economy—is not out of the question either.

The governors and Bank presidents expect the
rise in the consumer price index over the four
quarters of 1992 to end up in the range of 3 to
34 percent. Although an increase of this magni-
tude is to the high side of that realized in 1991,
inflation rates were held down last year by the
unwinding of the oil price shock that had occurred
in 1990. Core inflation this year is expected to be
lower than it was in 1991, and most Board mem-
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bers and Reserve Bank presidents believe that sus-
tained progress toward the containment of costs
and a further easing of inflation expectations will
keep the trend rate of price increase on a course of
gradual slowing next year as well. With neither
food nor energy prices anticipated to depart in any
meaningful way from the broad trends of inflation,
the total CPI is also expected to slow in 1993, to a
range of 2% to 3% percent, according to the central
tendency of the FOMC participants’ forecasts.

Earlier this year, in the Economic Report of the
President and the Budget, the Administration
issued forecasts that showed nominal GDP growth
in 1992 and 1993 that falls within the ranges antic-
ipated by Federal Reserve officials. Consequently,
there would appear to be no inconsistency between
the System’s plans for monetary policy and the
short-term goals of the Administration.

Looking more toward the long term, the pros-
pect of a sustained period of declining inflation,
together with a resolution of the many structural
problems that currently afflict the economy, sug-
gests the opportunity for substantial economic
gains and a broadening prosperity. The Federal
Reserve, for its part, can best contribute to the
achievement of those objectives by keeping its
sight firmly on the long-run goal of price stability.
But the longer-range progress of American living
standards will depend on more than monetary sta-
bility. Sound fiscal policies and an open world
trading system are essential if we are to enhance
capital formation and achieve the greatest possible
productivity of our human and physical resources.

THE PERFORMANCE
OF THE ECONOMY IN 1992

After coming almost to a standstill in the final
quarter of 1991, economic activity showed more
vitality in the early part of 1992. Buoyed by a surge
in final sales, real gross domestic product rose at an
annual rate of 2% percent in the first quarter.
Growth evidently slowed considerably in the sec-
ond quarter; in that period, signs of softness began
to surface once again in a number of the indicators.
Most notably, industrial production and payroll
employment turned down in June, after four
months of increases, and, with an influx of jobseek-
ers into the labor market, the civilian unemploy-

ment rate moved up sharply toward midyear, to a
June level of 7.8 percent—about % of a percentage
point above the rate at the end of 1991.

The first-quarter surge in final sales was largely a
reflection of a firming of demand in the domestic
economy. Consumer spending strengthened mark-
edly in the opening months of the year, housing
starts and home sales jumped, and business fixed
investment increased for the first time in several
quarters. In the second quarter, domestic demand
appears to have risen further, but, on the whole, at a
slower pace than in the first quarter. By contrast,
the external. sector of the economy, which had
contributed appreciably to growth of the economy
in 1990 and 1991, has provided little or no impetus
to activity this year; exports have been limited
recently by the continued sluggishness of many
foreign industrial economies, and imports appear to
have moved up after a couple quarters of flatness.

Although price movements were erratic from
month to month in the first half of 1992, there was
ample evidence that the underlying processes of
disinflation still were at work. Wage increases mod-
erated further, and productivity increases also con-
tributed importantly to the containment of costs.
The twelve-month change in the consumer price
index excluding food and energy, a rough gauge of
the underlying rate of inflation in the economy,
dropped below the 4 percent mark; as recently as
the first quarter of 1991, that measure had been
running as high as 52 percent. The total CPI rose
only 3 percent over the twelve months ended in
June, held down by small increases in food and
energy prices over that twelve-month period.

The Household Sector

Indicators of the economic health of households
were mixed in the first half of 1992. Households
continued to make gradual progress in reducing
their debt burdens in the first half of the year, and
the incidence of financial stress seemed to dimin-
ish. However, neither income nor wealth displayed
the degree of vigor needed to sustain strength in
household expenditures.

When the year began, consumer spending was a
major question mark in the economic outlook. Con-
sumer outlays for goods had weakened appreciably
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in the final quarter of 1991, and consumer confi-
dence, which had gone into an alarming plunge
during the autumn, continued to soften into early
1992. But—such pessimism notwithstanding—
consumers pushed expenditures up at a very rapid
pace in January and raised them further in Febru-
ary; although spending softened in March, the rise
in real consumption expenditures for the first quar-
ter as a whole amounted to 5 percent at an annual
rate, the strongest quarterly advance in four years.
Purchases of durable goods rose briskly, and solid
gains were also recorded for a wide range of non-
durables. Given the size of those increases—and
with housing sales also rising sharply in the early
part of the year—it seemed for a time that the
forces of expansion might be gathering consider-
able strength.

However, the first-quarter surge did not carry
over into the spring. Indeed, it appears that real
consumption expenditures probably were little
changed in the second quarter as a whole. Never-
theless, a bright spot in the recent spending data
has been the firmness of motor vehicle sales. After
bottoming out in January at an annual rate of about
12 million units, the sales of cars and light trucks
rebounded to a rate of about 124 million units in
the next three months and then moved up further to
a level of 13%4 million units in June. Although a
portion of the recent strength in auto sales appar-
ently is a reflection of increased business invest-
ment in motor vehicles, it also seems likely that
households that have put off buying new cars and
trucks in the past couple of years are now entering
the market in greater numbers.

Real disposable personal income fell after the oil
price shock of 1990 and then turned up in the
spring of 1991. Growth since then has been posi-
tive in each quarter, but a bit erratic and, on aver-
age, relatively slow. The level of real income in the
first quarter of this year was about 2 percent above
the recession low of a year earlier; the average for
April and May was up less than 2 percent from the
level of a year ago. Growth of wage and salary
income has remained sluggish this year, and inter-
est income has continued to decline. By contrast,
government transfer payments to individuals have
continued to grow rapidly in recent quarters,
buoyed, in part, by a rise in unemployment bene-
fits. Starting in March, disposable income also was
lifted by a change in tax withholding schedules that

altered the timing of tax payments to some extent,
delaying a portion of those payments until 1993.

A combination of restrained debt growth and
lower interest rates has led to reductions in the
debt-servicing burdens of households, although,
measured relative to income, the repayment burden
still is relatively high by historical standards. The
incidence of financial stress among households also
appears to have eased somewhat in the most recent
quarters for which data are available. Delinquency
rates on consumer loans and home mortgages,
which rose sharply from mid-1990 to mid-1991,
turned down in the second half of last year and
declined further in the first quarter of 1992,

Real outlays for residential investment have been
rising since the start of 1991. The first-quarter
gain—11%4 percent at an annual rate—took outlays
to a level close to 10 percent above that of a year
earlier. Even so, spending gains over the year
ended in the first quarter of 1992 recouped less
than half of the sharp decline of the preceding four
quarters.

For a brief time early this year, residential invest-
ment seemed to be picking up considerably more
momentum. In the latter part of 1991, mortgage
interest rates had dropped to their lowest levels in
more than fifteen years, and the sales of new single-
family houses, which had already been moving up
at the end of last year, surged in January and
remained strong in February. Reacting to the rise in
demand—and aided by an unusually mild winter—
builders boosted the pace of single-family housing
starts to the highest seasonally adjusted level in
two years. In March, however, sales of new homes
plummeted, and they weakened further in April
and May. Starts also retreated; the number of
single-family units started in the second quarter
was 6 percent below the first-quarter average.

Several factors have affected the recent patterns
of the housing indicators. The mild winter weather
evidently permitted some starts to be undertaken a
bit sooner than they otherwise would have been. In
addition, a substantial backup of mortgage interest
rates after January undoubtedly cut into demand to
some degree; rates on thirty-year fixed-rate conven-
tional mortgages rose from about 8Y4 percent in
mid-January to 9 percent by March and remained
above 8 percent until June. Discussion of a pos-
sible tax credit for first-time homebuyers also
appears to have raised demand temporarily.
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Moreover, the recovery in housing activity prob-
ably has continued to be retarded to some degree
by negative influences that were evident in 1991. A
significant number of potential homebuyers are
being deterred by concerns about jobs and incomes.
Others now view the purchase of a home as being a
riskier, less attractive investment than it once
seemed, owing to the sharp declines seen in house
prices in some regions in recent years and to the
lack of much price appreciation more generally.
High vacancy rates and unfavorable demographic
trends continue to be formidable obstacles to recov-
ery in the multifamily sector. By contrast, an
increasingly favorable factor is the improved
affordability of housing: Lower mortgage interest
rates—in part a reflection of the less inflationary
environment of recent years—have substantially
reduced the size of the monthly payment associated
with the purchase of a home, measured relative to
personal income. In that regard, the latest round of
cuts in mortgage interest rates, to the lowest level
since 1973, appears to have stimulated some pickup
in real estate activity very recently.

The Business Sector

When the year began, the business sector of the
economy was still in the process of adjusting to the
sluggishness of demand and the mild backup of
inventories that had emerged in the second half of
1991. Industrial production, which had declined in
the final two months of last year, fell further in
January; assemblies of motor vehicles dropped
sharply in that month, and cutbacks in output were
reported in other industries as well. Those produc-
tion cuts, coupled with the January surge in house-
hold spending, led to a reduction in business inven-
tories, clearing away most of the excess stocks that
had accumulated in the final four months of 1991.
Industrial production turned up in February, and,
with orders and shipments trending up, additional
gains followed in each of the next three months.
Assemblies of motor vehicles rose considerably
during this period and, by May, were at the highest
level since the fall of 1990; although assemblies
were reduced by a small amount in June, automak-
ers have announced plans to step up assemblies in
the third quarter. Production of consumer goods
other than motor vehicles also increased moder-

ately over the four-month period beginning in Feb-
ruary; a small portion of those gains was reversed
in June, however. Bolstered by strong gains in the
production of office and computing equipment,
output of business equipment (other than motor
vehicles) rose in each month from February
through June.

Manufacturing and trade inventories, measured
in real terms, fell further in February. Thereafter,
inventories appear to have risen somewhat, on net.
In manufacturing, the level of inventories at the
end of May was relatively low, compared to the
level of sales. But, in parts of the trade sector,
stocks may have been slightly higher than desired,
and with household demand looking sluggish once
again, some businesses may have felt it appropriate
to pull back a bit on orders for additional merchan-
dise, triggering the production adjustments that
were evident in June.

Business profits, which came under considerable
pressure during the recession, began rising notice-
ably in the latter part of 1991 and increased sharply
in the first quarter of 1992. The before-tax eco-
nomic profits of all US. corporations jumped
12% percent in the first quarter and were at the
highest level since the first half of 1989. The profits
of financial corporations have been boosted by
sharp reductions in interest expenses and by a
strengthening of their loan portfolios. The eco-
nomic profits of nonfinancial corporations from
their domestic operations also have been rising; in
the first quarter of 1992, these profits, on a pre-tax
basis, were more than 20 percent above their quar-
terly low of late 1990. That rise in profits was
the result of small increases in volume, a moderate
increase in the margin over unit labor costs, and
substantial reductions in net interest expenses.

Stress has continued to be evident this year in
several industries—notably retailing, airlines, and
commercial real estate. Overall, however, corpo-
rate balance sheets have been strengthening.
Issuance of equity by nonfinancial corporations has
been outstripping share retirements in recent quar-
ters, after several years in which the balance ran
markedly in the other direction. In addition, the
growth of business debt has remained sluggish this
year, as internal sources of funds have proved to be
large enough to finance a subdued level of business
investment, Lower bond yields have enabled firms
to replace higher-cost debt and have encouraged a
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shifting out of short-term liabilities. Among farm
businesses, income has dropped back from the rela-
tively high levels of 1989 and 1990, and farmers
have cut back on their investment in machinery and
equipment. However, farmers’ balance sheets
appear to be considerably stronger at this point
than they were in the mid-1980s, when the sector
went through an extended period of severe finan-
cial stress.

Business fixed investment turned up in the first
quarter of this year, after declining in each quarter
from late 1990 to the end of 1991. Real outlays for
equipment increased moderately in the first quarter,
and business investment in new structures turned
up, after five quarters of sharp declines. The
second-quarter indicators that are in hand suggest
that equipment spending probably increased
enough to raise total real business fixed investment
further in that period.

The first-quarter rise in equipment spending
amounted to about 32 percent at an annual rate.
Increased outlays for computers and related devices
more than accounted for the first-quarter gain;
spending for that type of equipment has been rising
briskly since mid-1991, boosted by product innova-
tions, extensive price-cutting by computer manu-
facturers, and the ongoing efforts of businesses to
achieve efficiencies through the utilization of new
information-processing technologies. By contrast,
spending for aircraft, which had been strong in
1990 and for most of 1991, has weakened substan-
tially since last autumn; a first-quarter uptick in
those outlays retraced only a small part of the
fourth-quarter plunge. Business outlays for motor
vehicles were down moderately in the first quarter,
but they appear to have firmed in the second quar-
ter. Spending for all other types of equipment,
roughly half of which is industrial machinery, was
down further in the first quarter in 1992, but at a
much slower pace than in 1991. In total, equipment
investment appears to be exhibiting the traditional
lagged response to changes in aggregate economic
activity, the recent pickup being supported by the
rise in profits and increased cash flow.

Real outlays for nonresidential structures rose at
an annual rate of 2! percent in the first quarter.
Investment in industrial structures was up for the
second quarter in a row, and increases also were
reported for utilities, private educational facilities,
and hospitals and institutions. However, spending

for gas and oil drilling fell further in the first
quarter, and the outlays for construction of office
buildings continued to decline.

In total, the first-quarter level of spending for
offices and other commercial structures was about
40 percent below the level of two years earlier, but
there are tentative indications that the steepest
part of this protracted decline may now be over.
Although spending for the construction of office
buildings has continued to fall rapidly this year, the
outlays for commercial structures other than
offices—a category that includes such things as
warehouses, shopping malls, and other retail
outlets—have changed little, on net, over the past
several months. In addition, there are indications
that the rate of decline in prices of existing com-
mercial properties has slowed, and transactions in
commercial real estate reportedly have picked up in
some areas of the country this year.

The Government Sector

Government purchases of goods and services—the
part of government spending that is included in
gross domestic product—increased at an annual
rate of 3 percent in real terms in the first quarter of
1992, after declining about 1'% percent over the
four quarters of 1991. Federal purchases, which fell
3 percent last year, rose at an annual rate of about
1 percent in the first quarter; nondefense purchases
moved higher, and the decline in defense purchases
was smaller than those seen in previous quarters.
State and local purchases, which had declined
slightly over the course of 1991, were boosted in
the first quarter of 1992 by a surge in the outlays
for structures.

Budgetary problems continue to confront many
governmental units. At the federal level, the unified
budget deficit over the first eight months of fiscal
1992—the period from October to May—totaled
$232 billion; this total was about $56 billion larger
than the deficit recorded in the first eight months of
the previous fiscal year. Federal receipts in the
current fiscal year are up only 1 percent from the
same period of a year earlier, while outlays have
climbed about 7' percent. On the receipts side of
the ledger, the income taxes paid by individuals
have been damped by slow income growth, and,
despite a pickup recently, the revenue from corpo-
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rate profits taxes has been weak for the fiscal year
to date. Receipts from excise taxes have risen con-
siderably this fiscal year, but these do not account
for a very large share of total federal revenue.

The sharp rise in federal spending this year
partly reflects a diminished flow of contributions to
the United States from our allies in the Gulf War;
these contributions are counted as negative outlays
in the federal budget, and their shrinkage therefore
translates into a rise in recorded outlays. By con-
trast, spending has been held down this year by a
reduction in outlays for deposit insurance pro-
grams. This reduction stems, in part, from delays in
funding the activities of the Resolution Trust Cor-
poration (RTC), the federal agency that is responsi-
ble for cleaning up the problems of insolvent thrift
institutions.

Excluding the allied contributions and the spend-
ing for deposit insurance programs, federal outlays
have risen about 52 percent this fiscal year. Fed-
eral financing of health care has continued to rise at
a very rapid pace in fiscal 1992; grants to states for
Medicaid, the fastest growing category in the health
care budget, are running more than 30 percent
above the level of a year ago. In addition, slow
growth of the economy and actions taken to extend
unemployment benefits have pushed federal spend-
ing for income support programs sharply higher,
and outlays for social security have been boosted
by cost-of-living adjustments and increases in the
number of beneficiaries. Combined federal spend-
ing for other functions has risen only slightly in
nominal terms this fiscal year. The mix of this
spending is changing, however. Outlays for some
nondefense functions—notably law enforcement,
education, and health programs other than
Medicaid—have risen fairly rapidly in fiscal 1992;
outlays for defense have been cut back, even in
nominal terms, once adjustment is made for the
diminished flow of allied contributions.

Many state and local governments still are grap-
pling with severe budgetary imbalances, and fur-
ther progress toward correcting those imbalances
was not evident in the first quarter of 1992. After
four quarters in which state and local governments
had managed to chip away steadily at the deep
deficit in their combined operating and capital
accounts, that deficit is estimated to have widened
a little in the first quarter, to a total, excluding
social insurance funds, of about $26 billion.

Last year’s progress in reducing the combined
state and local budget deficit was achieved partly
through tax increases and partly through spending
restraint. With deficits still large this year, legisla-
tors and administrators are facing yet another round
of painful choices. Tax hikes have been imple-
mented in some places this year, and efforts to curb
spending appear to be widespread, even as the
demands for many types of government services
have continued to rise. Increases in the wages and
benefits of state and local workers have slowed
considerably in recent quarters, with wage freezes
being imposed in some cases. Although state and
local employment has risen a little in recent
months, partly because of election activity, the
cumulative growth in the number of state and local
jobs over the past year has been quite sluggish, and
some governments have furloughed workers tem-
porarily in order to hold down expenditures.
Against the backdrop of these widespread attempts
to restrain spending, the substantial first-quarter
rise in real state and local purchases may well have
been a temporary bulge, rather than the harbinger
of a renewed uptrend in state and local spending.

The External Sector

For the year to date, the foreign exchange value of
the dollar, in terms of the currencies of the other
Group of Ten (G-10) countries, has declined some-
what, on balance, from its level at the end of 1991.
Appreciation early in the year has been offset by
subsequent depreciation.

From its low point at the end of 1991, the dollar
appreciated through about mid-March, reaching a
level nearly 9 percent above where it was at year-
end. The dollar was lifted during this period by
data pointing to increasing strength in the recovery
of U.S. economic activity, which also worked to
raise U.S. long-term interest rates relative to those
in other countries. From mid-March through April,
exchange rates fluctuated in a fairly narrow range.
Beginning in May, however, the dollar began to
decline as long-term interest rates eased, and as of
mid-July, it had more than reversed the rise earlier
in the year. The market’s reassessment of the pros-
pects for a strong U.S. economic recovery appears
to have been a major factor underlying the declines
in both the dollar and long-term rates.
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Developments abroad reinforced these factors.
The dollar rose sharply against both the Japanese
yen and the German mark early in the year. Signs
of further weakening of economic growth in Japan
and the decline of the Japanese stock market
worked to depress the yen. Reports of a decline in
German output in the fourth quarter of 1991 and
increasing expectations that the Bundesbank would
not move further toward tightening German mone-
tary policy contributed to the weakness of the mark.
Beginning in late April, the dollar started to decline
against the yen and the mark. News of a substantial
widening of Japan’s current account surplus and a
belief that the Group of Seven nations supported
appreciation of the yen contributed to a turnaround
in the dollar’s exchange rate against that currency.
In Germany, economic activity proved stronger
than expected in the first quarter and, along with
rapid money growth in that country, led both to a
reevaluation of the prospects for an early easing by
the Bundesbank and to a rise in the mark.

On balance, the dollar declined more than 3 per-
cent against the mark and was little changed against
the yen from the start of the year to mid-July. The
dollar appreciated against the Canadian dollar; with
Canadian real GNP flat in the fourth quarter of
1991 and posting only a small rise in the first
quarter of this year, Canadian authorities eased
interest rates and appeared to welcome the associ-
ated decline in their currency as a way to help
stimulate economic activity. By contrast, the dollar
depreciated moderately against the currencies of
major developing countries over the first half of
1992, after adjustment for movements in relative
price levels.

Prices of U.S. non-oil imports accelerated to a
6'4 percent annual rate of increase in the first
quarter of 1992, more than double the rate of rise in
the fourth quarter of 1991. The jump in import
prices most likely reflected the lagged effects of the
depreciation of the dollar that occurred during the
latter part of 1991. Most of the price increase of the
first quarter was reversed in April and May. The
price of oil imports declined 15 percent in the first
quarter in response to strong OPEC production and
warmer-than-normal weather. However, that oil
price decline was reversed in the second quarter in
response to production restraint by Saudi Arabia
and to indications that the Kingdom may be pre-
pared to target prices at a somewhat higher level.

With growth of the U.S. economy still on a
relatively slow track, real merchandise imports
remained about unchanged in the first quarter, after
only a small increase in the fourth quarter of 1991.
Increases in imports of capital goods in the first
quarter were about offset by declines in imports of
consumer goods. Data for April and May show the
quantities of imports of most categories of goods
moving up noticeably from their first-quarter
averages.

Export volume, which had climbed sharply in
the final quarter of 1991, held around its fourth-
quarter pace in the first five months of 1992,
Despite its recent flatness, export volume in this
five-month period was about 7%z percent above the
level of a year earlier. The strongest growth in
exports over the past year has been in capital
goods, particularly to developing countries, reflect-
ing strong investment demand in Latin America
(especially Mexico), the Middle East, and in Asia.
However, the general slowdown in growth in the
major industrial countries last year, and the reces-
sions in some countries, generally continued during
the first half of 1992, depressing the growth of U.S.
exports to these countries. At the same time, spe-
cial factors that contributed to the strength in
exports last year—notably the surge in investment
demand in Latin America and replacement
demands from the Persian Gulf countries after the
war—have been less pronounced this year.

The merchandise trade deficit narrowed to an
annual rate of $70 billion in the first quarter of
1992, slightly below the deficit recorded in the
fourth quarter of 1991 and also a little below the
1991 average. The current account showed a deficit
of $21 billion at an annual rate in the first quarter,
compared with a deficit of $4 billion for calendar-
year 1991. However, excluding unilateral transfers
associated with Operation Desert Storm in both
periods, the current account deficit in the first
quarter—$23 billion at an annual rate—was about
half the deficit seen in 1991. This improvement in
current account transactions reflected a further wid-
ening of the substantial surplus on net service trans-
actions (particularly in the areas of medical, edu-
cational, and other professional and business
services) and an increase in net investment income
receipts.

A large net capital inflow was recorded in the
first quarter of 1992; foreign official holdings of
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reserve assets in the United States rose strongly,
and private capital transactions showed a small
net inflow. Within the private-sector accounts, the
first quarter brought substantial capital outflows
that were associated with U.S. purchases of for-
eign securities and increased direct investment
abroad—particularly in intercompany debt flows to
Canada and the United Kingdom. These outflows
were largely offset by a sizable net capital inflow
reported by banks, and by private foreign pur-
chases of U.S. securities other than Treasury secu-
rities. Inflows associated with foreign direct
investment in the United States amounted to less
than $1 billion in the first quarter, down sharply
from the average pace in recent years; acquisitions
of U.S. businesses by foreigners fell sharply, and
slow growth in the United States produced reduced
earnings to be reinvested in this country. The net
capital inflow in the first quarter exceeded the
current account deficit by a wide margin, implying
a substantial statistical discrepancy in the interna-
tional accounts—§$16 billion at a quarterly rate.
The discrepancy in 1991 had amounted to only
$1 billion over the year as a whole.

Labor Market Developments

Payroll employment, which had declined some-
what in the final quarter of 1991, fell further in
January of this year. Thereafter, employment rose
in each month from February through May, before
turning down once again in June. In the private
sector, the level of payroll employment in June was
up only slightly from its level at the end of 1991,
and it remained well below the pre-recession peak
of 1990.

The sectoral patterns of change in the number of
workers on private payrolls continued to vary con-
siderably in the first half of 1992. Employment at
establishments that provide services to other busi-
nesses rose fairly briskly, especially in the period
from February through May. Those gains seemed
to be a reflection of a firming of activity in the
business sector, but they also may have been symp-
tomatic of businesses’ hesitation to push aggres-
sively into expansion; it appears that firms may
simply have been turning temporarily to outside
help, rather than committing themselves to the
expansion of their own payrolls.

Elsewhere, employment in the health services
industry continued to rise in the first half of 1992,
but in many of the other major sectors employment
either changed little or declined. The number of
jobs in the construction business in the second
quarter was about the same as in the final quarter
of last year. Employment in retail trade was also
about flat over that same period. In manufacturing,
employment fell slightly over the first half of the
year, with small declines reported across a wide
range of industries,

In total, about 200,000 new jobs were created in
the first half of 1992, according to the payroll data
obtained from business establishments and govern-
ments. An alternative employment series, compiled
from the monthly survey of households, showed
the number of persons with jobs rising by a larger
amount—about 850,000—over that same period.
Although a complete accounting of the reasons for
the recent disparity between these two surveys is
not possible, one possibility is that the payroll
survey might not be fully capturing job growth at
newly created establishments. If that is the case,
then actual employment growth in the first half of
this year may have been somewhat stronger than
the payroll data indicate, although it still was not
comparable to the gains seen at a similar stage of
previous economic recoveries.

Despite the rise in employment in the household
survey, there were further sharp increases in the
number of unemployed, and the civilian unemploy-
ment rate rose from 7.1 percent in December to a
level of 7.8 percent in June. Unemployment rates
moved up, on net, for most occupational and demo-
graphic groups during the first half of the year, with
especially large increases for adult men and teen-
agers. Much of the rise in unemployment in the
first half consisted of persons who had lost their
jobs. In addition, unemployment was boosted by a
rise in the number of persons who had entered or
re-entered the labor force, but were unable to find
jobs; this influence was especially pronounced in
May and June, the two months in which most
of the first-half rise in the unemployment rate
occurred.

The civilian labor force—the sum of those per-
sons who are employed and those who are seeking
work but cannot find it—grew very rapidly in the
first half of 1992—about 3 percent at an annual
rate. However, this surge in the labor force follows
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a period in which labor force growth had been
quite weak, and the percentage increase over the
past year is much smaller—about 1%2 percent.
Moreover, with the labor force participation rate
now back to its previous peak and the working-age
population estimated to be rising rather slowly in
coming quarters, it does not seem likely that labor
force growth can be maintained at its recent pace
for very long.

The softening of labor markets and easing of
inflation expectations since mid-1990 has been
reflected in a gradual, but persistent deceleration
of labor compensation rates over the past couple
of years. The twelve-month rate of change in the
employment cost index for private compensation,
after peaking at 5.2 percent in the first half of 1990,
declined to 4.6 by the end of that year, slowed to
4.4 percent in 1991, and eased still further, to
4.2 percent in the twelve-month period that ended
this past March. The annual rate of increase in
straight-time wages has been running at less than
314 percent in recent quarters. However, the cost of
benefits that firms provide to their employees has
continued to rise rapidly, propelled by the steep
climb in the cost of medical insurance and by
increases in payments for workers’ compensation.
Nonetheless, the slower rate of increase in nominal
compensation per hour, coupled with a somewhat
faster rate of deceleration in consumer prices, has
been translating into increases in real hourly
compensation.

Productivity has been picking up. In the first
quarter of 1992, output per hour worked in the
nonfarm business sector was 1.9 percent above the
level of a year earlier, a four-quarter improvement
last achieved in early 1988 when the economy
was still growing rapidly. At the same time that
employers have been cautious in expanding output,
they have continued to move aggressively to econ-
omize on labor input, thus boosting output per
hour. The increase in productivity, together with
the slowing of hourly compensation, held the rise
in unit labor costs to just 1.2 percent over the year
ended in the first quarter of 1992, the smallest
four-quarter increase in labor costs in eight years.

Price Developments

All the measures of aggregate price change show
inflation to have eased substantially from its most

recent peak. The 3 percent rate of rise in the
consumer price index over the past year is roughly
half the rate at which that index increased in 1990;
swings in energy prices account for a sizable part
of that slowdown, but most non-energy prices have
slowed as well. A halving of the rate of price rise
also is evident in the fixed-weight price index for
gross domestic purchases, a measure that takes
account of the prices paid by businesses and gov-
ernments as well as those paid by consumers. Mea-
sures of price change that are related to domestic
production (rather than to domestic spending) have
slowed by smaller, but still appreciable, amounts.
For example, the fixed-weight price index for gross
domestic product, the broadest measure of price
change for goods and services produced domesti-
cally, rose less than 3 percent over the four quarters
ended in early 1992; that index had moved up at
rates of 4 to 4 percent in each year from 1988 to
1990.

Consumer energy prices have continued to fluc-
tuate since the end of the Gulf War, but those
fluctuations have been relatively subdued. Energy
prices at the retail level fell early in 1992, influ-
enced by the mildness of the winter, the further cut
in U.S. industrial production early in the year, the
persistence of sluggish growth in other industrial
countries, and the high level of OPEC production.
Later in the winter, however, energy prices began
to firm. The upswing in U.S. industrial activity that
began in February gave some lift to prices, as did
the return to more normal weather patterns in late
winter. Further impetus to prices came in the
spring, with the apparent mid-May shift by Saudi
Arabia toward somewhat greater production
restraint than had been expected. In response to
these developments, the spot price of West Texas
intermediate moved up from a February low of
about $18 per barrel to a level of more than $22 per
barrel in June. The CPI for energy, basically fol-
lowing the lead provided by the oil markets, rose
moderately in March, April, and May, and then
jumped 2 percent in June. These increases more
than reversed the declines seen early in the year.
Even so, the CPI for energy in June was up only
moderately from the level of a year earlier, most of
the price swings of the past twelve months having
essentially cancelled out. In the oil market, the
price of West Texas intermediate has softened a
little, on net, since June and recently has been in a
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range not much different from that of a year earlier,

Food prices have slowed considerably over the
past year and a half. The CPI for food rose more
than 5 percent in each year from 1988 to 1990. But
last year they rose only 2 percent, and in the first
half of this year, they changed little on net. A
temporary runup in fruit and vegetable prices in
late winter was reversed in the spring, and in-
creases in the prices of other foods were small on
average during the first half of the year. As of June
the CPI for food was only 0.1 percent above the
level of a year earlier.

The marked slowing of food prices since the end
of 1990 is partly the result of declines in the prices
received by farmers for their products. In addition,
however, the food sector is being affected by forces
similar to those that are shaping price trends in
other parts of the economy: Demand growth has
been relatively sluggish in the food sector, competi-
tion is intense in both food retailing and the fast
food business, and increases in labor costs have
been restrained. Price increases at grocery stores
over the past year have been small even for those
foods for which farm products account for only a
small portion of value added, and the twelve-month
rise in prices of food consumed away from home, a
category dominated by nonfarm inputs, has been
running in the lowest range since the mid-1960s.

The CPI excluding food and energy, which had
increased at an annual rate of only 3 percent during
the final three months of 1991, climbed at a rate of
4% percent in the first three months of 1992. The
prices of non-energy services rose a little faster in
the first quarter than they had in the latter part of
1991, and the prices of commodities other than
food and energy, which had changed little in the
fourth quarter, surged ahead at an annual rate of
5Ya percent. Apparel prices, which had declined in
late 1991, moved up rapidly in the first quarter, and
fairly large increases were reported for several
other commodities. But, the first-quarter flare-up
of price increases dissipated in the spring, as the
annual rate of increase in the CPI excluding food
and energy dropped to less than 3 percent over the
three months ending in June. The price indexes for
both commodities and services rose much less rap-
idly during this period than they had in the first
quarter.

Looking beyond the many twists and turns that
inevitably show up in the price data over any short

period, the reports of recent months appear to be
depicting a gradual, but broadly based, slowing
in the trend of consumer prices. The twelve-month
change in the CPI for services excluding energy, a
category that has a weight of more than 50 percent
in the CPI total, has dropped back about 2 percent-
age points since early 1991, to a pace of 44 per-
cent; deceleration is evident for most types of ser-
vices included in that total. A slower rate of price
increase also has emerged across a broad range of
CPI commodities, although, somewhat surpris-
ingly, the slowing there has not proceeded as rap-
idly as in the markets for services.

A sustained easing of inflation pressures also is
widely evident in the data on prices received
by domestic producers. In June, the producer price
index for finished goods other than food and energy
was 22 percent above the level of a year earlier;
toward the end of the 1980s, this index had been
moving up at more than a 4 percent rate. The prices
received by producers of intermediate materials
other than food and energy have risen less than
2 percent, on balance, over the past year; their
cumulative increase over the past three years
amounts to just 1% percent. The prices of indus-
trial commodities, which tend to track roughly the
contours of the business cycle, have firmed in the
first half of this year, after sharp declines from
the autumn of 1990 to the end of 1991; however, in
the context of a still hesitant recovery, the recent
firming of these prices has been relatively subdued
compared with the increases seen during many past
periods of stronger expansion in industrial activity.

MONETARY AND FINANCIAL DEVELOPMENTS
IN 1992

Monetary policy in 1992 has continued to be
directed toward the goal of securing a sustained
economic expansion while making progress toward
price stability. In furtherance of these objectives,
the Federal Reserve this year has eased money
market conditions twice—once in association with
a cut in the discount rate—and lowered reserve
requirements.

On balance, most signs from financial markets
this year have been consistent with a moderate
pace of expansion in economic activity, but also
seemed to indicate questions about lasting gains in
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reducing inflation. Short-term real and nominal
interest rates have declined to unusually low levels,
and the yield curve has been extraordinarily steep
while share prices have been at near-record
levels—a pattern often associated with market
expectations of a strengthening economy. In addi-
tion, the risk premiums on private credit instru-
ments relative to Treasury obligations have nar-
rowed, indicating growing market confidence in
private borrowers and ample credit availability in
securities markets. Households and businesses
improved their balance sheets by constraining total
debt growth, issuing equity, and refinancing costly
existing debt with longer-term debt at lower rates.
As a result of these actions and the decline in
interest rates, borrowers have been successful in
reducing the ratio of debt-service payments relative
to income.

In contrast with the positive signals from other
financial variables, the advance in the money and
credit aggregates has been very subdued. M2 and
M3 in June stood below the lower end of their
annual growth cones, and the debt of domestic
nonfinancial sectors was running at the lower end
of its range. In part, the sluggish expansion of M2
and M3 seemed to be related to the actions of
borrowers and lenders to restructure balance sheets
and was not reflected in commensurate weakness in
spending. Under pressure to improve their capital
positions and earnings and facing weak loan
demand from borrowers relying more heavily on
longer-term debt from market sources, banks and
thrift institutions have not been aggressively seek-
ing to expand loan portfolios. In these circum-
stances, depositories have cut deposit rates substan-
tially this year, and many customers have shifted
their funds to alternative assets or applied their
deposit balances toward debt repayment. These
actions have resulted in appreciable increases in the
velocities of the broad aggregates—a situation the
FOMC has taken into account in assessing how
much weight to place on slow growth in the aggre-
gates in making policy decisions.

Implementation of Monetary Policy
Early in the year, economic releases and financial

market indicators signaled an improvement in eco-
nomic activity—consumer expenditures and confi-

dence were up, M2 growth surged in late January
and February, a wave of refinancing activity indi-
cated househelds and businesses were successfully
reducing debt-servicing costs, and the ebullient
tone in the stock market anticipated even stronger
economic fundamentals in the future. The Federal
Open Market Committee noted these positive
developments at its meetings during the late winter
and spring, but in view of ongoing impediments to
robust expansion—including still-strained balance
sheets and limitations on credit availability—
concluded that the recovery was still fragile. Rec-
ognizing the tentative nature of the recovery and
confident that a disinflationary trend had been
firmly established, the Committee remained espe-
cially alert in this period to the potential need for
further easing of money market conditions if the
economy failed to show continued improvement.
During the early months of the year, the bond
market seemed to focus on the possibility of a
strong recovery, and long-term interest rates
backed up about %2 percentage point from early
January through March. A robust recovery could
rekindle upward price pressures and would produce
stronger demands for credit. In addition, looming
U.S. budget deficits and potential credit needs of
countries undergoing the transition from centrally
planned to market economies were seen as adding
to upward pressure on interest rates in the future.
Despite the rise in long-term rates, corporate
bond yields remained well below levels prevailing
in recent years. Eager to refinance costly existing
debt and to reduce the uncertainty and interest rate
risk of short-term funding, many firms issued bonds
and used a portion of the proceeds to pay down
bank loans. Faced with tepid loan demand and
continuing pressures on earnings and capital posi-
tions, banks lowered deposit rates promptly as mar-
ket rates declined and did not raise them when
intermediate and long-term market rates backed up
in the first quarter. Households responded by shift-
ing funds into nonmonetary assets and by paying
down debt at the expense of deposit accumulation.
Although these and other portfolio adjustments
appeared to play a prominent role in the decelera-
tion of M2, the possibility that income growth
might also be slackening, perhaps due to tight
lending terms at banks and the reluctance of busi-
nesses and households to borrow, could not be
ruled out. Incoming data over the spring suggested
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only a modest further rise in economic activity
after February, and given the Committee’s con-
cerns about the sustainability of the recovery, the
Federal Reserve slightly eased the degree of reserve
market pressure in mid-April. The federal funds
rate declined to 3% percent, its lowest sustained
trading level since the 1960s; other short-term
rates generally followed suit, edging down about
25 basis points. Long-term rates registered little
response to the policy action; the rate on the thirty-
year Treasury bond was essentially unchanged in
the days following the move.

The Federal Reserve’s easing of reserve market
pressure in April came only days after implementa-
tion of a previously announced reduction in reserve
requirements. Reserve requirements are effectively
a tax on depository intermediation; the cut in
reserve requirements on transaction deposits from
12 to 10 percent was intended to reduce this burden
on depositories and their customers and thereby to
stimulate flows of credit. The effect on credit
should come directly as sterile reserves are freed
for lending and indirectly as increased earnings
improve depository institutions’ access to capital
and their willingness to lend. This year’s reduction
in reserve requirements sparked little of the height-
ened volatility of the federal funds rate that ensued
from the reserve requirement cut in 1990. In large
measure, the smoother transition this year reflected
the higher level of reserve balances available to
cover daily clearing needs; balances have been
boosted in recent months by a higher level of
transaction deposits in concert with a sizable
increase in bank clearing balances at the Federal
Reserve.

Neither the April easing of reserve market pres-
sure nor the cut in reserve requirements revived
the broad monetary aggregates. Other financial
indicators, however, suggested that the markets
were anticipating continued economic expansion.
Spreads on commercial paper and corporate bonds
relative to Treasury rates continued to natrow,
especially for less-than-prime issues, evidencing
easier access to market sources of funds for busi-
nesses. Improvement in banks’ capital positions
placed them in a better position to meet loan
demand, and many reported that they were no
longer tightening credit standards. In addition,
long-term interest rates edged down from their
March peak, providing some stimulus to mortgage

markets and debt restructuring. On balance, despite
continued weakness in the broad monetary
aggregates, many financial variables appeared to
indicate that conditions conducive to a moderate
economic expansion were in place.

Still, overall credit growth remained quite sub-
dued, suggesting that some impediments to borrow-
ing and spending remained, and M2 and M3 turned
down further in June. In these circumstances, and
with direct readings on the economy indicating
some weakening relative to earlier in the year, the
Federal Reserve in early July cut the discount rate
15 percentage point to 3 percent and allowed
this reduction to show through as a similar-
sized easing of money market conditions. Banks
responded quickly to the policy actions, cutting the
prime rate by Y2 percentage point to 6 percent.

On balance, short-term rates generally have
declined about ¥4 of a percentage point this year.
Long-term rates, after falling in recent months,
have about returned to their lows of early January.
The foreign exchange value of the dollar generally
has tracked the course of long-term rates, appreciat-
ing from January through March and depreciating
more recently. On a trade-weighted basis in terms
of the currencies of the other G-10 countries, the
dollar in mid-July stood at a level somewhat below
its 1991 year-end level.

Monetary and Credit Flows

Overall credit flows have been damped this year,
reflecting a moderate pickup in spending and
efforts by borrowers to pare debt burdens. Al-
though demands for credit by the federal govern-
ment have been heavy, growth in the debt of other
sectors has been lethargic, and, as a result, the total
debt aggregate has remained around the lower
bound of its annual range throughout much of
1992. Reacting to the difficulties that resulted from
carrying heavily leveraged positions in a period of
weak economic growth and to wide spreads
between the cost of borrowing and the returns on
holding financial assets—especially deposits—
households and businesses have sought to reduce
debt and restructure balance sheets. Total debt,
including that of the federal sector, grew about in
line with nominal GDP after many years in which
debt growth exceeded income.
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Along with limiting debt growth, borrowers have
sought to strengthen their balance sheets by refi-
nancing existing debt at lower rates. By issuing
equity and refinancing debt, businesses have been
successful in reducing debt-service burdens; the
ratio of net interest payments to cash flow for
businesses has declined appreciably this year. The
decline in rates over the past year or so has been
especially evident for high-yield bonds, indicating
that lower-rated borrowers are regaining some of
the access to capital markets lost during the credit
distress in late 1990 and 1991. A substantial num-
ber of firms this year have been upgraded by rating
agencies, reflecting improved economic prospects
and the salutary effects of lower interest rates and
stronger balance sheets on financial conditions.

Many households also have refinanced debt at
more attractive rates. Mortgage refinancing began
to increase late in 1991 and was very heavy early
this year after mortgage rates fell sharply. Later, as
mortgage rates backed up, mortgage refinancing
applications subsided, but they remained brisk rela-
tive to recent years. Households evidently shared
the view of businesses that long-term rates pre-
sented an opportunity to lock in attractive financ-
ing, and many opted to refinance with longer-term
fixed-rate mortgages rather than risk future interest
rate increases with adjustable-rate mortgages.

Just as for businesses, refinancings and debt
reduction appear to have helped relieve the stress
on household balance sheets. The ratio of house-
hold debt-service payments to personal disposable
income has declined appreciably through May.
Delinquencies on consumer loans, auto loans, and
home mortgages have fallen this year as well. On
the other hand, many households with financial
assets substantially exceeding debt have seen their
spendable income decrease as a result of lower
interest rates. Some of the decline in interest rates
compensates for lower inflation—the purchasing
power of the principal invested is not falling as
rapidly as in previous years—but real returns have
declined as well, especially for short-dated assets.

State and local governments have exhibited a
similar trend in credit demand; on net, total debt
growth has been restrained, but gross issuance of
bonds has ballooned as municipalities refinance
existing debt. A substantial portion of the debt
being refinanced likely was issued during the high
interest rate episodes of the early 1980s.

Not only has total borrowing been muted, but
banks and thrift institutions are accounting for a
sharply decreasing share of the total. In fact, credit
at depositories has declined over the past two and
one-half years even as total credit in the economy
continued to advance, and this pattern has left its
imprint on the monetary aggregates and their veloc-
ities. Part of this rerouting of credit flows reflects
the closure of insolvent thrift institutions; the RTC
usually assumes the assets of closed thrift institu-
tions and effectively finances them with Treasury
obligations rather than deposits. Moreover, when
the assets are later sold, depositories are not always
the acquirers. The shift in credit flows away from
depositories also reflects ongoing market and regu-
latory pressure on banks and thrift institutions to
bolster earnings and capital. Responding to in-
creased deposit insurance costs, to past and pro-
spective loan losses, and to regulatory restrictions
triggered as capital—asset ratios fall below the high-
est levels, depositories have maintained wide
spreads between loan rates and deposit rates. The
prime lending rate, for example, has remained
unusually high relative to market rates and the
depository cost of funds, and depositories have
tightened nonprice terms of credit as well in recent
years. On the deposit side, rates have fallen consid-
erably as depositories have moved to limit balance
sheet growth and bolster net interest margins.

Bank credit from the fourth quarter of 1991 to
June managed only a 2% percent growth rate,
slower than in 1991. Bank lending to businesses
has contracted in 1992, leaving total loan growth at
banks essentially flat. Overall, the contraction in
bank business lending in 1992, which has been at
an even faster pace than the decline in 1991,
appears to reflect primarily weaker demand, as
firms have opted to borrow directly in the market
and have relied on strong increases in internal
funds. Evidence from survey data indicates very
little, if any, additional tightening of credit terms
by depositories this year. However, the cumulative
degree of tightening over the past two years re-
mains substantial, and many banks apparently are
still responding to concerns about the condition of
borrowers, cumulative loan losses, and pressures to
meet or exceed fully phased-in capital require-
ments. Foreign banks, which had been aggressively
seeking new business in the recent past, have reined
in balance sheet growth and have tightened the
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terms of lending this year by somewhat more than
domestic banks.

With loans falling relative to deposits, banks
have elected to expand their security investment
portfolios, pushing the share of government securi-
ties in total bank credit to its highest level in twenty
years. It seems likely that some of this increase
represents banks taking advantage of the steep yield
curve to improve earnings by funding these securi-
ties with short-term deposits bearing low interest
rates. The sharp rise in bank security investments
has also been spurred by capital considerations:
Mortgage-backed securities issued by government
sponsored enterprises (GSEs) are treated more
favorably than the underlying loans by risk-based
capital standards. As a result, many banks have
sold a substantial share of their home mortgage
loan portfolios to GSEs and replaced them with the
securities issued by these same agencies.

Although continued loan losses and increased
deposit insurance premiums have added to bank
costs, bank profitability has improved. Earnings
have been bolstered by wider net interest margins
and some improvement in the quality of loan port-
folios. The market has looked favorably on these
developments, as gains on bank share prices this
year have outstripped advances in broad stock price
indexes.

Conditions in the thrift industry appear to have
improved this year, at least for solvent institutions.
Thrift institutions in fairly secure financial condi-
tion have experienced better profit trends analo-
gous to those of banks, and share prices of better
capitalized SAIF-insured institutions have fared
well over the first half of this year. Still, the
improved profit picture for a portion of the thrift
industry has not implied any expansion in overall
thrift balance sheets; total thrift credit is estimated
to have contracted at a 3%2 percent rate from the
fourth quarter of 1991 to June. A large part of this
contraction owes to the significant volume of RTC
resolutions conducted through early April of this
year. However, additional funds to cover losses
have not been appropriated, bringing RTC resolu-
tions to a halt after early April.

The limited growth in total bank and thrift bal-
ance sheets has carried important implications for
the monetary aggregates. The velocities of the de-
posit components of the broader aggregates, M2
and M3, have tracked the upward trajectory of the

velocity of total depository credit in recent years,
and this trend has continued in 1992. M3, espe-
cially, has been hindered by the lack of growth of
depository credit this year. This aggregate was
essentially unchanged in June from its fourth-
quarter 1991 level and fell below the 1 to 5 percent
annual range set by the FOMC. With retail deposits
expanding—if only sluggishly——and depository
credit subdued, banks and thrift institutions have
shed large time deposits and other managed liabili-
ties. At branches and agencies of foreign banks,
large time deposits (Yankee CDs), having deceler-
ated sharply from last year’s rapid growth, have
been flat this year. Market concerns that lower
Japanese stock prices had impaired the capital posi-
tions of Japanese banks evidently tarnished the
appeal of Yankee CDs for some institutional inves-
tors. In response, U.S. branches and agencies of
Japanese banks cut back issuance of Yankee CDs,
shed liquid assets, and relied more heavily on fund-
ing in Eurodollar markets.

Institution-only money market funds were the
only source of strength in the non-M2 portion of
M3 during the first half of 1992. Investors capital-
izing on the sluggish adjustment of money market
fund yields to declining market rates accounted for
much of the strength in money funds. In addition,
some institutional investors, finding their resources
augmented rapidly by inflows from former bank
depositors, likely have parked some of the cash
inflow in money market funds.

The implications of depository retrenchment and
household balance sheet adjustments for longstand-
ing empirical relationships between money and
spending have been perhaps most pronounced for
M2 growth. Despite the pickup in nominal income
growth this year and very substantial stimulus from
drops in short-term interest rates last year, M2
advanced at only a 1% percent annual rate from the
fourth quarter of 1991 to June, placing its June
level below the lower bound of its annual range.
The decoupling of the historical relationships
among M2, GDP growth, and short-term interest
rates is evident in the behavior of M2 velocity. M2
usually rises relative to income (its velocity falls)
when market rates drop because rates on M2 depos-
its do not decline one for one with market rates,
inducing portfolio shifts into M2 assets. But in
recent months, M2 velocity has risen markedly
despite a substantial decline in market rates and a
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standard measure of opportunity costs—the differ-
ence between short-term market rates and returns
on M2 assets.

In this period of extraordinary retrenchment,
depositories apparently have reduced deposit rates
in ways not captured in standard measures of aver-
age deposit rates, and the pull of market alterna-
tives has been stronger than is captured by compar-
isons of deposit rates to short-term market rates.
For example, banks and thrift institutions appear to
have made larger cuts in the relatively high rates
offered to individuals with larger balances and in
the rates offered on brokered deposits; holders of
both types of accounts might be especially sensi-
tive to rates on alternative investments. In addition,
depositories have been particularly hesitant to
compete for funds at intermediate and longer
maturities. As a result, longer-term bank and thrift
CDs have not been attractive investments for sav-
ers seeking to raise returns by moving out the
upward sloping yield curve. In effect, depositories
have used retail time deposits as managed liabili-
ties in making balance sheet adjustments. The
result has been large outflows of retail time depos-
its, with a relatively large portion of the outflow
finding its way to higher-yielding, nonmonetary
assets. Depositors, witnessing substantial declines
in the rates on their accounts relative to market
alternatives, apparently exited M2 in favor of stock
and bond funds or direct equity and bond invest-
ments. Of course, in doing so, these depositors
sacrificed the benefits of deposit insurance and
accepted the risk of asset price fluctuations.

For a time, the depressing effects of depository
retrenchment and investor portfolio shifts on M2
were obscured by the confluence of various special
factors. Early in the year, demand deposits surged
as lower rates required businesses to build up com-
pensating balances and as mortgage servicers held
larger balances during the mortgage refinancing
boom. Later, the abrupt deceleration in M2
appeared related to the effects of tax flows and
RTC resolutions. Federal nonwithheld taxes this
year were weak relative to previous years, and this
may have resulted in a smaller deposit buildup in
March and April than could be anticipated by nor-
mal seasonal adjustment factors. In late March and
early April, the RTC resolved a substantial number
of institutions. In the past, a heavy volume of RTC
resolutions has appeared to damp M2 growth for a

month or two, apparently as acquiring institutions
abrogate time deposit contracts and depositors take
the opportunity to reallocate their portfolios in light
of the current configuration of deposit rates and
market rates. Thus the RTC resolutions in March
and April likely played a role in slowing M2
growth during April and perhaps even in May.

As the weakness in M2 persisted, however, it
became increasingly clear that these special factors
were not the whole story. If the deceleration of M2
in March and April reflected evolving seasonal tax
patterns, May and June should have witnessed an
appreciable rebound in M2 growth. In fact, M2
continued to founder, leaving its level in June well
below its February level and also below the lower
bound of its annual range. Furthermore, RTC reso-
lutions halted abruptly when additional funding for
losses was not forthcoming. By June, M2 should
have been largely free of RTC effects, but growth
of M2 in June was, in fact, even weaker than in
April and May. On balance, these special factors
appeared to figure prominently in the month-to-
month variations of M2 growth, but the overall
advance of M2 this year was impeded by more
fundamental forces.

These fundamental forces, involving balance
sheet adjustments by depositories and money hold-
ers, appear to be boosting the velocity of M2,
There is considerable uncertainty, however, about
how long this process will persist, and whether it
will permanently affect the equilibrium level or
cyclical behavior of M2 velocity. One means of
evaluating this question will be observations of the
future performance of the P-star model in predict-
ing inflation. This model is based on M2 per unit
of potential output, normalized by equilibrium
velocity, which had proved to be constant. Persis-
tent underpredictions of inflation by this model
would suggest that the rise in velocity relative to
its historical average may be a more permanent
phenomenon.

While highly interest-responsive depositors were
tilting their portfolios toward capital market instru-
ments, less rate-sensitive, more risk-averse house-
holds simply rolled over a portion of their maturing
small time deposit holdings into more liquid M2
deposits, at little or no sacrifice in yield. In fact,
while M2 growth overall this year has been mori-
bund, growth in its liquid components has been
robust and more in line with historical relationships
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3. Growth of money and debt
Percent

. Debt of domestic
Period Mi M2 M3 nonfinancial sectors
Annually, fourth quarter to fourth quarter!
1980 .... 7.5 89 9.5 9.3
5.4(2.5% 9.3 123 10.1
8.8 9.1 29 93
104 122 9.9 11.4
5.4 8.0 10.8 14.2
12.0 8.7 7.6 13.9
15.5 9.2 9.0 14.1
6.3 4.3 59 104
43 5.2 6.4 9.4
.6 48 3.6 8.1
4.2 4.0 1.7 7.0
8.0 2.8 1.2 44
0 13.4 2.1 2 4.5
16.5 43 2.2 3.8
9.9 0 -1.9 5.1

1. From average tor tourth quarter ot preceding year to average for fourth
quarter of year indicated.

to income and interest rates. M1, for example, has
grown at a 12 percent pace through June, a rate
well above its average during 1991 of 8 percent.
Especially since the introduction of NOW accounts
in the early 1980s, the demand for M1 has become
quite interest sensitive, leading to wide fluctuations
in the velocity of M1, and the drop in M1 velocity
this year is consistent with that pattern. Foreign
demands for U.S. currency have been more sub-
dued this year, and currency growth has slowed a
bit relative to the pace of 1990 and 1991. Even so,
moderate growth in currency, together with the
brisk advance in transaction deposits, has fueled
growth in the monetary base of 7% percent from
the fourth quarter of 1991 to June.

The unusual behavior of the velocity of M3 and,
especially, of M2 this year has sparked renewed
interest in alternative definitions of the monetary

2. Adjusted for shift to NOW accounts in 1981,
3. From average for preceding quarter to average for quarter indicated.

aggregates. Two alternatives that have received
some attention are M2 plus stock and bond mutual
funds and M2 plus institution-only money funds
less small time deposits. Both alternative aggre-
gates have grown substantially more rapidly than
M2 in recent quarters. The former adds back into
M2 the apparent destination of much of the recent
outflows from M2; the latter subtracts the weakest
component of M2—retail time deposits—to create
a highly liquid aggregate, which behaves over time
very much like M1. Both alternatives recently
appear to have followed more closely historical
relationships with income and opportunity costs
than has M2. However, both show periods in the
past in which their velocities have been highly
variable and difficult to predict. The Federal
Reserve is continuing to analyze these experimen-
tal monetary measures carefully. ]
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Developments in the Pricing

of Credit Card Services

This article was prepared by Glenn B. Canner and
Charles A. Luckett of the Board’s Division of
Research and Statistics. Wayne C. Cook and Mark
A. Peirce provided research assistance.

Interest rates on credit card accounts have typically
fluctuated within a narrower range—and at higher
levels—than rates for most other types of credit.
The contrast receives particular attention when
other rates are dropping sharply, which often occurs
during periods of economic weakness. At such
times, some observers look upon stubbornly high
credit card rates as a potential impediment to con-
sumer spending, and therefore to economic recov-
ery, while others regard high rates primarily as an
abuse of market power that should be curtailed as a
matter of equity.

Since 1972, the average ‘“most common” inter-
est rate on credit card receivables at a sample of
banks surveyed by the Federal Reserve has stayed
between 17 percent and 19 percent, while rates on
most other types of loans, even loans to consumers,
have fluctuated over a range of 8 percentage points
or more (chart 1).! The stability of credit card rates
has suggested to some that the credit card market is
insufficiently competitive, and has periodically
spurred congressional efforts to legislate a national
ceiling for these rates. Ironically, the most recent
attempt to set a national ceiling, in November
1991, came at a time when competition in the
credit card market may have been more intense
than at any time in the past, and when more of that
competition than ever before was beginning to
focus on rates. Since the beginning of 1992, virtu-

1. The survey asks banks to report the rate that applies to the
largest dollar amount of their credit card receivables (in other
words, the “most common” rate) during the first full week of the
middle month of each quarter. A simple unweighted average of the
responses is calculated as an estimate of the average rate on credit
card accounts for the banking industry.

ally all the nation’s largest issuers have reduced
rates for all or significant portions of their credit
card customers. As will be seen, consumers face a
much wider range of interest rates in the market-
place than is generally recognized.

That said, however, it is also true that interest
rates on credit card accounts have been stickier
than rates for most other types of credit. The fol-
lowing analysis examines possible explanations for
their relative rigidity. The historical development
of the consumer credit card market is reviewed
first, because that history sheds considerable light
on some idiosyncrasies of the credit card product
and its pricing. The discussion then shifts to the
cost structure of credit card operations and the
characteristics of consumer demand for credit card
services.

HISTORICAL DEVELOPMENT
OF THE CREDIT CARD MARKET

Credit cards were first made broadly available to
individuals for consumer spending in the early

1. Interest rates on mortgage and consumer debt, 1972-92

Percent

Credit cards —20

Home mortgages

HEENENE NN RN

1975 1980 1985 1990 1992

Sources. Federal Reserve Board and Federal Home Loan Mortgage
Corporation,
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1950s by major department store chains.? The cards
were furnished as a convenience to the stores’
regular “‘charge account” customers; they also pro-
vided a more efficient means of processing transac-
tions and managing accounts. Customers were
expected to pay for charged items in full when they
received the monthly bill, and no interest fee was
imposed. Retail firms believed that customers
might spend more freely if they could “buy now
and pay later’” and might more frequently shop at
stores where they had charge accounts. The firms
were willing to receive payment on a delayed basis,
and without interest, in exchange for a larger vol-
ume of sales. Most stores levied a penalty fee of
1 percent or 1% percent per month if full payment
was not received within the billing period. The fee
was set relatively high (compared with general
interest rates) as much to discourage customers
from making partial payment as to generate income
by extending longer-term credit.

Gradually, however, stores became more inclined
to allow customers the option of paying either in
full or by installments, subject to “interest” or
“finance charges” rather than ‘“late fees.” Sears
and Montgomery Ward were leaders in this shift to
“revolving™ or “option” accounts, as they found
such accounts to be particularly useful in providing
a means for consumers to finance purchases of
major appliances, which made up an important part
of these stores’ sales. Previously, major purchases
typically had been financed through secured ‘“‘sales
finance contracts,” which had to be established and
approved separately for each transaction.

Entry of Banks into the Market

Commercial banks eventually began to recognize
the potential profitability of providing open-end
financing to consumers, many of whom apparently

2. Some hotels were issuing credit cards to regular patrons as
early as 1900, and some department stores and gasoline companies
were issuing cards before 1920. The practice was very limited,
however, and was restricted to the most highly valued customers.
Relatively wide distribution of credit cards did not occur until after
World War II. The major “travel and entertainment” cards (Ameri-
can Express, Carte Blanche, and Diners Club) were established in
1949 and 1950. Although initially issued mainly to individuals for
business-related use, often through the recipient’s employer, these
cards helped set the stage for the introduction of general-purpose
bank-issued credit cards.

were willing to pay high rates of interest to obtain
unsecured credit conveniently. Marketed mainly by
banks, the general-purpose credit card for individ-
ual consumers came into broad use in the mid- to
late 1960s. To make bank cards appealing to con-
sumers who already had department store cards,
the banks granted cardholders the same interest-
free “‘grace period” of twenty—five to thirty days
that was customary for store cards. However, the
banks also imposed servicing fees (called merchant
discounts) on card-honoring merchants, mainly
smaller retail businesses that were persuaded to
accept bank credit cards as a means of competing
with the major chain stores.

For many years, bank credit card operations were
only marginally profitable, despite interest rates
comparable to those on store cards, as start-up and
operating costs per dollar of receivables were rela-
tively high and a sizable proportion of cardholders
remained “convenience users,” paying balances in
full each month and thereby avoiding finance
charges. To some extent, banks may have been.
reluctant to impose higher rates than consumers
were accustomed to paying on store cards. In addi-
tion, statutory limits on rates were in effect in most
states until the early 1980s; rates typically were
capped at 12 percent per month (18 percent per
year). The ceilings in most states had originally
been established for revolving credit at retailers
and represented the general consensus among law-
makers about how high a rate businesses needed to
charge to cover the cost of providing credit.3

Developments in the 1980s

Over the years, the profitability of bank credit card
operations improved as operating efficiencies were

3. State-legislated ceilings on rates are, in fact, a hodgepodge of
laws designed to facilitate consumer lending by easing earlier
restraints on interest rates. At the turn of the century, most states
had a single law or constitutional provision that established a limit
on the “legal rate of interest,” often 5 percent or 6 percent per year.
As installment sales contracts for automobiles and other consumer
durable goods were being developed in the present century, state.
legislatures recognized that higher rates would have to be permitted
to cover the costs of installment lending, and in most states a series
of laws evolved that established higher ceilings for certain types of
consumer lending. Department store credit card programs typically
operated under a state’s *‘retail installment sales act,” which autho-
rized a “time price differential” that was defined to be legally
distinct from “interest” and in most states was set at a maximum of
1Y4 percent per month.
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developed and as credit cards were distributed and
used more widely. When profits came under intense
pressure in the late 1970s and early 1980s from
sharp inflation-induced increases in funding costs,
institutions began imposing annual fees on credit
cards to supplement income from interest. Many
also adopted more restrictive lending practices,
which had the effect of curbing the growth of credit
card use temporarily. Meanwhile, state legislatures
one by one moved to raise or remove the ceilings
on credit card rates.

The spread of credit card rate deregulation was
triggered partly by a 1978 Supreme Court decision
(Marquette National Bank v. First of Omaha Ser-
vice Corporation), which held that a nationally
chartered bank may provide credit at the rate ceil-
ing of the state in which it is located, regardless of
the ceiling in the borrower’s state. In the early
1980s, several banks moved their credit card opera-
tions to states that had raised or removed rate
ceilings on credit cards.# Currently, sixteen states
do not specify ceilings and fourteen specify ceil-
ings above 18 percent per year.

These developments helped restore profitability
to the industry, and, as funding costs moved sub-
stantially lower in the mid-1980s, credit card oper-
ations became highly profitable. Responding to in-
creased profitability, many banks, especially those
operating nationwide, became much more aggres-
sive in marketing credit card accounts, both by
relaxing credit standards and by offering more card
“enhancements,” such as travel accident insurance,
auxiliary rental car insurance, and other distinctive
features that varied among issuers. The enhance-
ments initially were available mainly on “pre-
mium” card plans, which charged higher annual
fees and, in many cases, somewhat lower interest
rates; more recently, some combination of enhance-
ments has been available with nearly all “stan-
dard” plans as well. In addition, over the past few
years, individual institutions have increased the

4. In March 1980, for example, South Dakota raised its ceiling
on credit card interest rates to 1.65 percent per month (19.8 percent
per year), and Citicorp promptly moved its credit card operations
from New York to that state. New York at the time permitted
18 percent per year on balances up to $500, but only 12 percent on
balances above $500. Between 1980 and 1985, fifteen states re-
moved their ceilings (including South Dakota a year after it raised
its ceiling), and many other states raised their ceilings to levels well
above those needed to cover costs (including New York, which
now has a ceiling on credit card rates of 25 percent per year).

number of different plans they offer; many of the
new plans are targeted at selected subsets of con-
sumers, and many charge lower interest rates. At
the same time, nonbank firms, such as AT&T (Uni-
versal Card), Sears (Discover Card), and American
Express (Optima Card), have garnered significant
market shares, in part by differentiating their plans
by forgoing annual fees or by offering rebates on
purchases or discounts on selected services.

Current Industry Structure

Today, although the largest institutions command a
sizable share of the total market, thousands of
issuers provide credit cards. Approximately 6,000
commercial banks and other depository institutions
market general-purpose credit cards (predomi-
nantly under the VISA or MasterCard label), each
setting the terms and conditions on the cards they
issue.> Another 12,000 depository institutions act
as agents for issuers and distribute credit cards to
consumers. Major retailers continue to provide
store-specific credit cards; Sears’ store card, for
example, is estimated to rank second in total receiv-
ables among all types of cards. Many smaller retail-
ers have given up direct management of their credit
card operations but provide store-identified cards to
their customers through “private label” programs
managed and funded by other institutions.

Given the large number of institutions competing
in the credit card market, it is not surprising that
consumers are offered a wide variety of plans. The
diversity is often overlooked in public discussions,
which tend to focus on a national average rate or on
prominent high-rate plans. However, the Federal
Reserve’s semiannual E.5 statistical release, The
Terms of Credit Card Plans, reveals some of this
diversity, which extends to rates as well as other
terms. The E.5 release provides detailed data on
credit card plans at more than 150 institutions,
primarily commercial banks that operate large
credit card programs. Seventeen percent of the
issuers included in the March 1992 E.5 release

5. VISA and MasterCard run the two primary systems for set-
tling interbank accounts, that is, between banks that process charge
slips submitted by merchants and banks that extend credit to
cardholders. Although VISA and MasterCard operate the interbank
settlement systems and collect fees for these services from banks,
they do not control the terms these banks offer to cardholders and
merchants.
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charged rates below 16 percent per year. Nearly
one-fourth offered variable-rate plans (plans that tie
the interest rate to an index, such as the prime rate,
that normally moves in line with other interest
rates); an additional 4 percent offered plans with a
tiered rate structure, in most cases assessing lower
rates on higher balances. Undoubtedly, the variety
in the marketplace is even greater, as the survey on
which the E.5 release is based asks institutions
about only their largest plan.®

CURRENT CREDIT CARD HOLDING

In the thirty years or so since commercial banks
entered the market in significant numbers, the
credit card has become a familiar financial tool to
the vast majority of American families. Today,
roughly 70 percent of all U.S. families have at least
one credit card account, up from about 50 percent
in 1970 (table 1). Most card-holding families, in
fact, have several different accounts. A 1989 sur-
vey of consumers sponsored by the Federal
Reserve found that three-quarters of card-holding
families had more than two credit card accounts,
with the average number of accounts held by all
card-holding families approaching six.”

Not only has credit card holding become much
more prevalent in the past twenty years, but the
types of cards held have changed dramatically
(table 1). In particular, the holding of bank cards
(defined in the survey as “bank type” cards,
including VISA, MasterCard, Discover, and
Optima) has risen substantially. In 1977, 38 percent
of all US. families had a bank card, up from
16 percent in 1970. By 1989, the proportion had
increased to 54 percent. Bank-card holding likely
has edged up since then, with the development of
major new plans by recent entrants into the market
and continued growth in the operations of long-
time market participants.

6. The E.5 statistical release is available from Publications Ser-
vices, mail stop 138, Board of Governors of the Federal Reserve
System, Washington, DC 20551. A single copy can be obtained
without charge; a subscription costs $5 per year. The E.5 release is
also available at the roughly 1,300 libraries in the Government
Depository Library System.

7. 1989 Survey of Consumer Finances, sponsored by the Federal
Reserve in cooperation with other agencies. The data are available
on request from the National Technical Information Service, 5285
Port Royal Rd., Springfield, VA 22161.

In contrast to bank cards, the holding of credit
cards issued by retail stores has expanded very
little in recent years. In 1970, store cards were held
by 35 percent of all families; the proportion had
jumped to 54 percent by 1977 but has risen little
since then,

FUNCTIONS OF CREDIT CARDS

Credit cards serve two distinct functions for con-
sumers: a means of payment and a source of
credit.® Consumer sensitivity to various aspects of
credit card pricing reflects these two types of use.

Credit Cards as a Means of Payment

Although cash and checks continue to be the domi-
nant means of completing transactions, credit cards
are an important and growing alternative. In 1990,
according to one private-sector source, credit cards
were used by consumers to purchase some
$445 billion worth of goods and services. In that
year, credit card charges accounted for about
13 percent of all consumer expenditures, up from
10.8 percent in 1980.°

The growing share of consumer expenditures
completed by credit card attests to the advantages
of this means of conducting transactions, including
convenience, safety, automatic recordkeeping, and,
in most cases, an interest-free grace period for
settling accounts. Although some card issuers
charge consumers a fee for each purchase, most do
not (fewer than 2 percent of the roughly 160 issuers
covered by the March 1992 E.5 statistical release
assessed a transaction fee on each purchase). On
many plans, cardholders are assessed an annual fee
to hold a card, but most annual fees are unrelated to
the volume and frequency of purchases.

Consumers who use a credit card principally as a
payment device most likely would, in selecting a
card, focus on the level of any annual fee, the
length of the grace period, the availability of desir-
able enhancements, and the level of authorized

8. Credit cards also have become important as a source of
identification and as a convenient means of making reservations
(for example, for hotels, automobile rental, and travel).

9. The Nilson Report, no. 499 (May 1991), p. 3.
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1. Consumer holding of selected types of credit card accounts, by family characteristics, selected years, 1970-89!

Percentage distribution within groups

. Any credit card Bank card Store card?
Family

characteristic 1970 | 1977 ’ 1983 | 1989 | 1970 | 1977 ] 1983 l 1989 | 1970 T 1977 ‘ 1983 ‘ 1989

Family income
(1989 dollars)

Less than 10,000 20 28 25 30 2 11 10 16 12 23 22 25
10,000-19,999 .. 28 42 51 56 5 18 27 37 15 33 44 48
20,000-29,999 50 64 72 79 14 33 42 63 31 55 63 65
30,000-49,999 .. 69 76 85 87 22 49 60 74 52 66 75 77
50,000 or more .............. 79 89 95 95 35 67 80 87 60 80 87 85
Age of family head (years)
Lessthan 25 ................ 4?2 40 41 38 12 18 20 29 25 32 36 28
25-34 i 61 67 63 63 20 43 39 48 41 59 56 55
3544 ... 57 76 74 73 23 52 54 62 42 68 66 65
45-54 ... 59 71 73 77 19 43 50 63 43 60 66 67
5564 ..., 46 64 75 69 12 42 53 57 33 57 65 59
650rmore ......ooovnvriiins 31 47 56 67 5 22 53 49 21 39 49 56
Education of family head
0-Bgrades .................. 25 35 35 39 5 16 16 23 15 28 31 32
S-11grades ................. 40 47 49 45 10 24 28 32 28 41 41 38
High school diploma ........ 54 66 65 67 17 36 39 49 36 58 59 58
Some college ............... 61 72 73 79 20 46 50 65 44 63 65 66
College degree .............. 82 89 90 93 34 n 71 85 63 78 81 83
All families ................. 51 63 66 68 16 38 43 54 35 54 58 58
MEemo
Mean number of accounts ...| n.a n.a n.a, 5.6 n.a na. na. 19 n.a n.a. na 3.5

charges (the credit limit). The stated interest rate is
unlikely to be of much importance to consumers
who view their cards mainly as a transactions
device.

Credit Cards as a Source of Credit

The interest rate charged may be more critical to
consumers who view a credit card as a debt instru-
ment and regularly roll over part of their balances
to future billing periods, incurring interest charges
to do so. Credit cards today account for a substan-
tial and growing share of consumer installment
debt (chart 2). Revolving credit (mainly outstand-
ing balances on credit cards) stood at $60 billion at
the end of 1980, representing 19 percent of all
consumer installment debt. By the.end of 1991,
revolving credit had risen to more than $240 billion
and accounted for roughly one-third of consumer
installment debt outstanding. The portion of this
amount that represents convenience use is
unknown, as it is impossible to break down the
aggregate statistics into balances owed by different
types of users. No doubt a substantial portion of
outstanding balances at any one time are accruing
interest charges. However, even people who use
credit cards as a means of borrowing may differ

substantially in the specific ways they use their
cards. As is discussed later, these differences can
bear significantly on the interest rate sensitivity of
consumers and the nature of competition in the
credit card market.

COSTS OF CREDIT CARD OPERATIONS

Both the level of credit card interest rates and the
changes in rates over time reflect the costs of

2. Revolving credit as a percentage of total
consumer installment debt, 1980-92!

Percent

— —30
_— —25
— —20
T I I IO I A
1980 1982 1984 1986 1988 1990 1992

1. Revolving credit consists mainly of outstanding balances on credit card
accounts, but also includes borrowing under check credit and overdraft plans,
and unsecured personal lines of credit.

Sourck. Federal Reserve Board.
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|.—Continued

. Gasoline card Other card?
Family
characteristic 1970 [ 1977 1983 | 1989 1970 l 1977 \ 1983 1 1989
Family income
(1989 dollars)

Less than 10,000 ............ 11 12 5 9 3 1 2 1

10,000-19,999 . 16 17 18 17 3 2 3 7

20,000-29,999 30 31 24 27 8 3 10 13

30,000-49,999 ... . 48 39 40 36 10 9 18 18

50,000 ormore .............. 63 61 57 46 24 23 38 38

Age of family head (years)

Lessthan2§ ................ 23 12 11 10 5 2 9 6
41 33 21 26 10 8 14 16
39 44 33 32 11 13 19 21
39 42 34 30 12 14 16 9
34 39 40 25 10 7 17 12
20 25 26 20 5 4 6 9
14 14 9 13 3 2 2 0

9-1l grades ................. 23 20 18 13 4 3 4 5

High school diploma ........ 35 32 23 18 9 5 8 10

Some college ............... 41 40 32 33 12 13 17 19

College degree .............. 68 65 55 49 22 22 35 34

All families ................. 34 34 29 26 9 8 14 15

Memo

Mean number of accounts ... na. na. n.a. 20 n.a. na, n.a. 13

1. Figures for 1970 are based on card use; therefore, card holding in that
year is somewhat understated.

2. Includes local store cards as well as national chain retail cards, such as
Sears, J.C. Penney, and Montgomery Ward.

3. Includes travel and entertainment cards, such as American Express and
Carte Blanche, as well as other cards, such as car rental and airline cards.

Sources. George Katona, Lewis Mandell, and Jay Schmiedeskamp, /970
Survey of Consumer Finances (University of Michigan Institute for Social

providing credit card services. Therefore, an under-
standing of the behavior of credit card interest rates
rests in part on an examination of costs. Two
aspects of the cost issue warrant particular atten-
tion: comparative performance across product lines
and comparative performance among different card
issuers.

Differences Across Product Lines

The cost structure of credit card operations differs
significantly from the cost structures of other types
of bank lending. On balance, credit card activities
involve much higher operating costs and greater
risks of default per dollar of receivables than do
other types of bank lending. In addition, the cost of
funds is a relatively less important component of
the total cost of credit card operations than it is for
other types of credit.

The degree of credit risk is a key feature that
distinguishes credit card lending from most other

Research, Survey Research Center, 1971); Thomas A. Durkin and Gregory
E. Ellichausen, 1977 Consumer Credit Survey (Board of Governors of the
Federal Reserve System, 1978); and the 1983 and 1989 Surveys of Con-
sumer Finances (sponsored by the Federal Reserve in cooperation with other
agencies; data available from the National Technical Information Service,
5285 Port Royal Road, Springfield, VA 22161).

bank lending. Credit extended through credit cards,
unlike most other forms of bank credit, is unse-
cured.'? Once available, a line of credit is exercised
at the cardholder’s option, and the card issuer has
little control over how leveraged the cardholder
may become through additional borrowing else-
where. A cardholder may be inclined to use the
credit line under conditions least favorable to the
lender, that is, when the cardholder’s net worth is
low or his liquidity is impaired (due, for example,
to loss of employment).

10. Not all credit card debt is unsecured. A “secured credit card
account” is a relatively new product tailored to individuals who
have low incomes or poor credit histories. Applicants for such
cards deposit money ($500 to $1,000 or so) in a savings account
that serves as collateral for the credit line and typically pays the
passbook rate of interest. The advantages of such an arrangement to
the consumer would seem limited, though not nonexistent.
Although holders of secured accounts in essence pay a premium to
borrow their own money, they do benefit from the liquidity and
convenience that credit cards provide; in addition, such accounts
can help some individuals establish a credit history or repair a poor
credit record.
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Data on bank charge-off experience (net of re-
coveries) for credit card and other types of bank
lending illustrate the relatively high loss rates asso-
ciated with credit card lending (chart 3). Over the
past decade, the credit card charge-off rate has
consistently exceeded the charge-off rate for bank
lending as a whole. At the end of 1991, for exam-
ple, the charge-off rate for credit card loans was
roughly double the rate for total bank lending.
Moreover, the data on credit card charge-offs seem
to reveal a secular trend toward higher losses,
likely reflecting the relaxation of credit standards
and the sizable expansion of card issuance during
the 1980s.

Information on the costs and revenues associated
with the credit card operations of a sample of
card-issuing banks is available from the Functional
Cost Analysis (FCA) program, a nationwide cost-
accounting system operated by the Federal Reserve
Banks (table 2). The program provides similar
information on other kinds of credit extended by
participating depository institutions, including in-
stallment, real estate mortgage, and commercial
lending.

Although advances in automated processing have
substantially improved operating efficiency over
the years, the costs associated with processing a
large volume of relatively small transactions and of
servicing a large number of accounts make credit
card operations more costly per dollar of receiv-
ables than other types of bank lending. As noted,
losses on credit card plans (including losses due to
fraud) have also been higher than losses on other
types of credit.

3. Bank charge-off rates net of recoveries, 1978-92!

Percent

All bank lending

L1 1 |

I I O

1978 1980 1982 1984 1986 1988 1990 1992

1. Data for all bank lending before 1982 not available.
Sources. FFIEC quarterly Report of Condition and Income, and VISA
US.A.

In 1991, the costs of credit card activities totaled
about 23 percent of outstanding balances at FCA-
participating banks. Operating costs (including
such diverse activities as servicing accounts, solic-
iting new customers, and processing merchant
credit card receipts) accounted for nearly 60 per-
cent of the total cost, and the cost of funds
27 percent.

The cost picture at FCA-participating banks was
considerably different for other types of bank lend-
ing. Overall costs for mortgage, commercial, and
installment loans totaled between 8 percent and
10 percent of outstanding balances. Operating
expenses for these products amounted to 1.4 per-
cent to 3.4 percent of outstanding balances and
accounted for between 18 percent and 33 percent
of total costs. The cost of funds, on the other hand,
accounted for 60 percent of total expenses for
installment lending, about 70 percent for commer-
cial lending, and nearly 80 percent for mortgage
lending.

These data suggest that credit card issuers must
generate relatively higher levels of revenue per
dollar of receivables to cover costs than is neces-
sary for other types of lending. Although card
issuers obtain noninterest revenue from merchant
discounts and from a variety of fees (such as an-
nual membership fees, penalty charges, and fees
for cash advances), the amount is not large enough
in most instances to eliminate the need for substan-
tial interest income from credit cards. Furthermore,
interest actually received on credit card balances is
much less than the stated rate might indicate,
because convenience users generate little or no
revenue from finance charges. In 1991, the gross
interest return on credit card receivables for FCA-
participating banks was about 15 percent. The FCA
does not collect data on the stated interest rates on
credit cards issued by program participants, but
other sources indicate that, industrywide, stated
rates during 1991 generally ran between 16 percent
and 20 percent,

Differences Among Card Issuers
of Different Sizes

Cost structures differ not only across product lines,
but also among card issuers. The differences reflect,
among other factors, the scale of operations and the
underlying level of credit risk the issuer is willing
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2. Cost and revenue ratios for selected types of bank credit, 1991!

Credit card Installment Real estate mortgage Commercial and other
Item
Peramof | Bucemage | FEEUOC | pucenage | FESUOT | pucoage | PO | poronae
balances? istribution balances? stribution balances? istribution balances? distribution
Revenue
Interest .........ocovvnunns 14.9 57 11.5 97 102 95 10.0 97
Noninterest? .............. 11.0 42 4 3 5 5 3 3
Total revenue .........., 26.0 100 11.9 100 10.7 100 10.3 100
Cost
Operating ...........oovvu. 13.1 57 34 33 14 8 2.1 23
Credit losses .............. 35 15 N 7 3 4 8 9
Cost of funds ............. 6.2 27 6.2 60 6.3 79 6.2 68
Total COSt ..vvvvvrvinsn, 22.8 100 10.3 100 8.0 100 9.1 100
Net earnings before taxes ., 3.1 A 1.7 27 - 1.1

1. Data reflect averages of cost and revenue categories weighted by
average outstanding balances for three size groups presented in the 1991
National Average Report. Components may not sum to totals because of
rounding.

2. Qutstanding balances are average amounts outstanding for the year.

to accept.!! Although the FCA program is the only
source of data for comparing cost and revenue
among different bank credit products, it is domi-
nated by small and medium-size institutions (over-
whelmingly, institutions having less than $1 billion
in assets) that offer a wide range of ‘services to the
public. Because none of the nation’s largest credit
card issuers currently participate in the program,
the FCA data do not indicate the extent to which
the cost and revenue structures of the largest card
issuers differ from those of smaller card issuers.
Comparison of FCA data and a combined
income statement derived from a nationally repre-
sentative cross section of VISA and MasterCard
issuers does, however, provide some insight into
the differences between the FCA banks and the
larger issuers that tend to dominate industry statis-
tics (table 3). Several differences between the FCA
data and the VISA and MasterCard data are worth
noting. Operating expenses account for a much
smaller proportion of the total cost for the large
issuers than for the FCA banks, while credit losses
and the cost of funds account for larger proportions
of the total cost (and are higher per dollar of
receivables) for the major issuers, These differ-
ences suggest that large card issuers enjoy some
benefits of economies of scale in their operations

11. For a discussion of economies of scale in credit card opera-
tions, see Christine Pavel and Paula Binkley, “Costs and Competi-
tion in Bank Credit Cards,” Federal Reserve Bank of Chicago,
Economic Prospectives, vol. xi, no. 2 (March/April 1987),
pp. 3-13.

3. For credit cards, includes merchant discounts, and penalty and cash-
advance fees.

Source. Federal Reserve Banks, “Functional Cost Analysis: 1991
National Average Report.”

and that, as a group, they accept a wider range of
credit risks in building their credit card portfolios.
The differences in funding costs may reflect differ-
ences in the source of funds: Large issuers tend to
rely more on managed liabilities (such as large
time deposits or commercial paper), whereas
smaller issuers use less-expensive retail deposits
more heavily.

3, Cost and revenue ratios of credit card issuers, 1991!

VISA and
MasterCard issuers? FCA banks?
Item
Percent of Percent of
outstanding ;z'&%ﬁg; outstanding g:‘;%’gggﬁ
balances balances
Revenue
Interest ........... 154 76 149 57
Noninterest* ...... 4.7 23 11.0 42
Total revenue ... 20.2 100 26.0 100
Cost
Operating ......... 44 26 13.1 57
Credit losses ...... 49 29 35 15
Cost of funds ..... 74 44 6.2 27
Total cost ....... 16.8 100 228 100
Net earnings
before taxes .. 34 Ce 31

1. Components may not sum to totals because of rounding.

2. Estimates based on data supplied by a representative cross section of
VISA and MasterCard issuers. Figures based on balances outstanding at the
end of the year.

3. Data reflect averages of cost and revenue categories weighted by
average outstanding balances for three size groups presented in the 1991
National Average Report. Outstanding balances are average amounts out-
standing for the year.

4. Includes merchant discounts, penalty and cash-advance fees, and other
miscellaneous income.

Sources. The Nilson Report, no. 511 (November 1991) and Federal
Reserve Banks, “Functional Cost Analysis: 1991 National Average Report.”
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INTEREST RATE RIGIDITY

Although the cost data in tables 2 and 3 help
explain the relatively high level of credit card inter-
est rates generally, and also point to some of the
reasons for the differences in credit card pricing
among issuers (and among the various plans
offered by a single issuer), they do little to explain
the rigidity of credit card interest rates in the face
of changes in funding costs over time. Rates might
be expected to fluctuate with changes in funding
costs regardless of the width of the gap between the
rate charged to cardholders and the marginal cost
of raising funds. Only if changes in other costs
moved systematically to offset changes in funding
costs (or were expected to move in this direction)
would it seem reasonable for rates charged to
remain stable when funding costs move sharply.

Of course, if funding costs were a trivial compo-
nent of total credit card costs, there would be little
reason to expect rates to move noticeably with
changes in funding costs. In fact, funding costs in
recent years have accounted for roughly 25 percent
to 50 percent of total costs of credit card opera-
tions, depending on the size of the program
(table 3). Although certainly not a trivial propor-
tion, it is considerably smaller than for some other
types of lending. Therefore, it is more likely that
noninterest costs will play a larger role, and fund-
ing costs a smaller role, in the behavior of credit
card rates than in the behavior of rates on other
types of lending.

There is little apparent reason to believe that
operating costs would move substantially in an
offsetting direction to funding costs; however, some
basis exists for thinking that the costs of bad debts
might behave that way.!? General interest rate lev-
els are typically driven down during times of eco-
nomic sluggishness, which also tend to be times
when delinquencies and write-offs on credit card
accounts are climbing. The most recent period of
decline in market interest rates is a case in point.
Delinquency rates on credit cards began a sharp
rise in 1990 and continued at high levels through

12. Some types of operating expenses may move in a counter-
cyclical manner, particularly if costs associated with the servicing
of accounts rise with delinquencies. Moreover, rates of response to
credit card solicitations may fall when economic growth stalls,
increasing the cost of acquiring new accounts as well.

1991.12 Data on charge-off rates from VISA U.S.A.
further document the recent recession-related accel-
eration in credit card losses and suggest that loss
rates are generally higher for credit card accounts
than for other bank lending (chart 3).14

The historical unresponsiveness of credit card
rates to general rate movements, however, seems to
reflect special period-specific circumstances as
much as any particular recurrent condition. In the
1960s and into the 1970s, funding costs were rela-
tively stable while operating costs moved through a
high-cost start-up phase into a period of increasing
efficiency. As discussed earlier, bank cards initially
were priced in line with store cards and earned
rather meager profits; as operating efficiency im-
proved, rates held steady instead of declining with
costs, and profits rose from low levels. It was not
until the inflationary period of the late 1970s and
early 1980s that market interest rates soared and
deregulation of rates on deposits led to sharp
increases in funding costs. At that time, however,
statutory ceilings prevented much upward adjust-
ment of credit card rates, and by the time states
acted to raise ceilings, interest rates generally had
crested. When funding costs began to decline sig-
nificantly after 1981, credit card rates remained
mostly at their existing levels, in part because they
had been constrained from rising to an equilibrium
level when funding costs were climbing; the
decline in funding costs tended to restore equilib-
rium. In addition, demand for credit card credit
rose sharply after 1982, as is evident in the rapid
growth of such borrowing as the economic recov-
ery picked up steam. The strong demand allowed
credit card issuers to expand their receivables with-
out having to compete intensively for market share,
minimizing the pressure to reduce prices.!’

13. American Bankers Association, Consumer Credit Delin-
quency Bulletin (Washington, ABA, quarterly reports, 1981-92).

14. For further discussion of the relationship between credit risk
and interest rate stickiness, see Alexander Raskovich and Luke
Froeb, “Has Competition Failed in the Credit Card Market?” U.S.
Department of Justice, Antitrust Division, Economic Analysis
Group Discussion Paper EAG 92-7 (June 12, 1992).

15. In commenting on the surge in credit card debt in the
mid-1980s, Christopher DeMuth remarked, “It is, however, consis-
tent with the operation of competitive markets for firms, faced with
declining costs and growing demand, to expand output and im-
prove product quality at a constant market price. That is just what
happens when a credit card issuer offers more features and larger
credit lines” (p. 230). See Christopher DeMuth, “The Case Against
Credit Card Interest Rate Regulation,” Yale Journal on Regulation
(Spring 1986), pp. 20142,
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By 1984, the profitability of credit cards had
risen above that of most other forms of lending,
and it remained relatively high through the end of
the decade. This rather long period of high profits
raises the question of why competition did not at
some point exert heavier downward pressure on
credit card rates. One possible answer is that, as
banks broadened the market by distributing cards
to individuals of lower creditworthiness, a larger
risk premium was incorporated into the rate struc-
ture, tending to keep rates up. The persistently high
credit card interest rates in the latter half of the
1980s may have reflected anticipation of higher
credit losses, but the unusually long economic
expansion postponed the realization of those
expected losses.16

CREDIT CARD PROFITABILITY

Data on the performance of credit card operations
suggest that higher levels of credit card delin-
quency and default have raised the costs of credit
card operations in recent quarters. A reduction in
the cost of funds during the same period, however,
has largely offset the losses, helping to maintain
relatively strong earnings for the industry as a
whole.

Table 4 summarizes historical data from the FCA
on the net before-tax earnings on credit cards and
other types of credit of small and medium-size
banks. The table also provides data on credit card
profits of large credit card banks compiled from the
FFIEC (Federal Financial Institutions Examination
Council) Report of Condition and Income.!” On

16. Randall Pozdena has developed an option-pricing model of
credit card interest rates that emphasizes the credit risk inherent in
lending through unsecured lines of credit. Pozdena found that an
options-based model fit actual data well: Credit card rates showed
little response to T-bill rates, and model parameters were “‘consis-
tent with the representation of credit card debt as costly-to-service,
unsecured credit extended to relatively high-risk borrowers.” See
Randall Pozdena, “Solving the Mystery of High Credit Card
Rates,” Federal Reserve Bank of San Francisco, Weekly Letter
(November 29, 1991), unpaginated.

17. Credit card banks are so designated by meeting two criteria:
(1) the bulk of their assets are loans to individuals (consumer
lending) and (2) 90 percent or more of their consumer lending
involves credit card or related plans. Large credit card banks are
those whose assets exceeded $200 million at the end of 1991. At
that time, thirty-one banks were in this category, accounting for
61 percent of all credit card receivables and securitized credit card
debt at commercial banks.

4. Net before-tax earnings on selected types of bank
credit, 1974-91

Percent of outstanding balances !

Diversified banks
Large in the Functional Cost Analysis?
Year crecgt S P
car : eal ommer-
banks? Ccr:r%lt I:‘s;il'l estate cial
mortgage | and other

1.56 221 3.49
2.34 2.74 2.60
245 2.85 1.84
2.75 3.18 1.86
2.82 2.70 2.86
232 2.06 4.02

b e g
augIvy
RS W60 -J

~1.61 1.57 1.65 4.58
1.00 1.69 .13 5.38
232 2.81 91 3.26
2.36 3.17 2.16 1.49
342 2.81 2.10 1.95
3.97 2.70 2.86 1.40
3.28 2.57 2.37 .97
3.38 231 3.05 1.34
2.53 2.23 2.70 1.96
1.20 221 2.67 243
1.51 1.92 1.66 .79
312 1.72 272 1.12
MEMO
1974-91 average . 2.16 233 2,30 241
Standard
deviation ... 1.32 48 .69 1.30

1. For large credit card banks, outstanding balances have been adjusted to
include balances underlying credit card securities.

2. Large credit card banks are commercial banks with assets exceeding
$200 million that have the bulk of their assets in loans to individuals
(consumer lending) and conduct 90 percent of their consumer lending
through credit cards and related plans. Data from FFIEC (Federal Financial
Institutions Examination Council) Report of Condition and Income.

3. Net earnings rates are weighted averages for three size groups of banks
presented in the National Average Report (Federal Reserve Banks, *“‘Func-
tional Cost Analysis: 1991 National Average Report™ and the corresponding
document for each of the years 1974-90).

average, for the period 1974-91, earnings of banks
participating in the FCA were slightly lower for
credit cards than for other types of credit. For these
institutions, credit card earnings were considerably
more volatile than earnings on installment or real
estate loans (as measured by the standard devia-
tion) and were comparable in volatility to com-
mercial lending. On the whole, earnings on credit
cards at these small and medium-size institutions
do not appear to have been out of line historically
with other lending activities. Credit card earnings
did outpace income from other sources over the
years 1984 through 1987, but other loan products
had similar runs of higher-than-average earnings at
other times.

The data for the large credit card banks suggest a
somewhat different pattern of recent experience.
Compared with the FCA banks, the large credit
card banks earned similar or higher returns from
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1986 through 1990, but reported earnings dropped
below the earnings of FCA banks in 1991. The
different experiences of the two groups of card
issuers may be related to their selection of custom-
ers. The large credit card banks have typically
solicited more marginal credit risks than the smaller
institutions. The difference is reflected in the loan
loss experience of the two groups. While FCA
banks have had annual fraud and credit losses of
about 2 percent of outstanding balances during
most of the past decade, the large credit card banks
have had consistently higher losses, generally
between 3 percent and 5 percent of outstanding
balances. These differences suggest that the large
credit card banks are selecting a different point on
the risk—return frontier than their smaller counter-
parts. Consequently, it would be expected that
when the economy is performing well, as it did
during the mid-1980s, issuers that bear more risk
would outperform more conservative issuers. In
weak economic periods, such as the most recent
one, however, the performance of large issuers
would be expected to suffer from sharply rising
credit losses.

CONSUMER SENSITIVITY TO INTEREST RATES

Full exploration of the behavior of credit card rates
requires an examination of the demand side of the
market as well as the supply side. In general, one
would expect markets where buyers are highly
sensitive to price (in this case, to interest rates) to
exhibit more competition in pricing than markets
for products where some other attribute, such as
convenience or the level and quality of service, is
the overriding concern,

Whether credit card issuers compete to attract
and hold customers by lowering interest rates de-
pends in part on the sensitivity of current and
potential cardholders to differences in rates among
issuers. The repayment habits of cardholders are, in
turn, a key determinant of their responsiveness to
interest rates charged.

Implications of Information Theory

Information theory provides a useful framework
for assessing the interest rate sensitivity of prospec-

tive and current cardholders.!® The theory postu-
lates that consumers will continue to seek informa-
tion about the prices and attributes of a product up
to the point at which the additional cost of obtain-
ing information equals the additional benefit they
may gain from their extra search effort. Therefore,
it is postulated that a reduction in the time, effort,
and cost associated with the search for information
will promote additional product shopping.’® It is
also axiomatic that the effort consumers put into
the search will rise as the potential benefit to them
increases.

Information theory implies that certain types of
cardholders are more likely than others to be sensi-
tive to, and to shop for, lower rates. Consumers
who regularly borrow large amounts on their credit
cards would seem more likely to search extensively
and to apply for cards having low finance rates than
cardholders who rarely carry a balance from month
to month or carry forward only a small balance.

Repayment Practices

Users of credit cards fall into two broad
categories—convenience users and revolvers. Con-
venience users are those who usually pay off their
balance in full during the interest-free grace period,
thereby avoiding finance charges; revolvers are
those who usually do not pay their balances in full
and thereby incur finance charges.

Credit card users may occasionally deviate from
their usual repayment pattern: Convenience users
might repay an unusually large purchase in install-
ments, or an unforeseen income disruption might
cause them to alter their customary behavior;
revolvers might sometimes repay their outstanding
balance in full, for instance, when they receive a
Christmas bonus or a tax refund, or when they
consolidate debts.

18. The basic theory was first developed by George I. Stigler in
“The Economics of Information,” Journal of Political Economy,
vol. 69 (June 1961), pp. 213-25.

19. The implications of information theory underlie enactment
of the Credit and Charge Card Disclosure Act of 1988. The act
requires issuers of credit cards to disclose, in their solicitations,
information about the terms of their credit card plans. The purpose
of the act was to promote competition in the credit card market by
facilitating credit shopping by consumers.



Developments in the Pricing of Credit Card Services 663

Several consumer surveys have explored the
repayment practices of cardholders and have
obtained highly consistent results over time. In
surveys sponsored by the Federal Reserve in
1977, 1983, and 1989, roughly half the families
that reported using credit cards said that they
nearly always paid their bill in full each month.2°
The latest of these surveys, however, also indicates
that a higher fraction of cardholders are revolving
balances at any one time than their responses to
questions about customary repayment practices
suggest. The 1989 Survey of Consumer Finances
found that 60 percent of surveyed cardholders had
carried over balances from the previous month
(table 5); industry statistics generally show that
about two-thirds of accounts are revolving at any
point. Nonetheless, the important factor is how
consumers perceive their own behavior, as it is this
perception that will guide their credit-shopping
activities and their sensitivity to credit card interest
rates.

Information theory suggests that revolvers would
be much more likely than convenience users to be
sensitive to the level of the interest rate assessed on
credit cards, although convenience users may be
quite sensitive to the amount of the annual fee and
the length of the interest-free grace period. Results
of a 1986 survey of cardholders by Payment
Systems, Inc. (PSI), support these implications
of information theory.2! The survey found that
revolvers were more likely than convenience users
to read credit card solicitation materials, and a
larger proportion of revolvers said that they
would apply for a card with a lower rate if it were
offered.

The PSI survey also found that the larger the
outstanding balance a revolver carried, the more
likely the cardholder would be to apply for a lower-

20. Thomas A. Durkin and Gregory E. Ellichausen, /977 Con-
sumer Credit Survey (Board of Governors of the Federal Reserve
System, 1978) and 1983 and 1989 Surveys of Consumer Finances,
sponsored by the Federal Reserve in cooperation with other agen-
cies (data available from the National Technical Information
Service).

21. Results of the survey are discussed in A. Charlene Sullivan,
“How Disclosure Legislation May Affect Consumer Shopping for
Credit Cards,” Credit Card Management, vol. 1, no. 4 (September/
October 1988), pp. 86-88; and in Debra Drecnik Worden and
Robert M. Fisher, “Petceived Costs and Benefits of Shopping for
Credit: The Case of Credit Cards” (unpublished study, Purdue
University Credit Research Center, February 1987), pp. 1-14.

5. Distribution of credit card holders by amount of
outstanding credit card debt, 1989

i 1
Amo"%gﬁ:g"dmg Percentage distribution

1=199 i 15
200499 ... 17
500-999 ... 18
1,000-1,999 ... 18
20000rmore ............uviies 32

Total coovvviiiiiiiiin 100
Memo
Mean? ........ooociiiiiiinnnnes 2,090
Median2 ... 1,252
Proportion with debt (percent) ... 60

1. Amount outstanding on bank and store credit cards after most recent
payment was made.

2. Excludes credit card holders who have zero balances.

Source. 1989 Survey of Consumer Finances.

rate card.?? In this context it is important to note
that, although the amount of credit card debt owed
by cardholders who revolve varies substantially, a
large fraction owe relatively small amounts. The
1989 Survey of Consumer Finances, for example,
revealed that, among cardholders with debt, 32 per-
cent owed less than $500 at the time of the survey,
and an additional 18 percent owed between $500
and $1,000 (table 5). Thus, a significant number of
those who use credit cards as a borrowing device
may have balances small enough to render the
interest rate a secondary consideration in deciding
which cards to hold.

Practical Considerations

The foregoing analysis implies that one reason
credit card rates have not varied greatly over time
is that a large proportion of cardholders are likely
to be relatively insensitive to the finance rates
charged on their cards. Interest rates are largely
irrelevant, of course, for convenience users. But
even for many who revolve balances, the dollar
amounts at stake may be fairly small. For example,
for a family owing the median amount of credit

22. The survey by Payment Systems, Inc., also found conve-
nience users and revolvers to be equally likely to respond to
solicitations for credit cards that charge no annual fee. In addition,
convenience users found offers of higher credit limits more attrac-
tive than did revolvers. The attraction to higher credit limits proba-
bly reflects convenience users’ tendency, on average, to charge
more than revolvers during a given month. For example, during the
month before the 1989 Survey of Consumer Finances, the mean
amount charged by convenience users was $524, compared with
$334 for revolvers.
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card debt in 1989—roughly $1,250 (table 5)—a
3 percentage point drop in the rate would reduce
the annual interest charge by less than $40. It is
questionable whether a $40 annual saving would be
enough to induce a cardholder to switch from a
card that has been providing satisfactory service or
attractive enhancements.

There are other reasons cardholders might be
relatively insensitive to interest rates. In many
instances, the credit limit is lower on a newly
issued card. Also, there is no guarantee that the rate
on the new card will stay low, or that the new card
issuer’s performance on such key matters as avoid-
ing or rapidly rectifying billing errors will measure
up to the previous card issuer’s record. Factoring in
other disutilities of switching cards, such as the
nuisance of filling out applications and comparing
the nonrate features of different cards, the inertia of
many cardholders with respect to rate differences
does not seem unreasonable, 23

Finally, some cardholders, including a portion
who carry high levels of credit card debt from
month to month, may be willing but unable to
switch to credit card plans that offer reduced rates
because they cannot qualify for these plans. Poor
debt repayment records or high levels of debt rela-
tive to income make these potential switchers rela-
tively unattractive high-risk prospects to issuers of
lower-rate cards.

Applicable Studies of Price Stickiness

Historically, the credit card industry has generally
regarded consumers as unresponsive to rate incen-
tives. In this view, cardholders are not likely to
increase their borrowing very much in response to
a reduction of 1 or 2 percentage points in the
interest rate, and, for the reasons outlined earlier,
most of them are thought unlikely to switch cards
to save on interest payments. Expecting to gain
relatively little incremental volume from either new
or existing cardholders by lowering rates, issuers
have had minimal economic incentive to reduce
rates to the broad spectrum of their cardholders (as
opposed to selected subsets of customers). Lower-
ing the interest rate on standard card plans would

23. For additional discussion of the implications of the costs of
switching cards, see Paul S. Calem, “The Strange Behavior of the
Credit Card Market,” Federal Reserve Bank of Philadelphia, Busi-
ness Review (January/February 1992), pp. 3-14.

reduce interest revenue on balances of all exist-
ing cardholders who revolve their accounts—
customers who apparently were willing to pay the
original rate. (In contrast, for most other types of
loans to individuals, when a bank changes its rate
quotation, the new rate is available only to new
borrowers. A reduction in auto loan rates, for
example, does not result in a loss of revenue on
existing loans.)

Julio Rotemberg and Garth Saloner have shown
that a relatively inelastic demand for a product can
lead to price stickiness for both price increases and
decreases, as long as there is some positive cost to
suppliers associated with changing prices.* They
argue that firms that face more inelastic, or
“steeper,” demand curves gain less than other firms
by changing prices from a level that does not
maximize profits to one that does. For such firms,
any given divergence between the price currently
charged and the profit-maximizing price involves
less of a divergence between the current quantity
and the profit-maximizing quantity. If, in fact,
credit card issuers face a relatively inelastic
demand, owing to high costs to consumers of
switching cards (or for any other reason), and be-
cause issuers would incur some cost by changing
rates, reductions (or increases) in funding costs
may not bring about commensurate changes in
rates.?> According to this reasoning, the gain from
changing prices simply may not justify the cost of
doing so for firms facing relatively inelastic
demand curves.

A somewhat different demand-side explanation
for the stickiness of credit card interest rates has

24, Julio J. Rotemberg and Garth Saloner, “The Relative Rigid-
ity of Monopoly Pricing,” American Economic Review, vol. 77,
no. 5 (December 1987), pp. 917-26.

For a discussion of a theory suggesting that imperfect consumer
information may lead to interest rate stickiness, see J. Michael
Woolley, “Imperfect Information, Adverse Selection and Interest
Rate Sluggishness in the Pricing of Bank Credit Cards,” Finance
and Economics Discussion Series 37 (Board of Governors of the
Federal Reserve System, September 1988).

25. The costs of changing rates include costs associated with
revising advertising and solicitation materials and notifying card-
holders of changes. In addition, regulatory barriers come into play
when rates are increased. Federal regulations (Truth-in-Lending)
and many state laws have requirements about notification of rate
increases, and some states require that cardholders be allowed to
pay off existing balances at the old (lower) rate. If lenders adjusted
rates downward when funding costs declined, they would have to
comply with these regulations whenever a subsequent rise in fund-
ing costs made a rate increase seem appropriate. Some states are
currently reviewing these regulations.
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been proposed by Lawrence Ausubel.?6 Ausubel
recognizes cardholder *‘switching costs” as one
deterrent to rate competition, but he attributes most
of the rate insensitivity to a certain peculiarity of
cardholder psychology. Many people, Ausubel be-
lieves, do not expect to revolve their balances when
they acquire a card, and therefore are not con-
cerned with the interest rate charged. Some, in fact,
do turn out to be true convenience users who pay
no finance charges, but a large segment of these
cardholders, Ausubel argues, wind up making only
partial payments and incurring interest costs after
all. These customers are attractive to a credit card
issuer, but, because the customers do not expect to
pay interest, the issuer need not solicit their busi-
ness with a low rate. The problem with this argu-
ment is that it depends on cardholders persistently
misperceiving their own behavior. Although it may
be reasonable to believe that many consumers first
acquire a card with erroneous expectations about
their future payment habits, it is harder to argue
that they will in fact regularly revolve their bal-
ances and yet maintain the assumption that they
will not do so in the future. At some point, it would
seem, such cardholders might recognize their
actual payment patterns and seek out a low-rate
card—if, that is, dollar differences in interest costs
were really large enough to matter to them.

RECENT COMPETITIVE DEVELOPMENTS

Several reasons for the relative rigidity of credit
card interest rates in the past have been cited here.
Historicaily, special conditions, such as high start-
up costs and state-mandated rate ceilings, have
stifled movements of credit card rates. On the sup-
ply side of the market, changes in funding costs are
less important to credit card operations than to
other credit activities, and the risks inherent in this
unsecured form of lending seem generally to
increase at times when costs of funds are declining.
Because funding costs account for a comparatively
small part of total costs for credit card programs,
the favorable effect of declining funding costs is
more likely to be offset by increases in other costs.
On the demand side, credit card users have tended

26. Lawrence M. Ausubel, “The Failure of Competition in the
Credit Card Market,” American Economic Review, vol. 81, no. 1
(March 1991), pp. 50-81.

to be relatively insensitive to interest rate levels in
their decisions to acquire or to keep a particular
card. Consequently, card issuers have tended to
compete on factors other than price.

In the past several months, however, much of the
rigidity in credit card pricing has been breaking
down, with a growing number of issuers reducing
rates 2 to 4 percentage points. This development
has not been readily apparent in published mea-
sures and lists of credit card rates, in part because
lower rates have been made available to selected
groups rather than across the board.

Exerting downward pressure on credit card rates
has been an unusually steep decline recently in the
cost of funds, possibly coupled with a charge-off
experience during the 1990-91 recession that may
have been less damaging than allowed for in past
pricing decisions. For example, rates that banks
pay on certificates of deposit of various maturities
have dropped as much as 3 percentage points since
the middle of 1991, the sharpest decrease in this
key element of funding costs in a decade. Mean-
while, the rise in delinquencies and charge-offs
during the latest recession appears not to have
greatly exceeded increases during other periods,
despite the expansive lending practices of the pre-
ceding few years. Perhaps reassured by this rela-
tively favorable loss experience, card issuers may
now be willing to build a smaller margin for poten-
tial write-offs into rates charged. Thus, as a result
of both sharp declines in funding costs and a more
optimistic assessment of risk, issuers may believe
that they now have more latitude to reduce rates
than they have had before.

Another factor that may be applying downward
pressure on credit card rates is the increased diffi-
culty of acquiring new customers in a relatively
mature product market. The great expansion in
card holding during the 1980s has brought the
market nearer to saturation, making it more costly
to attract new customers without offering substan-
tial enhancements, waiving annual fees, or accept-
ing greater credit risks. The high costs of attracting
new customers in a competitive, saturated market
places a premium on retaining existing customers,
particularly those who revolve balances and pay on
time. Reducing rates is one way to curtail attrition.

For the most part, card issuers have lowered
rates selectively. In some cases, they have targeted
their solicitations to individuals deemed to have
certain desirable characteristics, an approach made
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more feasible by the development of extensive data
bases and improved techniques for screening poten-
tial cardholders. Some of the largest national issu-
ers have segmented their cardholder bases accord-
ing to risk characteristics, offering reduced rates to
a select group of existing customers who have
good payment records; higher-risk late-paying cus-
tomers are still charged higher rates.?” Many of the
lower-rate programs involve variable rates; because
the rates on such accounts change automatically as
the index rates move, the use of variable-rate proce-
dures avoids some of the regulatory and public
relations problems involved in raising rates (when
funding costs rise) under a fixed-rate plan.

In addition to these supply-side developments,
some increase in consumer sensitivity to rates is
probably also contributing to the recent reductions
in credit card rates. Whether the relative impor-
tance of interest rates to consumers has changed is
not clear—such factors as service or enhancements
may still carry more weight with most cardholders.
However, spreads between credit card rates and
rates received by consumers on deposits or other
interest-bearing assets are wider than they have
been for two decades. Moreover, with nonmortgage
interest payments no longer deductible on federal
income tax returns, a given rate of interest is effec-
tively higher than in the past for those who itemize
deductions. Therefore, other things equal, card-
holders likely are more prone to respond to lower-
rate offers than they have been in the past. In
addition, the weak economy of the past two years
has forged a thriftier, generally more cautious con-
sumer, one more likely to be concerned about the
size of interest payments. Increased media atten-
tion to the topic and the widespread availability of
lists comparing rates charged by different issuers
have probably fostered at least some increase in
overall awareness of credit card rates,

27. In February 1992, for example, American Express
announced such a three-tiered pricing structure for its Optima card
program. Currently, Optima cardholders who have a record of
substantial card use and ontime payment are charged the prime rate
plus 6.5 percent on revolved balances, and chronic late-payers are
charged prime plus 12.25 percent. New cardholders and those not
meeting the spending criteria are charged prime plus 8.25 percent.
Citicorp began a similar plan in June. Holders of the standard card
who qualify pay prime plus 9.4 percent (down from a fixed rate of
19.8 percent), and holders of “preferred cards” who qualify pay
prime plus 7.4 percent (down from 16.8 percent). Citicorp esti-
mated that about 9 million of its 21 million cardholders would
qualify for the reduced rates.

An important catalyst increasing the focus on
rates as a marketing tool has been the willingness
of some prominent card issuers to take the lead.
AT&T’s entrance into the market as an aggressive
price competitor has been significant. The firm’s
emphasis on price has been exemplified first by its
offer to ““charter members” of a lifetime exemption
from annual fees, and lately by its heavy advertis-
ing of the declines in rates for all cardholders
resulting from its variable-rate formula. After
American Express introduced its risk-based pricing
structure for the Optima card in February 1992,
other major issuers lowered rates in some fashion
to some customers. One reason these actions are
not more evident in published averages is that in
most cases issuers have kept rates for the largest
portion of their standard plan customers at their
previous levels. The Federal Reserve’s series for
the national average bank-card rate mentioned ear-
lier, for example, includes a bank’s “most com-
mon” rate, and that rate is still usually the bank’s
high standard-plan rate.

Card issuers also may have felt pressure to re-
duce rates in the aftermath of a brief effort in the
Congress in November 1991 to legislate a national
ceiling on credit card rates. A bill to do so was
passed by the Senate but did not become law. How
critical a role that effort played might be ques-
tioned, however, in view of the lack of any discern-
ible effect from a similar attempt to control rates in
1986, when two such bills were proposed. Coming
at a time when other forces were working to lower
rates, however, the recent congressional attention
may have hastened the process.

In the future, segmented rate structures will
probably become more widespread as lenders
continue to try to categorize accounts by their
profitability and to price them accordingly. Flexi-
bility in rates will likely persist, with more issuers
converting to variable-rate plans or offering a
choice of fixed- or variable-rate plans. “Quantity
discounts” whereby lower rates are charged on
higher balances may become more common as
well. Further consolidation in the industry seems
likely, too, as less-efficient operations are sold to
lower-cost issuers. Nevertheless, levels of credit
card rates seem certain to remain comparatively
high, because revenues still will have to be large
enough to cover comparatively high operating and
default costs.
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Industrial Production and Capacity Utilization

Released for publication July 15

The index of industrial production declined 0.3 per-
cent in June, after having risen about Y2 percent in
each of the preceding four months. Sizable declines
in output were evident in motor vehicles, construc-
tion supplies, and energy materials, mainly coal, in

Industrial production indexes
Twelve-month percent change

June; the drop in coal mining occurred primarily as
a result of the brief rail strike that took place in late
June. At 108.2 percent of its 1987 annual average,
total industrial production in June was 0.8 percent
above its year-ago level. For the second quarter as
a whole, industrial production increased at an an-
nual rate of 4.5 percent, after having fallen 2.9 per-
cent in the first quarter. Total industrial capacity

Twelve-month percent change
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Industrial production and capacity utilization

Industrial production, index, 1987 =100
Percentage change
Category 1992
19922 June 1991
to
Mar.” T Apr.” l Mayr® T Juner Mar." l Apr.* l May*® } Juner June 1992
Total ...........ccoovvvinnii. 107.6 108.1 108.6 108.2 4 5 5 -3 8
Previous estimate ............... 107.7 108.1 108.8 5 4 6
Major market groups
Products, total .................. 108.5 109.0 109.6 109.1 4 S5 5 -4 5
Consumer goods ............. 109.3 110.1 110.5 110.0 S Ni 3 -4 1.9
Business equipment .......... 121.5 123.0 1242 124.0 4 12 1.0 -1 1.7
Construction supplies ......... 96.7 96.3 97.3 96.1 N -4 1.1 -1.2 ~-1.3
Materials .................oo.es 106.1 106.7 107.1 106.9 3 5 A4 -3 1.4
Major industry groups
Manufacturing . ... 108.5 108.9 109.6 109.3 4 4 6 =3 1.7
Durable ........ 107.0 107.5 108.8 108.4 0 5 1.2 -4 1.0
Nondurable .................. 110.4 110.7 110.5 110.5 7 3 -2 -1 2.6
Mining .........oooiiiiii 97.5 99.1 98.9 97.5 -9 1.6 -1 -1.4 -4.5
Utilities .........ccovvvineninnes 107.7 108.1 107.7 107.4 1.2 4 -4 -2 -3.6
Capacity utilization, percent Cﬁi?i?y,
per-
1991 1992 gﬁ:}fg
Average, Low, High, 3
1967-91 1982 1988-89 fune 1991
r
June Mar.* Apr. May* Juner June 1992
Total .......cocvvviiiiiiiiinen 82.1 71.8 85.0 79.6 784 78.6 789 8.5 2.3
Manufacturing .................. 81.4 70.0 85.1 78.3 71.5 717 78.0 77.6 2.6
Advanced processing .... 81.0 71.4 83.6 77.6 76.1 76.3 76.7 76.2 3.0
Primary processing .... 82.3 66.8 89.0 799 80.8 81.0 81.1 80.9 1.6
Mining .. 874 80.6 872 80.2 84.9 86.3 86.2 85.0 2
L 86.7 76.2 92.3 86.7 83.1 83.4 830 821 1.0
1. Seasonally adjusted. r Revised,
2. Change from preceding month to month indicated. p Preliminary.

utilization fell 0.4 percentage point in June, to
78.5 percent.

When analyzed by market group, the data show
that the output of consumer goods decreased
0.4 percent in June, as the cutback in auto and truck
assemblies accounted for about half of the overall
loss. Elsewhere, the production of appliances and
furniture continued to improve, but the output of
many nondurables, including food and clothing,
declined. The production of business equipment
also edged down last month, mainly because of the
decline in motor vehicles. Among other major cate-
gories within business equipment, overall output
was up a bit as the production of information-
processing equipment, which includes the produc-
tion of computers, posted another gain; however,
the output of industrial equipment, which surged in
May as a result of the end of a strike, was down
slightly in June. The production of construction

supplies fell sharply last month, retracing the gain
in May; the output in this sector has changed little,
on balance, since February. The output of materials
decreased 0.3 percent, mainly reflecting the brief
curtailment in coal mining. Among other materials,
the production of steel and paper advanced, but the
output of most other major materials groups was
nearly flat.

When analyzed by industry group, the data show
that manufacturing output fell 0.3 percent in June
and that factory utilization declined 0.4 percentage
point, to 77.6 percent. In June, the level of utiliza-
tion was more than 1 percentage point below that
in the third quarter of last year. Overall utilization
rates for both primary- and advanced-processing
industries dropped back in June to about their
March levels, Among primary-processing indus-
tries, the most significant losses last month
occurred in construction-related industries; by
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contrast, operating rates for primary metals, par-
ticularly steel, rose sharply. Within advanced-
processing industries, declines in utilization were
widespread in June, as motor vehicles posted the
largest drop.

Mining output fell nearly 1V% percent, as the
drop in coal accounted for all of the decline. Pro-
duction at utilities remained weak in June and was
nearly 4 percent below that of a year ago.
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Statements to the Congress

Statement by Richard F. Syron, President, Fed-
eral Reserve Bank of Boston, before the Com-
mittee on Small Business, U.S. House of Repre-
sentatives, July 2, 1992

I appreciate this opportunity to appear before
you to discuss questions about the current avail-
ability of credit and bank capital standards. I
would like to emphasize at the outset that these
views are my own and not necessarily those of
the Federal Reserve System. In the interest of
your time, I propose making a fairly brief state-
ment and request that our Annual Report, which
focuses on this issue in more detail, be included
in the record.!

The past recession and the ongoing recovery
have been unusual because of the financial diffi-
culties in the banking sector. These difficulties
may also have constricted the lending critical to
a successful recovery. Bank lending policies dur-
ing much of the 1980s were too lax, undoubtedly
contributing to a real estate bubble in several
regions of the United States. Reversing past
laxity is both desirable and prudent. However, it
is essential that in addressing this past laxity we
avoid overreacting in a way that may dampen
economic growth.

Today I will outline what I believe should be
the appropriate use of bank capital, that is, to
cushion economic shocks during periods of eco-
nomic distress. However, I will argue that in
some cases capital regulation has penalized
banks for bad loans, that is, for bets lost, rather
than for increased risk in the portfolio, that is, for
bets taken.

Undeniably, many banks built up too little
capital during the 1980s, and I am in favor of
generally improved capital positions. My con-
cern, however, is that this be done in a way that

1. See Federal Reserve Bank of Boston, Annual Report
1991 (FRB Boston, n.d.).

is consistent with the needs of the economy. I
will conclude on a positive note. We are seeing
some improvements in the ability of banks to
raise new capital, as well as greater appreciation
of the macroeconomic impact of capital regula-
tions.

THE ROLE OF CAPITAL

Bank capital should be a financial shock ab-
sorber, drawn down during periods of economic
distress and replenished when economic circum-
stances improve. In the past, when large loan
losses occurred, the majority of banks drew
down their capital while continuing to finance
projects that would improve their future earn-
ings. This role for capital is currently in danger,
however, because of economic and political
forces evolving from the savings and loan
debacle.

The extent of the taxpayer bailout of the
Savings and Loan Insurance Fund, coupled with
the financial condition of many commercial
banks, has changed the perception of the appro-
priate role of capital. Increasingly, bank capital is
seen primarily as providing a cushion for the
deposit insurance fund rather than a buffer for
the economy. In this environment it is attractive
to require substantially more capital per dollar of
assets to reduce taxpayers’ potential future ex-
posure to problems in the banking industry. I
agree that higher target capital ratios should be
implemented for many banks, but how and when
capital standards are raised has important impli-
cations for the economy.

Regulation of bank capital has undergone
many changes recently. The Basle Accord,
which I consider a significant step forward, pro-
vided international standards for commercial
banks. It promoted a more even playing field
among banks, whose operations increasingly
cross national boundaries, and it explicitly rec-
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ognized the large risks to banks that could arise
from off-balance-sheet items. The objective of
these new regulations was to better match bank
capital with the risks inherent in the bank’s
assets. Because banks with riskier portfolios
have a greater probability of large losses, requir-
ing higher capital for riskier institutions is a
substantial improvement.

Because asset classifications under the Basle
Accord were not sufficiently precise to adjust for
all types of risk, and in particular because inter-
est rate risk was not incorporated into the origi-
nal ratios, regulators adopted an additional re-
quirement for U.S. banks, the ‘‘leverage ratio.”
This ratio sets a minimum capital-to-asset ratio of
3 percent for institutions with the best supervi-
sory rating but does not weight the assets of the
bank according to risk. The leverage ratio was
intended to provide a floor for bank capital that
all banks were expected to satisfy, regardless of
risk. Unfortunately, implementation of the lever-
age ratio requirement has caused some unfore-
seen problems.

First, higher leverage ratios have been re-
quired for banks that have been downgraded on
the basis of loan losses. Although this would
seem to be common sense, the raising of capital
standards to reflect current and past problems
rather than prospective problems related to asset
risk may well have caused bank lending to be-
come procyclical.

Second, for many institutions, particularly for
those in New England, this leverage ratio
adjusted for the condition of the bank has be-
come the most binding capital ratio, making the
risk-weighted capital ratios irrelevant. New En-
gland was the first region that experienced both a
dramatic decrease in bank capital and the effects
of the new bank capital regulations. Its experi-
ence suggests some ways in which the new
approach should be modified.

In my view, the better approach would be to
determine the appropriate risk-based capital ra-
tios for an institution ahead of time and then stick
to them. Reducing these ratios to allow for losses
would be forbearance that I would object to.
However, increasing the ratios in response to
actual losses creates a procyclical problem. In
short, I believe the target should be based on
future risks rather than on realized losses.

THE EFFECTS OF CHANGING CAPITAL
RATIOS IN NEW ENGLAND

The New England economy would be experienc-
ing problems even if no difficulties had occurred
in the banking sector. Slower defense spending,
regional concentrations in shrinking sectors of
the computer industry, and the restructuring of
the financial services industry made New En-
gland more sensitive to an economic downturn
than the rest of the United States. Nonetheless,
the regional recession clearly has been com-
pounded by problems in banking and real estate.

The Boston District has suffered a much more
severe decline in employment in the recent re-
cession than any of the other Federal Reserve
Districts. In addition, those other regions that
experienced banking problems and a slowdown
in real estate prices, such as the Mid-Atlantic
states, have also shown significant declines in
employment.

The current problems in New England actually
began in the 1980s. New England commercial
banks expanded rapidly, doubling assets be-
tween 1984 and 1989. Much of the growth was
due to real estate loans, which grew 370 percent
in New England over this period, much faster
than in the nation as a whole. Bank financing of
the real estate boom in New England signifi-
cantly increased bank exposure to risk. Although
the boom in New England enabled the region’s
commercial banks to increase their capital, their
assets grew so fast that they achieved only
modest increases in their capital-to-asset ratios.

In retrospect, this was an significant missed
opportunity. Had institutions chosen to improve
their capital-to-asset ratios by growing more
slowly, they would likely have expanded less
aggressively in construction and commercial real
estate loans, whose value eventually declined
significantly, If, in addition, they had chosen to
raise new capital while their prospects were good
and their stock prices high, they would have had
a much larger buffer when the real estate bubble
burst. It should be recognized, however, that real
estate was seen in the 1980s as a much more
secure investment than it is today.

Because their capital had not risen enough
during the good times, banks were inadequately
prepared for the bad times. Ideally, banks set
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loan-loss reserves to anticipate any expected
loan losses and maintain equity capital as a
reserve against anticipated loan losses. Unfortu-
nately, in retrospect, neither reserve was raised
sufficiently during the real estate boom. Futher-
more, during the ensuing bust, as banks depleted
their capital by writing off bad real estate loans,
we began to require troubled banks to achieve
higher leverage ratios than banks that had yet to
experience difficulties.

Ideally, poorly capitalized banks would raise
new equity quickly to replenish their capital.
Because most troubled banks have small or
negative earnings, restoring capital by retaining
profits is not feasible. Similarly, new equity
issues may not be a feasible alternative because
potential investors cannot make accurate as-
sessments of troubled banks without an in-
depth appraisal of the loan portifolio. Thus,
banks that have recently lost capital but are still
viable have difficulty convincing investors that
prospects for the future, rather than problems
of the past, motivate the new equity issue.
When new equity issues are not feasible for
capital-depleted banks, they are forced to
shrink. (Although the capital-to-asset ratio of
New England banks has been increasing in the
past two years, this improvement is primarily
the result of shrinking assets rather than of
capital growth.)

Recently, efforts to shrink have caused some
banks to downsize in ways that can impair the
long-run prospects of the institution and the local
economy it serves. Banks not only reduce their
new lending but also cut back on current lending,
either by demanding repayment of outstanding
loans or by refusing to renew credit. This is a
greater problem for small businesses, which are
more dependent on local bank financing, than for
larger businesses, which have better access to
national credit markets.

Research conducted at the Federal Reserve
Bank of Boston has found that poorly capitalized
institutions have shrunk more than their better
capitalized competitors. This research also re-
veals that banks that are required to increase
capital levels over a very short period reduce
their lending activity more than would be ex-
pected at this stage of the business cycle, even

after controlling for mergers, loan sales, and loan
reclassifications.

With so many institutions short of capital,
some banks have begun to examine ‘‘gimmicks”’
as possible ways to satisfy the leverage ratio. For
example, a bank can shrink artificially by moving
securitized assets into nonbank subsidiaries.
This practice has perverse results for the Federal
Deposit Insurance Corporation (FDIC). The
least liquid and most risky assets remain in the
bank under the FDIC insurance umbrella, while
the more liquid and less risky assets are removed
from the bank. Should this strategy be adopted
by many institutions, eventually the FDIC will be
insuring much riskier institutions than it has in
the past.

CONCLUSION

In my judgment, bank capital should return to its
historical role of serving as a shock absorber.
This can best be achieved by allowing risk-
weighted capital ratios to return to center stage.
All banks should be required to satisfy the risk-
weighted capital ratios agreed upon in the Basle
Accord, and in addition a flat 3 percent or 4
percent leverage ratio. If the leverage ratio were
no longer adjusted upward for bets lost and were
restored to its original role of providing a floor for
bank capital regardless of risk, most institutions
could focus once again on the risk-weighted
capital ratios. Once interest rate risk has been
incorporated into the risk-weighted ratios, the
leverage ratio could be eliminated.

I am hopeful that the situation is now improv-
ing. All of us are coming to recognize the macro-
economic impact of regulatory policy. This is
most essential if banks are to help finance the
economic recovery,

The financial condition of New England banks
is also improving. Several large banks in the
region have recently announced new stock is-
sues. The higher stock prices of many New
England banks should provide an opportunity for
more banks to raise capital with new equity
issues. Improved capital positions will not only
reduce the FDIC’s possible exposure but should
also enable banks to return to the business of
making loans to creditworthy borrowers. O
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Statement by Alan Greenspan, Chairman, Board
of Governors of the Federal Reserve System,
before the Committee on Banking, Housing, and
Urban Affairs, U.S. Senate, July 21, 1992

I am pleased to have this opportunity to present
the Board’s semiannual Monetary Policy Report
to the Congress.! Earlier this month, when the
Federal Open Market Committee (FOMC) for-
mulated its plans and objectives for the next year
and a half, it did so against the backdrop of an
economy still working its way through serious
structural imbalances that have inhibited the
pace of economic expansion. In light of the
resulting sluggishness in the economy and of
persistent weakness in credit and money, the
System on July 2 cut the discount rate Y2 per-
centage point and eased reserve market condi-
tions commensurately. These actions followed a
reduction in the federal funds rate in early April.
The recent easing of reserve conditions should
help to shore up the economy and, coming in the
context of a solid trend toward lower inflation,
have contributed to laying a foundation for a
sustained expansion of the U.S. economy.

THE U.S. ECONOMY AND MONETARY
PoLICY

Our recent policy moves were just the latest in a
series of twenty-three separate easing steps that
began more than three years ago. In total, short-
term market interest rates have been reduced by
two-thirds. The federal funds rate, for example,
has declined from almost 10 percent in mid-1989
to 34 percent currently. The discount rate has
been cut to 3 percent—a twenty-nine-year low.
Despite the cumulative size of these steps, the
economic recovery to date has nonetheless been
very hesitant. Based on experience over the past
three or four decades, most forecasters would
have predicted that a reduction of the magnitude
seen in short-term interest rates, nominal and
real, during the past three years would by now

1. See ‘‘Monetary Policy Report to the Congress,’’ in this
issue.

have been associated with a far more robust
economic expansion.

Clearly the structural imbalances in the econ-
omy have proved more severe and more endur-
ing than many had previously thought. The econ-
omy still is recuperating from past excesses
involving a generalized overreliance on debt to
finance asset accumulation. Many of these activ-
ities were based largely on inflated expectations
of future asset prices and income growth. In
short, an overbuilding and an overbuying of
certain capital and consumer goods were made
possible by overleverage. And when realities
inevitably fell short of expectations, businesses
and individuals who were left with debt-bur-
dened balance sheets diverted cash flows to debt
repayment at the expense of spending, while
lenders turned considerably more cautious.

This phenomenon is not unique to the United
States. To a greater or lesser extent, similar
adjustments have gripped Japan, Canada, Aus-
tralia, the United Kingdom, and several northern
European countries. For the first time in a half
century or more, several industrial countries
have been confronted at roughly the same time
with asset—price deflation and the inevitable con-
sequences. Despite widespread problems, we
seem to have at least avoided the crises that
historically have been associated with such peri-
ods in the past.

In the United States especially, important eco-
nomic dynamics ensued as the speculative acqui-
sition of physical assets financed by debt out-
paced fundamental demands. In some markets
for physical assets, such as office buildings, a
severe oversupply emerged, and prices plum-
meted. In others, such as residential housing,
average price appreciation unexpectedly came to
a virtual standstill, and prices fell substantially in
some regions. Firms that had been subject to
leveraged buyouts based on overly optimistic
assumptions about the future values at which
assets could be sold began to encounter debt-
servicing problems.

More generally, disappointing earnings and
downward adjustment in the values of assets
brought about reduced net worth positions and
worsened debt-repayment burdens. Creditors
naturally pulled back from making risky loans
and investments, and as pressures mounted on
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lenders’ earnings and capital, some features of a
“‘credit crunch’ appeared. As borrowers them-
selves became more cautious about taking on
more debt, as well as about spending, credit
flows to nonfederal sectors diminished apprecia-
bly.

It is not that this process was unforeseeable in
the latter years of the 1980s. The sharp increase
in debt and the unprecedented liquidation of
corporate equity clearly were unsustainable and
would eventually require a period of adjustment.
What was unclear was the point at which finan-
cial problems would begin to constrain spending
and how strong those constraints would be.
Forecasts of difficulties with debt and strained
balance sheets had surfaced from time to time
over the past decade. But only in recent years did
it become apparent that debt leverage had
reached its limits, inducing consumers and busi-
nesses to retrench. Moreover, the degree of
retrenchment has turned out to be much greater
than experience since World War II would have
suggested.

The successive monetary easings have served
to counter these contractionary forces, fending
off the classic ‘‘bust’’ phase that seemed invari-
ably to follow speculative booms in pre-World
War 1l economic history. During those severe
episodes, sharp declines in output and income
were associated with a freezing up of credit
availability, widespread bankruptcies by borrow-
ers, and closings of newly insolvent financial
institutions. Thus, balance sheets were cleansed
only through the massive writing off of loans,
involving a widespread destruction of creditor
capital.

To be sure, elements of this historical process
have been at work in recent years, but the
monetary policy stimulus since mid-1989 has
forestalled such a severe breakdown. Lower
interest rates have lessened repayment burdens
through the refinancing and repricing of out-
standing debt and, together with higher stock
prices, have facilitated the restructuring of bal-
ance sheets. Indeed, considerable progress in
this regard has become evident for both house-
holds and businesses. The much more subdued
rate of household and business credit expansion
has reduced the leverage of both sectors. House-
hold debt service payments as a percent of

disposable personal income have retraced about
one-half of the runup that occurred during the
previous expansion, and further progress ap-
pears in train. Similarly, nonfinancial corpora-
tions’ gross interest payments as a percent of
cash flow are estimated to have retraced much of
the increase of roughly 10 percentage points that
occurred in the expansion. The improvements in
balance sheets, together with the beneficial ef-
fects of lower interest rates, have been reflected
in reduced delinquencies on consumer loans and
home mortgages, increased upgradings of firms’
debt ratings, and narrowed quality spreads on
corporate securities. Furthermore, lower interest
rates, along with two reductions in reserve re-
quirements, have appreciably cut the funding
costs of depository lenders, materially improved
interest margins, and fostered the replenishment
of depository institution capital.

Although greatly moderating the potential ad-
verse effects of the necessary adjustment process
on economic activity, monetary stimulus also has
stretched out the period over which adjustments
will occur. A more drawn-out adjustment of
impaired balance sheets, as we now are experi-
encing, obviously is much preferable to the alter-
native: an adjustment through massive financial
and economic contraction. Yet the ongoing cor-
rective process has meant that the economic
expansion has been hobbled in part by the con-
tinued restraint on spending by still overlever-
aged and hence cautious debtors. Balance sheets
ultimately will reach comfortable configurations,
but even before then we should experience a
quickening pace of economic activity as the grip
of debt-burden pressures begins to relax. Last
year I characterized this process as the economy
struggling against a fifty-mile-an-hour headwind.
Today its speed is decidedly less but still appre-
ciable.

Uncertainty about how far the process of bal-
ance sheet adjustment would have to go and for
how long the spending retrenchment of over-
leveraged debtors would continue has been a
factor in shaping Federal Reserve policy over the
past few years. This uncertainty has been shared
by many other observers, who, based on past
experience, were somewhat skeptical about the
strength and persistence of spending restraint by
both the private and public sectors and dubious



Statements to the Congress 675

about the persistence of disinflationary forces.
Against that background, more rapid or forceful
easing actions more than likely would have been
interpreted by market participants as risking a
resurgence of inflation. That would have led to
higher rather than lower long-term interest rates.
As I have indicated many times before this
committee, lower long-term rates are crucial in
promoting progress toward more stable balance
sheet structures in support of sustained eco-
nomic expansion.

In fact, long-term interest rates have stayed
disturbingly high in the face of sharply lower
short-term rates. A greater decline in long rates
would have encouraged additional restructuring
of business and household balance sheets and
fostered stronger spending on business fixed in-
vestment goods, housing, and consumer durables.
Bond yields have not come down more primarily
because investors have been inordinately worried
about future inflation risks. Although investors
seem to exhibit only modest concern over a
reemergence of stronger inflation during the next
few years, they apparently fear a resurgence fur-
ther in the future, to a large extent as a conse-
quence of expected outsized budget deficits exert-
ing pressure for monetary accommodation.

Other forces have added to the restraint on the
economy associated with balance sheet adjust-
ments. The scaling back of defense spending has
been retarding near-term economic growth. A
significant reallocation of resources is an inevita-
ble consequence of the phasedown of defense
spending, involving the redeployment of military
personnel as well as industrial and technological
capacity into civilian activities. Such shifting of
resources away from military production prom-
ises a welcome boost to long-run prospects for
the nation’s productivity and growth. Nonethe-
less, the process of transition involves significant
frictions and lags, and in the meantime the falloff
of the military budget has represented a drag on
aggregate demand. At the same time, budgetary
problems among states and localities have forced
painful cutbacks by those units and burdensome
tax increases as well.

In addition, the noticeable slowdown in eco-
nomic growth in other major industrial countries
since mid-1990 has further tended to depress
demand for goods and services produced in the

United States. Fortunately, continued rapid eco-
nomic growth on the part of developing countries,
whose imports from the United States have grown
in relative importance, has prevented a greater
weakening in the expansion of our exports.

THE U.S. ECONOMIC OUTLOOK

Clearly in this environment, with conflicting
forces of expansion and contraction continuing
to vie for supremacy, any projection must be
viewed as tenuous. In this context, the central
tendencies of the projections of Federal Reserve
Board members and Reserve Bank presidents are
given in the Board’s report. They project that the
economic expansion is likely to strengthen mod-
erately, to a range of 2% to 3 percent over 1993,
Such a pace is expected to reduce the unemploy-
ment rate noticeably over the next year and a
half. This outlook is supported by several con-
siderations, including the stimulus now in train
from recent interest rate declines and the prog-
ress being made by borrowers and lenders in
repairing strained balance sheets. Some pent-up
demand for business capital goods, housing, and
consumer durables should surface as the incen-
tives for spending retrenchment abate.

In our judgment, the interest rate declines to
date, working to offset spending constraints re-
lated to balance sheet strains, should not endan-
ger the further ebbing of inflationary pressures.
Even as the anticipated strengthening of eco-
nomic activity occurs, monetary policy will con-
tinue to promote ongoing progress toward the
longer-run objective of price stability, which
should lay the foundation for sustained economic
expansion. The financial fundamentals, such as
money and credit growth, point to a continuation
of disinflationary trends, and the central ten-
dency of our projections for Consumer Price
Index (CPI) inflation next year is 2% to 3V
percent. If this were realized, inflation would be
about back to a pace last seen on a sustained
basis around a quarter century ago. As I often
have noted to this committee, the most important
contribution the Federal Reserve can make to
encouraging the highest sustainable growth the
U.S. economy can deliver over time is to provide
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a backdrop of reasonably stable prices on aver-
age for business and household decisionmaking.

RECENT BEHAVIOR OF THE MONETARY
AGGREGATES

The relationship between money and spending
also has been profoundly affected by the process
of balance sheet restructuring. The broad mone-
tary aggregates, M2 and M3, currently stand
below their annual growth ranges, despite the
earlier substantial declines in short-term interest
rates. My previous testimonies to the Congress
noted that aberrant monetary behavior emerged
in 1990 and has since intensified. We at the
Federal Reserve have expended a great deal of
effort in studying this phenomenon and have
made some progress in understanding it. To
summarize our findings to date: The weakness of
the broad monetary aggregates appears impor-
tantly to have reflected the variety of pressures
that rechannelled credit flows away from depos-
itory institutions, lessening their need to issue
monetary liabilities. The public, in the process of
restructuring and deleveraging balance sheets,
found that monetary assets had become less
attractive relative to certain nonmonetary finan-
cial assets or to debt repayment.

The reduced depository intermediation
stemmed from emerging problems of asset qual-
ity, which, in turn, prompted both the pulling
back of depositories from lending and responses
by regulators that reinforced those tendencies.
One such response was the shutting down or sale
of insolvent thrift institutions. In the process,
about $90 billion of thrift assets have been taken
onto the books of the Resolution Trust Corpora-
tion, where they are funded by government secu-
rities instead of depository liabilities. The man-
aged liabilities of depositories have been most
affected by this shift. However, retail depositors
also have been induced to shift into other instru-
ments by the abrogation of their original contracts
by acquiring institutions and the consequent dis-
ruption of their banking relationships.

At banks and solvent thrift institutions as well,
problems of asset quality, especially for commer-
cial real estate, were mounting as the 1980s came
to a close. Banks reacted by tightening their

nonprice lending terms and credit standards ap-
preciably and widening the spread of lending rates
relative to costs of funds. Upward pressure on
bank loan rates was augmented as investors,
concerned about adequate bank capitalization,
raised risk premiums on bank debt and short-term
managed liabilities. In addition, regulatory initia-
tives, such as stricter capital standards, higher
insurance premiums, and more intense supervi-
sory scrutiny, raised the cost of depository inter-
mediation. Reserve requirement cuts have repre-
sented only a partial offset. As intermediation
costs rose, banks further increased loan spreads
and redoubled efforts to securitize loans and oth-
erwise constrain expansion in their balance
sheets.

More recently, the decline in short-term market
rates, combined with the improvement in asset
quality that was partly associated with the modest
economic expansion, has considerably boosted
bank earnings. Banks also have strengthened their
financial condition by improving their liquidity
position and by taking steps that should reduce
noninterest expenses over the long run through
restructuring and, in some cases, consolidation.
Several banks—especially large banks—have
conserved capital by reducing dividends. Banks
have regained access to capital markets and have
significantly rebuilt their capital positions. Inter-
mediation costs and pressures to bolster capital,
however, have been further elevated by the
added restrictions contained in the Federal De-
posit Insurance Corporation Improvement Act
(FDICIA). Partly as a consequence, lending
spreads have stayed relatively high, as suggested
by a prime rate that is a substantial 2% percentage
points above the federal funds rate. Recent survey
responses suggest that nonprice terms and lending
standards, though not tightening further, also
have remained stringent.

Bank lending has shown few signs of strength-
ening, as demands for bank loans have stayed
dormant. The internal cash flows of nonfinancial
businesses have strengthened, and many firms
have raised substantial funds in equity markets,
so overall credit demands have been light. Large
firms, especially those with good credit ratings,
have preferred bond markets over banks as a
place to borrow. Meanwhile, households, feeling
the strain of debt-service burdens, have rechan-
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nelled cash flows away from retail deposits to the
repayment of consumer debt at banks and other
lenders. They were also encouraged to delever-
age their balance sheets by the wider spread
between consumer loan rates and retail deposit
rates, which was accentuated on an after-tax
basis by the phaseout of the tax deductibility of
interest payments on consumer loans.

With little need for new funding, banks and
thrift institutions have lowered rates on retail time
deposits, especially on intermediate- and long-
term accounts, by more than market rates have
declined. Under regulatory pressure, banks also
have cut back reliance on, and returns to, bro-
kered deposits. Even on negotiable order of with-
drawal accounts, savings deposits, and money
market deposit accounts, to which inflows have
strengthened, returns on the larger accounts—
likely involving the most interest-sensitive depos-
itors—have dropped much faster than have the
most common rates paid. The comparatively high
returns on longer-term debt and equity instru-
ments also have drawn household assets out of
retail deposits. Bond and stock mutual funds in
particular have recorded substantial inflows.

Thus, the weakness in the broader monetary
aggregates, which has been even more pro-
nounced this year, can be seen as an aspect of the
entire process of rechannelling credit flows away
from depositories and of restructuring the public’s
balance sheets. However, the disintermediation
and restructuring forces, which have acted pow-
erfully to depress the growth of money, have
exerted a less powerful constraint on spending;
that is, slower money growth has not tended to
show through percentage point for percentage
point to reduce expansion of nominal gross do-
mestic product. Accordingly, these disintermedi-
ation and restructuring forces have tended to
boost the velocity of the broader aggregates.
Increasing M3 velocity has been evident for some
years, but the tendency for M2 velocity to rise
was obscured until recent quarters by the oppos-
ing influence of declines in short-term market
rates. Lower short rates reduced the potential
returns given up by holding liquid M2 balances,
thereby providing support to demands for M2 and
countering the emerging tendency for its velocity
to increase. But M2 velocity appears to have
registered an appreciable increase in the first half

of this year, and the Federal Reserve has had to
take the emerging behavior of velocity into ac-
count in deciding how much weight to place on
slow M2 growth in guiding its policy actions.

PROSPECTIVE BEHAVIOR OF THE
MONETARY AGGREGATES

Looking ahead, the recent increases in M2 ve-
locity may well continue, although the uncertain-
ties in this regard are considerable. Returns on
short-term market instruments relative to rates
on M2 balances have dropped to unprecedented
lows. Depositories may well reduce liquid de-
posit rates further to restore longer-run relation-
ships with money market rates. Should this oc-
cur, the resulting shifts in assets would reduce
M2 demand without much influencing spending,
further boosting the velocity of this aggregate.
The velocity of M2 also would tend to increase if
any pickup in credit availability at banks associ-
ated with stronger economic expansion were
funded out of their sizable holdings of liquid
securities and newly issued managed liabilities
rather than through recourse to retail deposits.
Another significant imponderable involves the
public’s demand for M2 balances. The extent to
which households will continue to repay or avoid
debt by drawing down M2 balances is difficult to
foresee with any precision, as one cannot accu-
rately gauge households’ desired leverage posi-
tions. An early completion of household balance
sheet adjustments would help restore incentives
to build liquid money balances, cutting into in-
creases in M2 velocity. Any decline in long-term
market rates could dissuade households from
reaching for better returns out the yield curve
beyond M2 maturities and thereby bolster M2
demands even more than it would spending. This
would further offset the tendency for disinterme-
diation and deleveraging to raise M2 velocity. All
told, predicting either the share of depository inter-
mediation in overall credit flows or the share of
money in the public’s overall demand for financial
assets is currently more difficult than usual.
Against this background of considerable un-
certainty about evolving monetary relationships,
the committee retained the current ranges for
money and credit growth this year. These growth
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ranges are 22 to 62 percent for M2, 1 to 5
percent for M3, and 4% to 8% percent for debt.
On a provisional basis, the same ranges also were
carried over to next year.

If velocities were to show little further in-
crease, then growth of the monetary aggregates
within these specified ranges for both years
would be consistent with the achievement of
noninflationary economic expansion. The reduc-
tion in short-term interest rates resulting from
our recent policy action enhances the odds on
money growing within these ranges. On the other
hand, if the unusual velocity increases seen so far
this year were to persist over the next six quarters,
then growth of M2 and M3 around or even below
the lower bounds of their ranges could still be
acceptable.

In any case, the current ranges represent a way
station on the road to reasonable price stability.
Even with a return to the traditional secular
stability of M2 velocity, the midpoint of the cur-
rent ranges would still be higher than needed to
support long-run economic growth in the context
of price stability. And, if velocity increases do, in
fact, occur during a transition period to a higher
long-run equilibrium level, then ranges somewhat
lower than the current specifications would be
warranted over this interval. But in light of the
considerable uncertainties about nearer-term ve-
locity developments, the Federal Open Market
Committee did not commit itself to new, respeci-
fied ranges for M2 or M3 for 1992. Such a respeci-
fication would carry the presumption that the new
range was clearly more consistent with broader
economic objectives, and in view of the uncertain
relationships involved, the FOMC did not wish to
convey that impression. This year’s ranges were
carried forward on a provisional basis for 1993

until such time as additional experience and anal-
ysis could be brought to bear on the issue of
monetary behavior. In any event, the FOMC wili
revisit the issue of its money and credit ranges for
1993 no later than its meeting next February. By
then more evidence will have accumulated about
evolving monetary relationships. In light of the
difficulties in predicting velocity, signals con-
veyed by monetary data will have to continue to
be interpreted together with other sources of
information about economic developments.

CONCLUDING REMARKS

I expect that the economic expansion will soon
gain momentum, which lower inflation should
help to maintain. Although the economy still is
working its way through structural impediments
to more vigorous activity, the advances that
already have been made in this regard augur well
for the future. Banks and other lenders, having
made considerable strides in rebuilding capital,
have greater capacity to meet enlarged credit
demands. The strengthening of household fi-
nances to date has established a firmer founda-
tion for future consumer outlays. And the re-
structuring of business balance sheets so far,
together with improved labor productivity and
profitability, has better positioned producers to
support sustainable output gains. These gains
would be even larger if the federal government
can make significant progress toward bringing
the budget into balance, releasing saving for
productive private investment, and brightening
further the prospects for ongoing advances in
living standards for all Americans. a

Chairman Greenspan presented identical testimony before the Subcommittee on Domestic
Monetary Policy of the House Committee on Banking, Finance and Urban Affairs, July 22, 1992.

Statement by John P. LaWare, Member, Board of
Governors of the Federal Reserve System, before the
Committee on Banking, Finance and Urban Affairs,
U.S. House of Representatives, July 30, 1992

I am pleased to have this opportunity to discuss the
Federal Reserve’s supervision of bank lending on
commercial real estate and the international coordina-
tion of supervisory efforts, in general. As requested, I
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will also provide an assessment of commercial real
estate markets throughout the United States and de-
scribe steps we have taken to alert examiners about
potential risks.

In brief, conditions within the U.S. banking system
generally appear to be improving and, for some insti-
tutions, to be improving in significant ways. This
progress flows from several sources, including a gen-
eral stabilizing of commercial real estate markets,
albeit at a relatively depressed level in all too many
cases. Nevertheless, problem real estate credits re-
main a principal concern to major bank lenders
throughout the United States and also, of course, to
the supervisory agencies. It is important to learn from
past events, and steps are being taken by both banks
and the agencies to prevent the recurrence of problems
of the scope we have experienced in recent years.

IMPORTANCE OF COMMERCIAL
REAL ESTATE LENDING

Although real estate lending has always been
important to U.S. commercial banks, it became
even more critical to the industry during the past
decade, as all loans secured by real estate in-
creased from 14.5 percent of total commercial
bank assets at the end of 1980 to nearly one-
quarter of the industry’s assets at the end of
1991. Currently, loans secured by real estate
represent the largest asset class held by banks
today and at $850 billion exceed the volume of
commercial and industrial loans by more than
$330 billion. In absolute terms, real estate loans
have accounted for more than one-half of the
industry’s loan growth since 1980.

This growth in real estate lending includes
substantial increases in home mortgages as well
as commercial real estate loans, but it is the
latter, of course, that has mainly presented the
problems to the banking industry. Commercial
real estate lending has also been the fastest
growing real estate segment, as loans outstanding
nearly quadrupled during the 1980s. This lending,
combined with that provided by thrift institu-
tions, fueled a dramatic expansion in commercial
real estate building nationwide that has left mar-
kets in most cities throughout the United States
significantly overbuilt.

To understand conditions today, it is helpful to
consider views commonly held during much of
the 1980s when most of the excess construction
occurred. Over that period, contractors and lend-
ers alike seemed to believe that nearly all real
estate projects would prove profitable, for a long
time. That view was supported by experiences in
which properties were generally worth more by
the time they were completed than all the costs
included in their construction. Even banks that
held problem real estate investment trust (REIT)
loans in the mid-1970s had seen those problems
largely disappear as rising inflation rates gave
real estate values a boost. Although inflation
rates had declined since then, many developers
and lenders still felt that real estate values would
continue to increase.

These expectations, as well as favorable tax
treatment accorded by 1982 legislation and the
general ebullience of the economy, encouraged
many builders to expand their activities. At the
same time, thrift institutions looking for added
revenues to offset other problems, banks experi-
encing a loss of customers to other lenders and to
the open market, and foreign banks seeking to
expand their presence in the United States, all
decided to lend aggressively in the real estate
sector.

A principal result of this intense competition
was that many institutions liberalized their terms
of lending. In particular, they became more will-
ing to finance land acquisition and construction
projects and also to provide so-called ‘‘mini-
perm’’ loans to carry projects several years be-
yond construction. That financing allowed devel-
opers and other real estate borrowers to
undertake projects without the permanent take-
out financing traditionally provided by long-term
investors. During their first few years of opera-
tion the projects were to become fully, or at least
mostly, leased and permanent financing ob-
tained. Clearly, though, as commercial real es-
tate markets deteriorated in the face of excessive
capacity, many properties failed to lease up, and
relatively few long-term lenders have stepped
forward. Thus, banks have been unable to extri-
cate themselves from many of these credits.

As the committee knows, the resulting expo-
sure from mini-perms and from other commercial
real estate lending has placed substantial stress
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on the banking industry, has been a main con-
tributor to the failure of several large banking
institutions, and has led to the merger or acqui-
sition of others. At the end of March 1992, U.S.
commercial banks held more than $26 billion of
nonperforming commercial real estate loans and
another $21 billion of foreclosed commercial
properties. These high levels remain despite the
large charge-offs the industry has taken in recent
years. The main positive note is that the increase
in problem real estate loans has slowed sharply
from the explosive pace of 1990 and, even includ-
ing foreclosed assets, has virtually stopped since
the middle of last year.

SUPERVISORY PROCEDURES FOR
REAL ESTATE CREDITS

With that background, I would like to discuss the
Federal Reserve’s procedures for reviewing real
estate loans and for assessing the lending activi-
ties of state member banks, These procedures
are contained in our Commercial Bank Examina-
tion Manual and in other supplementary docu-
ments that provide guidance on the supervision
of real estate lending that the Federal Reserve
has followed for many years.

An assessment of real estate lending activities
rests heavily on the payment performance of
each borrower, the value of the collateral sup-
porting individual loans, and a review of the
bank’s own operating policies and procedures.
Examiners also determine whether the bank has
complied with applicable laws and regulations
and whether its portfolio is consistent with gen-
eral principles of diversity. When weaknesses
are found, examiners are instructed to ensure
that corrective measures are adopted.

Lending policies are reviewed to see that they
are well documented and complete and that they
cover relevant aspects of a sound lending activ-
ity. Examiners also consider the following:
whether, for example, policies define the geo-
graphic limits within which the bank will lend;
the types of properties acceptable to the bank;
the required internal authorizations; the type and
frequency of information to be required from the
borrower and the appraiser; the maximum ac-
ceptable exposures; and the standards for docu-

mentation. Besides determining whether the pol-
icies and stated procedures are adequate, our
examiners also undertake to confirm that the
policies are being followed by reviewing loan
portfolios and credit files.

Traditionally, in assessing individual loans and
loan portfolios, examiners have been advised to
consider the borrower’s fundamental ability to
meet his or her obligations and to not place
undue reliance on the collateral value of a loan.
Therefore, if the collateral’s value declines but
other factors remain sound, a loan is not auto-
matically classified or criticized. The wisdom of
that approach has been demonstrated by recent
experience, as the value of many commercial real
estate properties declined below previously ap-
praised values. Nevertheless, when a credit does
become troubled and the borrower is unable to
meet an obligation, the role of the collateral
increases in importance. It is critical, therefore,
that banks have sound appraisal policies and
standards in place.

There are several ways to estimate a proper-
ty’s value that are accepted by appraisers, bank-
ers, and the regulatory agencies. They typically
consider a variety of factors, including the his-
torical cost less appropriate depreciation, the
current market comparisons, and the capitalized
value of revenues that the property is reasonably
expected to provide. When appraisals are con-
sidered to be out of date or otherwise deficient,
examiners replace inaccurate or outdated as-
sumptions and generally follow procedures sim-
ilar to those used in the appraisals. Because
commercial real estate loans of banks are often
made on relatively new properties, examiners
generally consider estimated stabilized income
streams when making their assessments. They
also look for indications of troubled loans such as
rent concessions, declining market prices, or
payment problems. Consideration is also given to
the unique characteristics of real estate proper-
ties, which can be either beneficial or harmful to
their underlying value.

After their review, examiners assign a specific
rating to each problem loan. Those loans rated
substandard are likely to produce losses to the
lender unless deficiencies are corrected. Doubt-
Jul loans are those for which collection in full is
highly questionable and improbable, while assets
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rated loss are considered uncollectible and not
appropriate to report as bankable assets. Besides
assigning ratings, examiners should attempt to
determine the amount of a loan that should
properly be charged off or reserved and then
classify the remainder, as appropriate.

Not yet mentioned are other possible supervi-
sory standards for real estate lending that have
been recently proposed as a result of require-
ments of the Federal Deposit Insurance Corpo-
ration Improvement Act (FDICIA). Earlier in
July the Board issued for public comment its
proposal regarding section 304 of FDICIA, a
section that requires the agencies to adopt uni-
form regulations prescribing standards for real
estate lending. If the proposal were adopted, it
would reimpose a concept of regulatory maxi-
mum loan-to-value (LTV) ratios for real estate
lending that was repealed for national banks by
the Congress in the early 1980s.

Tentatively, the ratios would serve as guide-
lines for a variety of different types of real estate
loans. Under one alternative method, lenders
would individually establish LTV ratio limits
within or below a range of supervisory limits
prescribed in uniform regulations and subject to
supervisory review. The low end of the range
would be considered as a benchmark ratio for
that category of loan. Institutions would be able
to select a higher maximum ratio (within the
specified range) on the basis of demonstrated
expertise in that particular type of lending and
other factors. Under the second alternative, the
agencies would prescribe maximum LTV ratio
standards in their regulations that institutions
could not exceed.

Several exemptions to these standards are
proposed, such as loans guaranteed or insured by
the U.S. government, and a provision allows for
a limited amount of nonconforming loans. The
agencies are also considering exemptions for
loans to organizations or projects promoting the
economic rehabilitation and development of low-
income areas. The final details of the standard
will depend upon the comments received and any
further agency reviews. Uniform regulations are
required to be adopted by March 1993.

In hindsight, more stringent standards and
more vigorous supervision might have helped
prevent many of the problems we have seen.

Examiners did not insist on conservative prac-
tices as much as they should have. But in boom
times, it is hard to argue with success.

It is important to emphasize, in this connec-
tion, that examiners do not dictate that bankers
extend, or not extend, credit in specific cases.
That responsibility properly belongs to the
banker. The examiner, rather, should review
procedures for safety and soundness and help
ensure that the bank’s financial statements rea-
sonably reflect the condition of the bank. Pro-
vided bank policies and procedures are reason-
able, appraisals appear sound, and the credit is
performing as agreed, it is difficult and inappro-
priate for examiners to criticize loans or to
override the banker’s judgment about the out-
look for future market conditions.

However, as asset quality deteriorates and it
becomes clear that conditions have changed and
that management’s strategy has not worked as
planned, the bank’s activities may begin to
threaten the safety net. At that point, the exam-
iner and other supervisors obviously have a more
important voice in the approach management
takes in resolving its problems, and they more
forcefully impose their views. Corrective mea-
sures required of the bank may take several
forms, including capital plans, restrictions on
lending, and the development of stronger credit
standards. If necessary, supervisory demands
can be backed by cease-and-desist orders and
can involve the removal of key officers and
directors and, ultimately, seizure of the bank.

RECENT INITIATIVES

Concerns about excessive tightening of credit
standards by many banks and the inability of
apparently creditworthy borrowers to obtain or
renew bank financing in the wake of examiner
criticisms of commercial real estate credits led
the agencies to undertake an extensive review of
their examination practices throughout much of
last year. In recognition that banks had shifted
markedly in their willingness to lend, the agen-
cies undertook special efforts to coordinate and
clarify their supervisory policies.

Much of the reduced willingness to lend was
understandable given weak economic conditions,
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the level of excess capacity in commercial real
estate markets, and the asset-quality problems of
many banks. Moreover, some strengthening of
credit standards was needed in much of the
industry, and those changes would necessarily
affect the lending policies of many banks. Nev-
ertheless, the agencies felt that banks might be
tightening unduly because of concerns about
supervisory actions. We wanted to ensure that
banks did not misunderstand our supervisory
policies or believe that examiners would auto-
matically criticize all new loans to troubled in-
dustries or borrowers.

Accordingly, building on earlier initiatives, in
March 1991 the agencies issued a joint statement
to address this matter. That statement sought to
encourage banks to lend to sound borrowers and
to work constructively with borrowers experi-
encing temporary financial difficulties, provided
they did so in a manner consistent with safe and
sound banking practices. The statement also
indicated that failing to loan to sound borrowers
can frustrate bank efforts to improve the quality
and diversity of their loan portfolios. Undercap-
italized institutions and those with real estate or
other asset concentrations were expected to sub-
mit plans to improve their positions, but they
could continue sound lending activities provided
the lending was consistent with programs that
addressed their underlying problems.

At other times during the year, and particularly
in early November, the agencies expanded on
that March statement and issued further guid-
ance regarding the review and classification of
commercial real estate loans. The intent was to
ensure that examiners reviewed loans in a con-
sistent, prudent, and balanced fashion. This sec-
ond statement emphasized that evaluation of real
estate loans should be based not only on the
liquidation value of collateral, but also on a
review of the borrower’s willingness and ability
to repay and on the income-producing capacity
of the properties.

Finally, in December, to ensure that these
policies were properly understood by examiners
and to promote uniformity, the agencies held a
joint meeting in Baltimore of senior examiners
from throughout the United States in one more
effort to achieve the objectives just described.
Once again, the principal message was to convey

the importance of balance. Examiners were not
to overlook problems, but neither were they to
assume that weak or illiquid markets would re-
main that way indefinitely when they evaluated
commercial real estate credits.

I would stress that the regulatory agencies
took great care to indicate that these initiatives
did not represent an exercise in forbearance.
Indeed, they were compatible with the long-
standing supervisory procedures described ear-
lier.

INTERNATIONAL COORDINATION

The committee also asked about efforts to coor-
dinate bank supervision on an international ba-
sis, so I will offer a few remarks on that topic. As
you know, the Basle Committee on Banking
Supervision was established as a permanent
body by the governors of the Bank for Interna-
tional Settlements to provide a forum for ex-
changing views and information on bank super-
visory matters. It is currently chaired by E.
Gerald Corrigan, President of the Federal Re-
serve Bank of New York.

Regular meetings of the committee include a
“tour de table,”” during which representatives
from all nations comment on areas of concern.
When appropriate, topics would include com-
mercial real estate markets and overall bank
exposure to that market in nations experiencing a
problem with commercial real estate. During
these meetings, ample opportunity also exists for
an informal exchange of views, experiences, and
problems and for open and frank discussions.

In the vast majority of cases, credit problems
in the commercial real estate industry tend to be
uniquely national in nature, but when they are
not, informal conversations are held with other
regulators. This is particularly true when foreign
branches and subsidiaries of U.S. banks have
significant exposures in foreign markets that are
experiencing problems in a particular sector such
as commercial real estate. One example would be
the situation in Australia several years ago when
commercial real estate problems there had a
major effect on the asset quality of several U.S.
bank holding companies with a banking presence
in Australia.
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From time to time, a major cross-border prob-
lem will arise, the most recent and most serious
one being the credit and liquidity problems of
Olympia and York Developments Ltd. In that
particular situation, extensive and informal dis-
cussions were held with central banks and super-
visory authorities in the United Kingdom and
Canada, as well as with major creditor banks in
the United States. Finally, a discussion was held
at the April meeting of the G-10 central bank
governors at the Bank for International Settle-
ments. This meeting occurred just after the initial
intensive press coverage of the Olympia and
York situation. Chairman Greenspan and Secre-
tary Brady were kept apprised of major develop-
ments as they occurred.

ASSESSMENT OF U.S. REAL ESTATE
MARKETS

As I noted in my opening comments, the worst
seems to be behind us in terms of declining
commercial real estate markets in most sections
of the United States, but only because the de-
cline has stopped or at least slowed markedly.
There remains little real improvement to be seen
in any major market nationwide, and conditions
in southern California continue to be a concern.
Basically, the volume of excess real estate ca-
pacity will take years for the nation to absorb and
for the banking industry to overcome. That said,
the industry’s performance during recent quar-
ters offers encouragement that banks will gener-
ate sufficient revenues to resolve their problems
more quickly than many have believed.

Although the initial and, we hope, worst reval-
uation phase appears to be over, further write-
downs undoubtedly lie ahead. Metropolitan of-
fice vacancy rates, which reflect both downtown
and suburban experiences, remain about 19 per-
cent nationwide, about where they have been for
several years. Some communities, such as Dal-
las, Fort Lauderdale, and Stamford, have va-
cancy rates exceeding 25 percent. Such condi-
tions will continue to place pressure on
commercial real estate values and to dampen
earnings of some banks for at least the near
future.

OLYMPIA AND YORK

One of the largest and most recent commercial
real estate problems involves the Olympia and
York (O&Y) group, which has substantial prop-
erties in Canada, the United States, and the
United Kingdom. As the committee may know,
in late May, the company sought bankruptcy
protection in the British courts for Canary
Wh