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■ Maintain short stance in December eurodollar futures, with target of 94.00; set stops at 94.50. 

■ Set short positions in June Treasury bond contracts above 11 3½ . 

Contributors: Bill Dudley, Ed McKelvey Issue No: 96/12 
John Youngdahl, Jill Jacobs (212) 902-6807 March 22, 1996 

1 



• 

• 

• 

From: G.S. Economic R1111rch 3-ZZ-96 1:~~ pm 

Economic and Market Overview 
Tiie sharp upward trend in U.S. yields since early 
February was interrupted this week, as a buoyant 
dollar exchange rate and weak overseas economic 
reports encouraged participants to cautiously increase 
debt market commitments. Most domestic indicators 
thoug~, continue_ ~o imply a~ incipient strengthenin~ 
of busmess conditions. Retail sales rose 0.8% during 
February, led by a 2% dollar-volume increase at 
motor vehicle dealers, who experienced an even 
greater pickup in tlieir unit deliveries. When autos 
and building materials are excluded, nominal retail 
spending over the past tl1Iee montl1s has finned 
modestly. TI1is has aided fin11s in reducing unwanted 
goods stockpiles that developed in late 1995. 
Transportation difficulties caused by bad weather 
caused business inventories to swell 0.6% during 
January. Among nonauto retailers, however, stocks 
were liquidated by 0.2%, and tlie inventory-tersales 
ratio for U1ose distributors has been brought back 
do~ to year-ago levels. Leaner stockpiles ought to 
fac1htate a rebound in manufacturing industries, but 
so far there is little evidence in tlie regional data tl1at 
such ~ r~overy is yet underway. In d1e Philadelphia 
Fed d1str1ct, for example, manufacturers characterize 
dleir activity as essentially flat, witl1 a -0. l % index 
for general conditions this montl1. 

Housing construction stayed brisk in February, widi 
overall housing starts climbing anotlier 3.0% to a l4-
monU1 high. Tiie latest survey of builders indicates 
an appreciable pickup in bod1 buyer traffic and sales 
expectations over recent weeks, developments U1at 
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c_~ld ~eep ho~e starts fairly high for awhile despite 
nsmg mvenlones of unsold dwellings and a less 
favorable mortgage financing environment. 

Federal Reserve Polley 

New York Fed president William McDonough this 
week delivered an address that may hold some clues 
as to the course Chairman Greenspan intends to Lake 
in his new term at the Fed's helm. McDonough 
enumerated die benefits U1at be and otl1er officials 
~xpect_ to reap from achievement of price stability, 
mcludmg reduced financial uncertainly, avoidance of 
tax distortions, and increased overall economic 
efficiency. He tl1en identified a 0.5%-2.0% range for 
annu~I consumer price increases as an appropriate 
practJcal definition of price stability, suggesting tllat 
this would take account of measurement errors tliat 
are believed by many analysts to infect that inflation 
~nchmar~. McDonough's speech dovetails nicely 
with public remarks made by Dr. Greenspan in tlie 
past, though Uie chainnan has never detailed precisely 
what level of price inflation be would regard as a 
policy objective. 

Tiiere are at least tllfee reasons to suspect that tl1e Fed 
in ~ie tl1ird Greenspan term might adopt a low, 
specific target range for inflation as a main policy 
objective. First, U1is strategy has been employed by 
otl1er central banks as a means to enhance their anti­
inflation credibility and lower actual inflation results. 
S~cond, ~~ establishment of a CPI target would help 
diffuse nsmg pressures for revising up estimates of 
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from: G,S, Economic Rt1e1rch P1ge 3 of 8 

the economy's noninflationary speed limit. 
Establishment of such a long-run objective could 
better insulate the Fed from the widening political 
debate about what growth rates are possible. Tilird, 
by underscoring their commitment to sustaining 
disinflationary trends, officials can hope to dampen 
current fears in the bond market that even moderately 
better GDP growth will lead to a revival of price 
pressures. 

Ff seal and Political Developments 
With the Republican presidential nomination in hand, 
Senator Dole is moving to create a backdrop of 
legislative action for his campaign against President 
Clinton this fall. Dole's first step in tllis direction 
was to break tile congressional gridlock tl1at had 
barred passage of a line-item veto authority for tile 
president. Dole and Clinton reportedly have agreed 
that, starting next January, tl1e chief executive should 
have tile rip;ht to excise specific portions of spending 
bills, a power that most state governors already 
possess. TI1ough this measure would help to 
eliminate some egregious examples of wasteful 
spending, by itself it will not do much to reduce tl1e 
structural budget deficit, because discretionary federal 
outlays have already been squeezed significantly by 
caps adopted in fiscal 1991. Durable progress toward 
fiscal balance depends on mandatory program 
spendinp; restraint, and reforms of those areas remain 
bogged down in partisan squabbling. 

Market Outlook and Comments on Value 
Note: Tl,e followi11g co1n,ne11ts reflect tradi11g i•iews 
and may differ from our lo11ger-tenn i11terest rate 
forecast. 

We continue to anticipate a further rise in forward 
money-market rates, as a gradual economic speed-up 
fosters more neutral and, ultimately, somewhat 
pessimistic views of monetary policy prospects. At 
5.74%, tile December eurodollar futures contract 
yield does not provide enough marginal return versus 
a 5.25% federal funds rate to compensate for growing 
risks of a credit tightening by fall, particularly when 
likely yearend financing market pressures are taken 
into consideration. We would look for this yield to 
rise above 6% before covering short positions, 
altl10ugh protective buy-stops should be set at 5.50%. 

\Vith Fed easing no longer on tl1e horizon, it should 
be difficult for tile market to sustain a rally below a 
6.5% yield on tile current 30-year Treasury issue, 
given normal risk premia in tl1at sector. We therefore 
recommend establishing shorts in tl1e June bond 
futures contract if it moves above l l3Y2. 
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In considering tJ:ie outlook for interest rates, one issue 
that is critical is a proper assessment concerning tJ:ie 
current stance of monetary policy. After all, if 
monetary policy were currently tight, any rebound in 
economic activity would tend to fade as policy 
restrained economic activity. In that case, a tight 
policy would imply lower short-term rates eventually. 
In such a case, the bond market would be attractive 
because bond yields are currently consistent witJ1 no 
significant change in tl1e level of short-term interest 
rates. 

In contrast, if monetary policy were currently neutral 
or easy, then more bad news for tJ:ie bond market 
could be expected to lie ahead. In that case, any 
rebound in U:ie economy would not be restrained by 
monetary policy. Further tightening would be needed 
to keep the economy from overl:ieating. In that case, 
bond yields would likely rise furtJ:ier as tl:ie 
expectation of a significant tightening of monetary 
policy were embodied in bond yields. 

We conclude tJ1at U.S. monetary policy is not tight. 
11ms, we continue to expect that policy will 
eventually need to be tightened to prevent U1e U.S. 
economy from overheating. When that expectation 
becomes more widespread - an outcome U1at still is 
probably many montl1s away - tJ1at is likely to lead 
to a second downward leg for U:ie U.S. bond market 

Arguments That Policy is Tight Not Compelling 

Unfortunately, most of the guideposts used to assess 
the stance of monetary policy over the past few 
decades have become unreliable. As a consequence, 
the degree of uncertainty concerning the stance of 
monetary policy and its likely impact on economic 
activity has risen sharply over U1e past decade. 

Proponents of the view that policy is currently tight 
typically point to two measures of U:ie monetary 
policy stance: 1) U:ie level of the real federal funds 
rate and 2) U1e growU1 rate of the monetary base and 
the narrow monetary aggregate, Ml. 

In our view, neiU:ier of tJ:iese indicators that monetary 
policy is tight is compelling. In tenns of Uie real 
federal funds rate, we do not dispute the fact that Uie 
real federal funds rate - currently about 2 ½% - is 
slightly above its long-term historical average of 
about 2%. However, tJ1is is a very thin reed on which 

4 

to base Uie conclusion that monetary policy is tight. 
First, the difference between 2Y2% and 2% is 
microscopic in U:ie context of the wide variability in 
the real federal funds rate over U1e past 35 years. As 
shown in tl1e accompanying chart, tlie real federal 
funds has been as high as 9.4% and as low as -5% 
over tl1is period. 111e standard deviation around its 
average value over this period is 2.3 percentage 
points. In this context, the difference between 2½% 
and 2% is hardly material. 

Second, alU1ough the real federal funds rate is 
currently above its average value since 1960, it is 
below its average value since 1980 of 3.32%. If U:ie 
latter period is the more relevant one for comparison 
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purposes, then monetary policy could be judged to be 
accommodative by the real federal funds rate standard 
rather than tight. 

1bird, the significant decline in the national savings 
rate over the past thirty years suggests that the 
equilibriwn real federal funds rate today should be 
higher tlian its historical average. After all, a 
diminished pool of domestic savings should lead to a 
higher average level of interest rates to ration that 
smaller pool among business and household 
borrowers. 

1l1e Shadow Open Market Committee (a group of 
academic economists with strong monetarist leanings) 
recently recommended to the Federal Open Market 
Committee that Fed officials should ease monetary 
policy further. Apparently, the members of the 
Shadow Committee are worried tliat the paltry 2.6% 
growth rate of the monetary base (i.e., currency plus 
bank reserves) over tlie past year and the 2.7% 
decline in Ml over the same period indicate tl1at 
monetary policy is tight. 

1be weakness in tl1e growtl1 rate of the monetary base 
and the decline in M 1 should not be taken as evidence 
of monetary stringency. First, the monetary base, 
which consists predominately of currency, is now 
affected as much by tl:ie demand abroad for dollars as 
a "hard" currency substitute for "soft" domestic 
currencies tlian by the U.S. economy. Fed officials 
estimate tliat roughly two-tliirds of outstanding U.S. 
currency is held abroad. Second, Ml is collapsing 
because banks are using sweep accounts to reduce the 
amount of cl:ieckable deposits. Each night, checkable 
account deposits are swept into money market deposit 
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and savings accounts. lllis enables banks to reduce 
their reserve requirements, winch is advantageous to 
banks because reserves are non-interest bearing 
assets. Because tl:ie decline in Ml is being driven by 
institutional efforts to avoid reserve requirements, it 
is not evidence of a tight monetary policy. 

Evidence that Monetary Policy is No Barrier to 
Growth 

1bere is much more evidence that policy is neutral­
to-accommodati ve ratlier than tight. First, unlike the 
monetary base and Ml, M2 growth is surging. As 
shown in tlie accompanying chart, M2 recently 
pierced the top end of its 1 %-5% target growtll range. 
11:ie shifts in tl:ie composition of deposits tl1at are 
affecting M 1 are not influencing M2 because both 
types of deposits - tlie other cl:ieckable deposits tl1at 
are declining and the savings accounts that are rising 
- are included in M2. 

Second, otl:ier measures of monetary policy are 
consistent witl1 a relatively easy monetary policy. For 
example, debt growth has climbed over the past year. 
As shown in tl:ie accompanying chart, while tlie 
growtl1 rate of consumer installment debt has slowed 
slightly, tl:ie growth rate of non-federal debt (a much 
broader measure) is near its peak for tl1e current 
expansion. Similarly, credit availability remains high 
and credit quality spreads remain very narrow, 
suggesting tl1at monetary policy is not tight. 

111ird, tl1e perfonnance of tl1e economy and the stock 
market is not consistent witl1 a tight monetary policy 
regime. For example, housing and consumer durable 
sales have recovered recently. Similarly, tlie 35%-
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40% rise in stock prices since the beginning of 1995 
does not suggest that monetary policy is tight. 

Implications for Financial Markets 

If we are correct in our assessment that monetary 
policy is not tight currently, this bas three major 
implications for financial markets. First, this 
assessment implies that further monetary tightening 
will be needed down the road to restrain the U.S. 
economy and keep it from overheating. For this 
reason, we continue to anticipate that Federal Reserve 
officials will tighten monetary policy by yearend and 
will push the federal fWlds rate above 6% in 1997. 

Second, it means that the bull market in bonds is over 
for the foreseeable future - perhaps until the end of 
the current business cycle, whicll may not occur until 
1998 or even later. 11:ie rise in bond yields that has 
occurred this year just reflects the washing out of 
expectations concerning the likelihood of additional 
Fed easing. As long as Fed easing is on hold, 30-year 
Treasury bond yields are likely to remain where they 
are currently - within a 6½%-7% range. TI1is level 
is consistent with the average 130-basis-point spread 
between 30-year Treasury bonds and the federal funds 
rate that has prevailed since 1980. 

111.ird, further increases in U.S. bond yields can be 
expected once it becomes apparent that Fed officials 
are likely to tighten monetary policy again. Such 
increases probably will not happen immediately, as 
the U.S. economy is likely to gather strength only 
slowly. However, by yearend we expect upward 
pressure on bond yields to develop once again. 
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For equities, the benefit for earnings and earnings 
visibility from a more vibrant economy may more 
than offset the impact of lligher interest rates on 
valuation. TI1is is especially true as long as the 
interest rate increases remain prospective. Our 
Portfolio Strategy Group estimates that equities are 
currently trading at roughly fair value based on 
estimated 1996 earnings. Given tl:ie rise in earnings 
expected from 1996 to 1997, tl1e stage should be set 
for a further rise in stock prices over the next year. 

Bill Dudley 
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Focus for the Week Ahead 

■ 1l1e Federal Open Market Committee meets on Mar. 26, and on this occasion they will reveal any decisions 
prior to 11 a.m.; it is highly unlikely that any policy changes will be made. 

■ The Senate Banking Committee holds a confinnation hearing on the nominations of Alice Rivlin and 
Lawrence Meyer to the Federal Reserve Board (Mar. 26). TI1is will be an opportunity to assess their views 
on current key monetary policy issues. 

■ Results of the latest Commerce Department survey of investment spending plans (Mar. 28) should provide 
some guidance as to whether domestic firrns have adopted a more cautious approach to such outlays in the 
wake of the late-1995 economic slowdown. 

■ Purchasing managers in the Chicago area will release the results of their March activity poll (Mar. 29). A 
rebound from an unusually weak reading a month ago seems probable. 

Economic Releases and Other Events 

Date 
Mar. 25 
Mar. 2e 
Mar. 27 
Mar. 29 

Indicator 
Existing Hom• Sales (Feb.) 
Consum•r Confidence (Mar.) 
Durable Goods Orders (Feb.) 
Trade Balance (Jan.) 
New Home Salas (Feb.) 

■ FOMC MHting (Mar. 26) 

■ Import and Export Prices (Mar. 26) 

■ California Primary (Mar. 26) 

Estimate 

GS Consensus Last Report 

Up +2.4o/. -4. 1 •;. 
Up 98.0 97.0 
-2.0% -0.1% +0.2% 

-$7.3 Bil -$7.1 Bil. -$6.8 Bil. 
Down -2.6% +4.2% 

■ Investment Plans Survey (Mar. 28) 

■ Chicago Purchasing Managers Survey (Mar. 29) 

■ Consumer Sentiment For March • Final (Mar. 29) 

■ Confirmation Hearing For Fed Appointees (Mar. 26) ■ January FOMC Minutes (Mar. 29) 

Interest Rates: Forecast vs. Forward Yields: Key Nos. in the Business Outlook 

3 mo 6mo 12 mo 1995 1996 --
LIBOR 3 mo 5.5 5.6 6.4 Q4 91 Q2 1995 1996 

Forward 5.4 5.6 5.9 Real GDP 0.9% 1.0% 2.0% 2. 1 o/e 1.8% 

Ind. Production 1.3 3.0 2.0 3.6 2.3 
2 YrT-Note 5.7 5.9 6.4 

CPI 2.4 3.0 2.7 2.8 2.8 
Forward 5.8 6.0 6. 1 

Profits• 5.2E 5.8 6.1 9.7 3.2 

10YrT-Note 6.3 6.5 6.8 M•rch Trade Bal. _,, .6 -14.3 -13.3 -13.3 -12.9 

Forward 6.3 6.4 6.5 (monthly, $B) 

• Excluding inventory profits; adjusted for depreciation distortions 
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Our Views Have Changed 

AV8111ge Number of Rate lncrea ... 1972· P111aent 
A141rage per yeer A141rage per yeer 
8 8 

5.7 

Election Yu,. · Ctl1erY18'" 

3-Month Llbor Rate 
P1rt1rw Percent 
1.0.....-----------~1.o 

Trade Recommendations 

■ Shift short positions in Eurodollar futures contracts to December from September. As noted above, 
tightening is somewhat more likely following the election than just before. 

■ On bonds, we would look to establish a short position should the market rally sufficiently to push the yield 
on the cash bond back below 6.5% . 

Contributors: Bill Dudley, Ed McKelvey Issue No: 96/11 
John Youngdahl, Jill Jacobs (212) 902-6807 March 15, 1996 
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Economic and Market Overview 
After jumping in response to the robust February 
employment report, U.S. yields have hovered in a 
narrow range as investors nervously await clearer 
signals about broad economic conditions. Though 
market participants were calmed somewhat by reports 
that senior government analysts are deeply skeptical 
of the jobs data's credibility, there is now clearly a 
greater willingness to acknowledge the possibility of 
an early upturn in spending and production. 

Factory output and capacity usage achieved stronger­
than-expected rebounds in February from weather­
depressed levels. Not only did February output jump 
by 1.2% (1.4% in manufacturing), but also January's 
decline in factory production was cut in half to -0.3%. 
As a result, capacity utilization in manufacturing has 
climbed back up to 82.1 %, which suggests a reduced 
risk of pronounced weakness in capital spending. In 
contrast to the industrial production report, the latest 
purchasing managers surveys and the most recent 
regional Fed analyses show lingering weakness. 
Perhaps the healthiest element of demand for U.S. 
products at tl1is time comes from overseas; a surge in 
merchandise exports last quarter helped to push the 
current account deficit down to $31.1 billion, its 
lowest point since early 1994. The housing sector 
has also continued to surprise, with new home sales 
increasing by 4.2% in January, despite bad weather 
that depressed sales in the northeast. 

Inflation data continue to be strikingly mild. 
Producer prices for finished items fell 0.2% overall 

Curr•nt Account Balanc• 
BIUlona ol doll.,., annualized Index, 1!185•100 

50.,..,,....--,.,.,,,,,,-------.,,,,,-------, 106 

-60 

.,oo 

Real Trade ' : 
~ Weighted } 
•• Dollar Index :::: 

a 0 a2 a4 ae aa 90 92 94 9 6 

100 

96 

90 

Source: Depanment of Commerce. Federal Re•rve Board. 

2 

last montll, and excluding the volatile food and 
energy areas they edged up just 0.1 %, bringing the 
three-month annualized pace for this core group 
below 1 %. Quotes for unfinished products, 
moreover, have been falling steadily since last 
summer, suggesting tllat there are few risks of a swift 
pickup in goods price gains. Retail prices were tame 
as well in February, with the CPI rising just 0.2% 
botll overall and excluding food and energy. 

Federal Reserve Policy 
It now seems doubtful tllat any further Fed monetary 
easing will be forthcoming over the months ahead. 
Witll unemployment toward tlle low end of its range 
over the past fifteen years, and unit labor costs rising 
more in line witll prices, senior policy makers will be 
wary of supplying further stimulus to an economy 
that may already have passed its weakest point. 

If economic growth gradually gains strength, as we 
expect, then it would not be unreasonable for officials 
at some point to give thought to the possible need for 
renewed tightening late this year or in early 1997. At 
the moment, forward money-market rates suggest that 
virtually no weight is being given to such a scenario, 
perhaps due to a common perception that tl:ie Fed will 
avoid raising interest rates in a presidential election 
year. As tllis week's center section article makes 
clear, however, historical experience gives little 
support to such presumptions. 

ThoU11anda 
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Fiscal and Political Developments 
Having wrapped up the Republican presidential 
nomination, Senate Majority Leader Dole now can 
turn his focus back to Washington, where he will try 
to flesh out a policy record to serve as a backdrop for 
his fall candidacy. 11:iere should be no doubt that 
Dole and his advisors now wield vast control over the 
legislative agenda, as well as the strategies to be 
pursued over the balance of this congressional 
session. This greater influence can already be seen in 
the sudden willingness of tl:ie House leadership to 
consider a long-tenn debt limit increase without 
accompanying measures to balance the nation's fiscal 
accounts. Senator Dole has never been comfortable 
using a debt ceiling crisis to wring concessions from 
President Clinton, so t11e risk of a federal default -
never high to begin witl1 - has declined to near zero. 

Market Outlook and Comments on Value 
Note: The following comments reflect tradi11g i•iews 
and may differ from our longer-term i11terest rate 
forecast. 

11:ie upward adjustment in yields that occurred in 
response to tl:ie payroll employment figures is 
appropriate. Market expectations had been too 
skewed toward significant further Fed easing. 
However, there is still room for further 
disappointment. On Thursday's close, December 
Eurodollar futures contracts yielded 5.76%. Given 
the normal premium due to a positively-sloped yield 
curve and the fact that the yearend contract should 
trade at higher yields to incorporate yearend pressure, 
the December yield is consistent with a flat to slightly 
easier monetary policy. As we expect that Fed 
officials will begin to tighten by yearend and 
anxieties about tightening will surface even sooner, 
we believe that investors should remain short. We 
would favor rolling our September Eurodollar short 
into December given our finding (see center section 
article) that the prospects for a tightening are 
somewhat less in the immediate runup to Election 
Day than thereafter. Also, yearend pressures may be 
intense this year because yearend is coincident with 
the end of the Fed's two-week reserve maintenance 
period. This suggests tllat a bigger premiwn for 
yearend pressures could be built into December tl1an 
the current +5 basis points premium relative to tl:ie 
September/March butterfly. 

Current long bond yields of around 6.7% strike us as 
about right in an environment in which Fed officials 
are likely to keep policy unchanged for awhile. We 
would look, however, to get short should tlle bond 
market rebound significantly. 
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During U.S. presidential election years, it is common 
for financial market analysts to assert that political 
considerations must temporarily assume a prominent 
or perhaps even dominant role in Federal Reserve 
monetary policy making. Perceptions among 
investors that the election calendar influences the 
direction or timing of short-term interest rate changes 
have the potential to affect the forward money-market 
yield profile. In addition, if they erode confidence in 
the central bank's independence from short-term 
popular pressures, these beliefs also can color 
judgments about acceptable risk premia on long­
duration financial assets. 

An examination of the modem historical record, 
however, reveals that political factors play a 
significantly smaller role in Fed actions than is 
generally believed. Neither the direction of rate shifts 
nor the timing of those steps has been materially 
different in years divisible by four than in other 
periods. In fact, if anything there has been a slightly 
greater tendency for short-term rates to rise during 
presidential elections, which can be attributed to a 
faster average economic growtl1 pace over those 
intervals. 

Myth And Reality Regarding The Fed In 
Election Years 
Based on the tone of financial market commentaries, 
there are three main hypotheses about the effects that 
presidential election campaigns have on Federal 
Reserve monetary policy determination. Upon close 
examination, two of them turn out to possess 
absolutely no clear basis in fact, and the third seems 
to have a far narrower application than is generally 
presumed. 

Hypothesis #1: Fed Monetary Changes Are Less 
Frequent During Election Years 
The evidence from 1972 to date directly contradicts 
this view. There have been six presidential election 
campaigns over this span, and by our count there 
were a total of 55 official Fed policy changes in those 
calendar years, or 9 .2 per year on average. TI1is is 
hardly different from, but in fact slightly greater than, 
the average number of policy moves undertaken in 
the eighteen non-election years (8.2) . 

Interestingly, the closeness of these two averages has 
held true for the most part under all Fed 
chairmanships that have bridged election and non­
election periods. During the Fed regime of Arthur 

4 

F•d Polley Ch■ngH Sine• 1 i72 
Average per yeer Ave,.ge per )1'9111' 
10-,---------------~ '0 
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0 
Elec:!'on Years Other Years 

Burns (from 1972 through early I 978 in this sample), 
there were IO policy changes in each of the two 
election years (l 972 and 1976), and 12.7 per year 
otherwise. Under Paul Volcker's leadership, the 
FOMC adopted 24 separate moves in 1980 and 1984, 
or 12 per year. Over his other six years at the Fed's 
helm, the Volcker Fed adjusted course an average of 
only 6.5 times. Chairman Greenspan has been in 
office for two previous national elections, I 988 and 
1992. Fed policy was altered 12 times in those years, 
or an average of six apiece. For all other months of 
his leadership, the annual average number of policy 
moves has been 5.8. Hence, there has been no 
obvious drift over time away from relatively routine 
policy behavior in election-year contexts. 

Hypothesis #2: The Fed Rarely Tightens Policy 
During Election Years 
Though widely held, this attitude actually has the 
relationship precisely incorrect. Since 1972, there 
have been 34 separate tightening steps taken during 
the six presidential election years, or 5.7 on average. 
At other times, there have been an average of 4.3 
tightening occurrences per twelve months. Thus, 
based on recent history it might be proposed that rate 
hikes are roughly one-third more probable in election 
years! 

Fed Polley Changes Per Year By Chairman 
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While at first blush this infonnation may seem 
counter-inruitive, the frequency of rate increases in 
election years is more understandable when relative 
economic growth conditions are added to the 
analysis. For at least the past quarter cenrury, 
presidential election years have almost always been 
characterized by unusually strong increases in 
domestic final demand and real GDP. In the last six 
such years, for example, total output has risen an 
average of 4.0% at an annual rate, versus a 2.4% 
mean recorded during other periods. Total domestic 
final sales, similarly, have expanded 3.8% in election 
periods, against 2.5% otherwise. Against this 
background, U1e regularity of Fed rate hikes at the end 
of quadrennial national election cycles is much easier 
to comprehend. 

Hypothesis #3: The Fed Shuns Policy Moves Of Any 
Kind Lale In An Election Season 
Our records show there has been a slight tendency in 
recent years for the Fed to skew its policy actions 
toward Uie final trimester of the year. Of the 203 
total interest rate moves made since 1972, almost 
37%, or 75, were undertaken within Uie 
September/December interval. This compares with 
30.5% for the January/April period and 32.5% 
between May and August. 

There is no evidence U1at this intra-year pattern of 
policy actions is notably different in election versus 
non-election years. Indeed, for U1e period under 
study the concentration of actions in the final 
trimester was marginally greater for election years 
(38.2%) than in others (36.5%). Tiris contradicts Uie 
idea that Fed officials materially alter the timing of 
changes to interest rate policies while national 
election contests are in progress. 

Average Number of Rat■ Iner••••• 1972- Present 
Average per year Ave,.ge per year 
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TI1at srud, Uiere are some grounds for concluding U1at 
central bankers prefer to lower their public profile in 
the highly-charged political atmospliere that almost 
always exists in the weeks immediately prior to 
presidential voting. Within Uie year's final trimester, 
there is a notably reduced propensity for Fed policy 
to be changed in either September or October during 
election years, resulting in a much greater bunching 
of actions between November and December. In non­
election periods, by contrast, rate changes are 
distributed nearly evenly among ilie final four 
months. 

Possible Implications For Interest Rates In 
1996 
In view of the foregoing analysis, U1e following 
general conclusions can be drawn witl1 respect to 
appropriate expectations for U1e course of monetary 
policy over the balance of this election year: 

I. It would be unwise to presume that U.S. 
short-term interest rates will be left on hold 
between now and Election Day (November S). 
Periods longer Ulan six months wiiliout a Fed 
policy change are relatively rare in all 
circumstances, and no presidential campaign 
season in recent memory has been marked by 
such sustained rate stability. 

2. As usual, Fed policy decisions over coming 
months can be expected to derive primarily 
from new developments in the economy and 
pricing behavior. Chainnan Greenspan and his 
colleagues will not wish to damage or destroy 
ilieir hard-won anti-inflation credibility by 
allowing political considerations to ovenide 

RNI GOP and OomHtlc O■mand Growth 
Percent change, year ago Percent change, year ago 
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M_,,/Aug 
30.9'4 

AH YNr■ 

May/Aug 
32.5% 

their fundamental central banking instincts. 
With unemployment already low, the FOMC 
probably would not hesitate to tighten credit 
somewhat if faster-than-anticipated real GDP 
growth were to give rise to discomfiting 
inflationary pressures. 

Any rate strategy changes that evolve after 
Labor Day (September 2) may well be 
pushed back until mid-November or later. A 
preference for monetary stability in the final 
stretch run of the presidential race is apparent 
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Election Y•r• 

OtherYNn 

froin the historical record. Moreover, there is 
only one scheduled FOMC meeting between 
mid-August and mid-November, and since early 
1994 changes to policy have been made almost 
exclusively at those gatherings. 

John Youngdahl 
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Nonfarm Payrolls (ch. thousands) 

Unemployment Rate ('%) 

Index of Hours Worked r,-. chi 
Average Hourly Eamings ("Yo ch) 

Producer price finished goods index ('% ch) 

Exciuding food and energy 

Consumer price index <"'• ch) 

Excluding 1ood and energy (o/o ch) 

Retail sates ('% chi 

Exciudng m01or vehicies (% ch) 

lndus1rial Production 1% chi 
Manufacluring 

Capadly ulilization (%) 

Manufacluring 

Housing Stiffs (annual rate, lhousands) 

Single-fanily 

Trade balance (billions. monthly) 

Merchandise 

Factory Orders (o/o ch) 

Durable Goods 

Personal Income (o/. ch 1 
Wages and Salaries 

Purchuing Managers' Index(%) 

ConaJmer Senliment U Mich (Feb 66= 1001 

Conference Board I 1985= 1001 
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Note: Percentage changes are month to month for last four months, annualized for 6· 12-month trends. 6- and 1 2-month figures for levels (e.g., 
unemployment rate) are averages over those periods. 
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Focus for th• Week Ahead 

■ Advance retail sales figures from February and revisions to the January data will add to the information 
available on consumer spending this quarter. (Mar. 20). 

■ Treasury officials may need to attach contingency clauses to their announcements of 2- and 5-year note sales 
(Mar. 20), as well as a 52-week bill offering (Mar. 22), owing to the current lock of statutory borrowing 
authority beyond March 29. 

■ l11e Philadelphia Federal Reserve Bank will report on regional manufacturing conditions, and the Bureau of 
the Census will release business inventory data through January (both Mar. 21 ). 11:iese may help clarify tl:ie 
status of stockpile adjustments that have been suppressing domestic demand and production. 

■ Initial jobless insurance filings may begin to show upward influences from tl1e plant shutdowns precipitated 
by a strike against General Motors (Mar. 21). 

Economic Releases and Other Events 

Date 
Mar. 19 
Mar. 20 

Indicator 
Hou•ing Starts (Feb.) 
Retail SalH (F•b.) 

Ex Auto (Feb.) 
Mar. 21 BusinHs lnv•ntoriH (Jan.) 

Federal Budget Balance (Feb.) 
• Level a year ago. 

■ 0MB Fiscal 1997 Budget Report (Mar. 18) 

■ Hom•builder11 Surv•y (Mar. 18) 

■ Illinois, Michigan & Ohio PrlmariH (Mar. 19) 

Interest Rates: Forecast vs. Forward Yields: 
3mo 8mo 12mo 

LIBOR 3 mo 5.5 5,8 8.4 

Forward 5.4 5.5 5.9 

2 YrT-Note 5.7 5.9 8.4 

Forward 5.8 6.0 6.1 

10 YrT-Note 6.3 6.5 8.8 
Forward 6.4 6.5 6.6 

8 

Estimate 
GS Cons•n1us Last R•port 
0.0% ·1 .So/a +4.4% 

+1.0o/. +0.891. -0.3% 
+0.791. +0.891. 0.0•1. 
+0.791. +0.491. -0.5% 

• $50.0 Bil -$45.0 Bil • $38.4 Bil• 

■ Tr•aaury Announcement: 2- & 5-yr NotH (Mar. 20) 

■ Philadelphia Fed Survey (Mar. 21) 

■ Treaaury Announcement: 1-yr Bill (Mar. 22) 

Key Nos. in the Business Outlook 
1995 1998 

Q4 a, Q2 1995 1998 
Real GDP 0.991. 1.0o/. 2.091. 2.1% 1.8% 

Ind. Production 1.3 0.5 2.0 3.8 1.7 

CPI 2.4 3.0 2.8 2.8 2.8 
Profits• 5.2E 5.8 8.1 9.7 3.2 

M•rch Trad• Bal. -11 .8 -13.3 -13.0 -13.8 -12.7 
(morrlhly, $B) 

Excluding inventory profits; adjusted for depreciation diltortion1 



To: G1n1 Sperling from: G.S. Economic Rtsurch 3-11-ss 1e:1e am P1g1 1 of 8 

• 

• 

• 

Goldn1an 
Sar11s 

U.S. Economics Analyst 

j~?: i? <>t <:: ( :(/:: <: : 
:-:· : .· . : '. : > ·.· ', :.:-· ··••. ·•·. -: : •. •.• ::::- :_ . : ::: . 

Non1arm Payroll• 
Thousands Thousands 
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400 

Trade Recommendations 

Monthly 
Ch.jnge 

t!OO 

■ Take profits on short April federal funds rate futures positions at 94. 76, a level that already reflects a steady 
Fed policy decision at the March 26 FOMC meeting. 

■ Maintain short positions in September Eurodollar futures, with stop at 94. 75 and target of 94.25 . 

Contributors: Bill Dudley, Ed McKelvey Issue No: 96/10 
John Youngdahl, Jill Jacobs (212) 902-6807 March 8, 1996 
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Economic and Market Overview 
Capping a week of upward drift in response to signs 
of an impending economic rebound, U.S. bond yields 
jumped sharply early Friday on news that nonfarm 
payrolls surged 705,000 in February. While the size 
of this increase far outstrips the incremental strength 
of other indicators, and is therefore difficult to accept 
at anything close to face value, the broad-based 
strength in most other aspects of the report indicate, 
at a minimum, that the U.S. job market is stable to 
improving. In particular, the index of hours worked 
rose 3.2%, to a level 0.9% above its fourth-quarter 
average, and the jobless rate fell 0.3 points to 5.5%. 
Only average hourly earnings displayed any 
weakness, slipping 0.1 % from a downward-revised 
January level. Even with this setback in wages, the 
strong rebound in employment and hours worked last 
month implies that personal income in February rose 
considerably more than the 0.3%-0.4% average of the 
prior six months. In tum, sustained moderate income 
growth should help revive consumer outlays, which 
in real terms plunged 0.8% during the stormy 
January. 

Orders for U.S. manufactured products climbed in 
January, by 0.5% overall and 1.0% excluding tlie 
volatile civilian aircraft and defense groups. Tiiis 
core measure has risen at a sturdy 7½% annual rate 
over the past six montlis, led by a 24% pace for 
capital equipment. January's 0.7% surge in manu­
facturing inventories should be discoW1ted, since 
lieavy snowfall in tlie Nortlieast undoubtedly 
disrupted shipments, causing producers' stockpiles to 
swell temporarily. 

Nonfarm Payrolls 
Thou.ands Thou.ands 

eoo~-------------~eoo 

600 600 

199J 1994 1995 
·200 +--- -~------- - .,=!--l. · 200 

Source: Department ol Labor. 

2 

Meanwhile, hopes for a furtlier deceleration in retail 
prices were dealt a blow by the latest official figures 
on productivity and costs. 11:iey reveal tliat unit labor 
costs rose 3.3% for the four quarters ending last 
December, marking tlie first time since 1991 that tliey 
have outpaced prices. As tliese costs encroach on 
profit margins, firms are likely to become less 
comfortable witl1 aggressive pricing strategies, and 
the prospects for a further decline in underlying 
inflation will erode. 

Federal Reserve Policy 
Witl1 most data releases suggesting some boWlce in 
business activity after a dismal December-January 
period, February's outsized increase in payrolls all 
but rules out a rate cut in tlie next montl1 or two. A 
leveling off in unemployment benefit claims . and 
further rise in orders for nondefense capital 
equipment should allay fears of additional production 
cuts by U.S. manufacturers, while brighter anecdotal 
commentaries and weekly surveys from retailers 
support the view tliat tile late-1995 sales slump was 
merely a lull and not the onset of a more protracted 
swoon in conswner spending. Against tl1is more 
reassuring statistical backdrop, and in the absence of 
major federal legislation that bodes for persistent 
fiscal policy restraint, central bankers probably will 
suspend their easing strategy indefinitely. 

Fiscal and Political Developments 
After ten primary victories in only six days, Senate 
Majority Leader Robert Dole has become tlie 
prohibitive favorite to capture the Republican party's 

Real Personal Consumption Expenditures 
Annualized percent change Annualized percent change 

20.0..------------ - -~20.o 

15.0 15.0 
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1992 1993 1994 1995 
Source: Department ol Commerce. 
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nomination for president in 1996. If he wins the vast 
majority of convention delegates at stake in next 
Tuesday's seven primaries, as seems probable, Dole 
could possess nearly two-thirds of the delegate 
support needed for victory. Thus, fully eight months 
before the general election the two major-party 
candidates for the White House already appear to be 
in place. Also, for the first time in this century, the 
race would pit an incumbent president against the 
leader of a congressional chamber. For the rest of this 
congressional session, therefore, the legislative 
agenda is apt to be dominated by political 
maneuvering and strategies crafted to enhance the fall 
campaign positions of either Senator Dole or 
President Clinton. 

11ie influences that these unusual circumstances will 
have on the long-running federal budget battle are not 
immediately clear. To be sure, Dole's resurgence to a 
dominant position in the GOP race has created an 
opportunity for renewed efforts at a sweeping fiscal 
agreement, since he now should have much more 
time than before to devote to such affairs. That does 
not mean, however, that the principals to this debate 
will be inclined to show more flexibility now than 
two months ago. Although the president might wish 
to neutralize GOP claims that a new chief executive is 
required to resolve budgetary problems, his public 
standing has been enhanced by the current standoff. 
Opposition to Medicare and Medicaid spending 
restraints has also solidified lately in the Democratic 
congressional minorities. For his part, Senator Dole 
might be wary of splitting differences with Clinton on 
most outstanding budget disagreements, as that could 
undermine the arguments lie and his surrogates will 
be making this year for a change in the White House. 

Market Outlook and Comments on Value 
Note: Tlie following cornrnents reflect tradi11g views 
a11d ,nay differ frorn our lo11ger-term i11terest rate 
forecast. 
Despite the huge rise in U.S. yields since mid­
February, we continue to recommend a defensive 
stance in the U.S. fixed-income markets. In 
particular, the presence of aged, unprofitable long 
positions in the short-duration sector should keep 
prices for such securities on a downward tilt for 
awhile longer. Hence, short positions set last week in 
September Eurodollar contracts at and above 94.90 
should be retained, with targets of 94.25 and stops at 
94.75. We would take profits on shorts in April 
federal funds rate futures, though, since at 94.76 
those contracts have almost fully discounted a stable 
Fed rate decision at the March 26 FOMC meeting. 
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Factory Orders 
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Unit Labor Costs and Inflation 
Percent change, year ago 
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Lifting U.S. economic growth bas, not surprisingly, 
become a hot issue in th.is presidential election year. 
Republican candidate Steve Forbes bas been peddling 
the flat tax as a growth tome. President Clinton has 
complained because Senate Republicans nixed Felix 
Rohatyn, his original pro-growth choice for Vice 
Chainnan of the Federal Reserve Board, before he 
was even named. Meanwhile, the Fed has come 
under fire from some who believe its policies are too 
restrictive to permit the economy to grow. 

In the next year or two, however, any efforts to push 
growth above 2% are apt to stir up inflation. TI1is is 
because the U.S. economy appears to be close to its 
potential output, despite a year of subpar growth. 
Moreover, this potential appears to be rising only 
about 2% per year, based on the new GDP measures. 
And those seeking stronger growth should not blame 
the Federal Reserve; its current policy settings are not 
an impediment to growth . 

U.S. Economy Near Its Potential Output 

Potential output is defined as that level of production 
consistent with stable inflation, although economists 
have never been clear whether it is inflation in prices, 
wages, or unit labor costs that is supposed to be flat. 
As it happens, indicators for all three imply that the 
economy is very close to its potential, if not slightly 
beyond it: 

l. Retail price increases have been remarkably 
steady over the past three years. TI1is is true of 
the CPI and also of its core component, excluding 
food and energy. TI1e revised GDP deflator tells a 
similar story. 

2. The trend in labor cost inflation is flat to up, 
on balance. Average hourly earnings and the 
index of hourly compensation both show clear 
signs of acceleration. In the employment cost 

Price Inflation By Various Prlnclpal MeaslnS 
fourth 
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index, the wage component is flat. Only the ECI 
for total compensation is decelerating. 

3. Real unit labor costs are turning up. For the 
first time since the last recession, unit labor costs 
are rising faster than prices. Thus, average hourly 
compensation is rising by enough to cover both 
productivity gains and inflation. This is a sign 
that the U.S. labor market is in transition from an 
excess supply of workers to excess demand for 
them. 

Declines in factory utilization and in prices of partly 
processed goods point in the opposite direction. They 
indicate, without question, that U1e manufacturing 
sector is under considerably less stress now than it 
was a year ago. But Uris sector produces only about 
one-fifth of all U.S. output. TI1e stable to rising 
trends in broader-based price and labor cost measures 
imply tl1at this easing has been offset, on balance, by 
the disappearance of slack elsewhere in the economy. 

Potential Growth - A 2% Spead Limit 

If U.S. output is as close to its potential as it appears 
to be, then potential growtl1 will limit Uie scope for 
noninflationary expansion in the next year or two. 
Tiiere are several ways to estimate potential growU1, 
which is somewhat lower for tl1e new chain-weighted 
measure of real GDP .than for the old fixed-weighted 
measure. On balance, U:iese meU1ods suggest U1at 
potential growtl1 is not much higher than 2% per year. 

1. Growth has averaged 1.9 % per year since the 
jobless rate was last at its current level. 11:ie 
unemployment rate will generally be flat when 
output is keeping pace with its potential. Tims, 
one measure of potential growU1 is tl:ie economy's 
average rate of expansion between periods of 
comparable unemployment from one cycle to U:ie 

W9 ard Labor QJ&t lrllalai e,, Va1a.a Atrdpal Mmlns 
fwth er to fa..rth 

:::::::::::::::::::::::::::::::ai,i::·: ·-:<:::;_·· :::::::?::::::::::a,:,:,i:niik•i:i::::::::,-riil:::::i.ri: 
1~1 2.9'/o 3. 7% 4.4% 4.8% 28"/o -0.8% 
1~ 2.4 26 3.4 4.7 0.9 -1.7 
1003 2.5 3.0 3.6 1.7 2.2 -0.3 
1934 2.9 2.9 3.1 2.4 1.8 -0.5 
1935 3. 1 2.8 2.8 4.1 3.3 +0.9 
"Csflated bytt-e roP csffata. 
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Alternative Estimates d Potertlal Grav.th 
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3. Grawth Ou'ing Pariod ol Stable Inflation 
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-0.3 
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next. l In the fourth quarter of 1995, the latest 
period for which we have GDP data, the jobless 
rate was 5.6%. TI1e last time it was this low, 
prior to the current expansion, was in the third 
quarter of 1990. In the intervening period, 
growth in real GDP averaged 1.9% per year. 

2. Labor force and productivity trends also imply 
a potential growth rate of about 2%. By 
definition, the economy's potential output will 
rise by the sum of the trend rates of growth in 
labor input (measured by hours worked or by the 
labor force) and in output per unit of labor input, 
i.e. productivity. These trends are best measured 
from one business cycle peak to the next. In the 
current situation, the best we can do is to measure 
bow fast the two have risen since the last peak in 
mid-1990. 

Since then, both measures of labor input have 
risen 1.1 % per year, as has labor productivity. 
This implies a potential growth rale of 2.2%. 
However, potential growth is probably lower for 
two reasons. First, these figures apply only to the 
private nonfann sector, which constitutes five­
sixths of U.S. output; the other sixth is mainly 
government output, which has been stagnant over 
this period. Second, workweeks and productivity 
both tend to flag late in a business expansion. 

3. Real GDP growth has averaged 2.3% over the 
past three years of stable inflation. This could 
overstate potential growth as well, because 
inflation tends to lag growth in output. If wages 
continue to accelerate, that would imply that the 
increase in real GDP between the end of 1992 and 

1 Th.is assumes that a 5.6% unemployment rate signaled 
just as much tightness in labor markets in late 1995 as it 
did in the middle of 1990. In support of this assumption, 
it should be noted that both periods were marked by the 
emergence of rising real unit labor costs. 
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the end of 1995 was somewhat faster than the 
growth in potential output. 

It is important to emphasize that these estimates of 
potential growth are based on the chain-weighted 
measure of GDP that is now the standard yardstick 
for output in the United States. Several prominent 
economists have criticired the current and previous 
measures of output because they do not adequately 
account for great strides in productivity associated 
with technological change. 

TI1is is a legitimate criticism, but its implications for 
financial markets are not as dramatic as some have 
assumed because measurement errors of this sort are 
nothing new. If growth in real output bas been 
understated - say, by 1 percentage point per year -
then growth rates of productivity and potential output 
have likewise been understated by the same amount. 
By the same token, inflation and real interest rates 
will have both been overstated by l percentage point. 
'True' benchmarks for these key variables are thus 
different than they appear, but the future direction of 
inflation and interest rates will only be affected if the 
size of tlie error is changing over time. While many 
intuitively believe tl1at tl1e error is growing, there is 
no way to prove tl1is, especially since tlie crux of tl:te 
problem is measuring output! Significantly, any such 
error bas identical effects on inflation and the rate at 
which unit labor costs are rising, even if the error 
itself is growing. Tims, the fact that unit labor costs 
are now rising slightly faster titan prices should be 
taken as a warning tl1at inflation will likely move up 
if output starts to grow much faster tl1an its po1.ential. 

Monetary Policy Not An Obstacle to Growth 

Tiiese results suggest tl1at growth above 2% will put 
upward pressure on inflation. But many econo~sts 
and market participants think monetary policy is too 
tight to permit such growtl1. Our review of policy 
indicators suggests otherwise. In particular: 

l. Short-term rates are not prohibitively high. 
TI1ose who tl1ink monetary policy is too 
restrictive claim that short-term interest rates are 
too high relative to inflation or growth in nominal 
GDP. TI1e case for this is far from clear, however. 
At 2.5%, tlie real federal funds rate is about 60 
basis points above its 40-year average but more 
than l percentage point below its average over 
the past 15 years, a period featuring above-trend 
2.5% average growth. At tl1e end of 1995, tlie 
funds rate was also about 2 percentage points 
above nominal GDP growth. While an inversion 



• 

• 

• 

From: G.S. Economic Rtst1rch 3-11-ss 1e:1e 1m Pig, 6 of 8 

Real Federal Funds Rate 
~~~ ~~~ 
10.,....,.,=----------=-----~10 

e 

6 6 

2 2 

0 0 

a, 83 85 87 .;9 91 93 95 
Source: Department ol Labor. Federal Reserve Board. 

between short rates and nominal GDP growth has 
usually heralded a cyclical downturn in U1e past, 
U1is is because net interest payments have been 
rising sharply, usually at annual rates of l 0% or 
more. In contrast, net interest payments have 
been almost flat over U1e past year. 

2. Credit-sensitive activity has suffered mimimal 
damage. If rates are too high, it is hard to tell 
from activity in U1e credit-sensitive housing and 
motor vehicle sectors. In the latter stages of past 
cycles, tight money has typically pushed housing 
starts down 30% over a period of about 3 years 
before U1e U.S. economy entered a recession. 
Motor vehicle sales have typically declined 15% 
over a 21-month period. While both indicators 
hit Uieir latest highs about 20 montl1s ago, Uie 
declines since Ulen have been trivial - about 5% 
for starts and 3% for motor vehicle sales. 

3. The economy is not short of liquidity. Growth 
rates of M2, M3, nonfinancial debt, and bank 
credit are all 5% or higher, well above llie 3.8% 
growth in nominal GDP. Ml and bank reserves 
have dropped about 2.5% and 6%, respectively, 
over the past year. But U1is reflects a shift in Uie 
public's desired asset holdings, prompted by 
higher yields on alternative assets and expanded 
opportunities to use credit cards as a means of 
payment and encouraged by banks seeking to 
reduce their reserve requirements. (Ml is Uie 
only reservable aggregate.) 

Key financial market indicators of monetary 
stringency are also consistent witl1 our view that it is 
not tight enough to snuff out growtl1. Historically, 
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tight policy has been signaled - and reinforced -
by a falling stock market, widening credit spreads, 
and a strong currency. Yet equity indexes are piercing 
new highs, credit spreads are still narrow, and. Uie 
dollar, while up over Uie past ten montl1s, remains 
low by longer-term standards. 

Some would add the yield curve to this list, citing 
today's comparatively flat curve as a sign lliat policy 
is too tight. Historically, a flattening yield curve 
reinforced Uie impact of tight money on llie housing 
market, but with tl1e deregulation of Uirift institutions 
its significance is now mainly as a gauge of financial 
market expectations. In any event, Uie yield curve 
has been no flatter in the last year than in Uie mid-
1980s, and it is now steepening. 

Implications for Financial Markets 

In summary, {.J.S. economic growth will be subject to 
a 2% speed limit in llie next year or two, witl1 upward 
pressure on inflation tl1e penalty for faster growtl1. 
1liere are, in our view, two implications for financial 
markets: First, bond yields will come under upward 
pressure during llie second half of 1996, as Uie 
economy pushes beyond tl1is limit. Second, although 
renewed economic growtl1 should initially reassure 
equity investors about prospects for continued growth 
in profits, Uiey should lower their sights for longer­
term eamings trends. Profit margins will not widen 
forever. Therefore, in a world of 2% real growlli and 
(roughly) 3% inflation, tlie long-term standard for 
earnings growtl1 should be about 5%. 

Ed McKelvey 
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Ke U.S. Economic Data 
Lat•#•Mo�thl, •• P"1j !!Mo' 121\,!Q N,�t 

'!US J•o '9$ o,., •ssNov T,-rjq Tr,nij Relil!$!! 
Nonfa.rm Pa.vrolls (di. thousands) 705 -188 145 212 173 146 Apr 5, 

Unemployment Rate('%) 5.5 5.B 5.6 5.6 5.6 5.6 

Index o1 Hours Worked (% chi 3.2 -2.0 -0.3 - 0.4 3.4 1.6 

Average Hourly Earnings (% ch) -0.1 0.4 0.3 -0.1 3.0 2.9 

Producer price finished goods index (o/,., ch) 0.3 0.6 0.4 3.5 2.3 Mar 14 

Excluding 1ood and energy -0.1 0.2 0.4 1.9 2.2 

Consumer price index (o/., ch) 0.4 0.2 0.1 2.6 2.7 Mar 15 

Excluding food and energy (% ch) 0.3 0.1 0.1 2.6 3.0 

Reta.ii sales (o/., ch) - 0.3 0.6 0.9 3.1 3.0 Mar2 0 
Excludng motor vehicles(% ch) 0.0 0.3 0.B 2.4 2.1 

Industrial Production(% ctil -0.6 0.2 02 0.6 0.1 Mar 15 
Manufacturing -0.6 0.1 0.1 1.1 -0.1 

C.tpacity utilization(%) 81 .9 82.7 82.B 83.0 83.5 Mar 15 

Manuladuring 81,0 81.8 82. 0 82.0 82.6 

Housing Starts (annual rate, thousands) 1446 13B5 1 458 1407 1361 Mar 19 

Single-fanily 1132 111 6 1129 1125 1081 

Trade balance (billions, monthly) -6. B -6.7 -82 -9 .3 Mar29 

Men:handise -12 .3 -122 -13.6 -14.6 

Factory Orders(% ch) 0.5 1.7 -0 .l 12.0 3.1 Apr3 

Dl.f'able Goods 0.2 3.1 -0.B 19.4 3.7 Apr3 

Personal Income (% ch) 0.1 0.6 0.3 4.2 4.6 Apr3 
Wages and Salaries -0.2 0.6 -0,l 2.9 4.0 

Purchuing Managers' Index (%) 45.2 44 .2 46.0 46.0 46.1 47.7 Apr t 

ConsumerSentimenl U Mich (Feb 66=1 00) BB.5 89 .3 91.0 88 .2 89.3 91 .0 Mar 15 
Conference Board (1985:100) 97.0 B8 .4 99 .2 101.6 96.6 98.7 Mar26 

Note: Percentage changes are month to month for lastfour months, annualized for 6-12-month trends. 6- and 12-month figures for levels (e.g., 
unemployment rate) are averages over those periods. 
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Focus for the Week Ahead 

■ February readings on conswner and producer prices should extend tl~e pattern of moderate inflation seen in 
most recent reports (Mar. 14 and 15). 

■ Senator Dole will take anotl1er big step towards tl1e Republicap presidential nomination if he wins primaries 
in Florida, Texas, and five other Southern and Southwestern states (Mar. 12). 

■ The Federal Reserve reports on recent regional economic conditions (Mar 12 and 13) and on industrial 
production and capacity utilization in February (Mar. 15). Rebounds from weather-depressed January le_vels 
are likely to permeate all of these reports. 

Economic Releases and Other Events 

Date 
Mar. 11 
Mar. 12 
Mar. 14 

Mar. 15 

Indicator 
New Home Sales (DecJJan.) 
Current Account Balance ('95Q4) 
Producer Price Index (Feb.) 

Ex. Food and Energy 
Consumer Price Index (Feb.) 

Ex. Food and Energy 
Industrial Production (Feb.) 
Capacity Utilization (Feb.) 

■ 3- and 6-Month Bill Auctions (Mar. 11) 

■ Wholesale Trad• (Mar 12) 

■ Atlanta Fed Survey (Mar. 12) 

Interest Rates: Forecast vs. Forward Yields: 
3 mo 5mo 12 mo 

LIBOR 3 mo 5.1 5.2 6.2 
Forward 5.4 5.5 5.9 

2 YrT-Note 5.2 5.5 6.4 
Forward 5.8 5.9 6.0 

10 Yr T-Note 6.0 6.2 6.7 
Forward 6.4 6.5 6.6 

ft- --- --- - - -

8 

Estimate 
GS Consensus Last Report 

Up/Down 0.0o/J-3.5o/e -2.1o/. 
·$36.0 bil. n.a. -$39.5 bil. 

-0.1% +0.2% +0.3% 
+0.1% +0.2% -0. 1 o/. 
+0.2o/• +0.2% +0.4% 
+0.2o/a +0.2% +0.3o/. 
+0.8o/. +0.4o/. -0.6o/. 
82.3o/. 82.1o/• 81.9o/. 

■ Florida and Texas Head List of 7 Primaries (Mar. 12) 

■ Fed 'Beige Book' (Mar. 13) 

■ Preliminary Michigan Consumer Sentiment (Mar. 16) 

Key Nos. in the Business Outlook 
1995 1996 

Q4 .Q1 02 1995 1996 
Real GDP 0.9o/. 0.5o/• 1.1•1. 2.1 o/. 1.6% 
Ind. Production 1.3 0.0 2.0 3.6 1.5 
CPI 2.4 3.5 2.3 2.8 2.8 
Profits• 12.6 6.9 11.2 10. 1 5.6 
Merch Trade Bal. -11.6 -13.3 -13.0 -13.6 -12.7 
(monthly, $8) 

Excluding inventory pmfits; adjusted for depreciation distortions 
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■ We would remain close to shore right now as there is no meaningful difference between our expectations 
concerning the near-term trajectory of short-term rates relative to the forwards. 

■ With respect to longer duration securities, we would have a slight bias toward the long side for now given 
that this week's selloff was not based upon any change in the tone of the economic news. 

Contributors: Bill Dudley, Ed McKelvey Issue No: 96/8 
John Youngdahl, Jill Jacobs (212) 902-6807 February 23, 1996 
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Economic and Market Overview 
The U.S. fixed income market sold-off violently in 
response to Chainnan Greenspan's testimony before 
the House Banking Committee on Tuesday, before 
recovering somewhat later in the week. 'The 
economic news early in the week underscored the 
idea that recession risks were subsiding as the index 
of leading indicators rose in December by 0.2%, its 
first rise in five months. Later in the week, the 
economic news was mixed, with real GDP ~owth in 
the fourth quarter somewhat weaker than expected, 
rising at only a 0.9% annual rate, but housing starts in 
January surprisingly strong, rising by 4.4%, 
following a 5% decline in December. On balance, the 
two reports were consistent with our view that the 
economy is likely to be somewhat weaker than 
expected over the near-tenn, but is not likelv to fall 
into a recession. • 

Federal Reserve Polley 
Chainnan Greenspan 's musings before the House 
Banking Committee that he expected the economy to 
soon strengthen after a period of weakness suggested 
that the roughly 75-100 basis points of easing then 
embodied in the December Eurodollars futures 
contract was overdone. While we generally agree 
with the sentiments expressed by the Chairman and, 

· therefore, believe that some adjustment in 
expectations was warranted, we would also caution 
investors against taking the Chairman's testimony too 
literally. After all, even if the Chairman were nervous 
about the economy's near-term prospects, be would 
scarcely draw attention to such anxieties. Similarly, 

Leading Indicators 
Oltle,.nce om.rence 

0.!i .----------------0.6 

0.3 

-0.3 

I 
Excluding 
SenslUve 
Matertals 

Prtces 

0.3 

0.0 

·0.3 

-0.& +-J-U-L -r--AU-G---,--S-E-P-r--O-CT~N-OV~-OE_C.....1. ·0.6 

15'95 
Source: The Conference Board. 
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we would not expect the nation's chief central banker 
to ever ratify expectations calling for a dramatic 
eMing of monetary policy. If the Chairman indicated 
that it were obvious that the Fed would need to ease 
further, this would just raise the legitimate question: 
Why wasn't the Federal Reserve easing more 
aggressively now, given the Chainnan's outlook'? 

President Clinton's decision to reappoint Chainnan 
Greenspan was unsurprising in that it was the path of 
least resistance in an election year given the 
Republican-controlled Congress and the confidence 
that market participants have in the current chairman. 
The appointments of Alice Rivlin, the Director of the 
Office of Management and Budget, to Alan Blinder's 
vacated vice-chairman slot and Laurence Meyer to the 
other vacant Board of Governors position should also 
be uncontroversial as neither has an obviously dovish 
inclination. On balance, these new appointments 
should not change the views of the Federal Open 
Market Co~itteC; o~ Board of Governors concerning 
monetary policy s1gruficantly. Because the nominees 
are well-credentialed with no strong ideological 
biases (except for Ms. Rivlin's reputation as a deficit 
hawk), , they should be confirmed by the Senate 
without much difficulty. 

Fiscal and Political Developments 
Prospects for a balanced budget agreement before the 
elections continue to fade for two reasons. First, 
Senator Dole has other fish to fry. Given his second 
place finish in the New Hampshire primary, he is 
likely to be involved in a long, difficult fight for the 

Real GOP 
Annullllzea percent change Annullltzea percent change 
6,---------------& 

w: 
4 4 

3 

•1gg2 Chain Wets;,ted Dollars 
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Source: Depanment of Commerce. 
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Republican nomination against Pat Buchanan and 
Lamar Alexander. Given that his opponents are 
running as Washington outsiders, Senator Dole will 
undoubtedly not want to underscore his insider status 
by slipping back to Washington for another rowid of 
budget negotiations. Second, in the Republican 
primaries, there is little evidence that the goal of a 
balanced budget is resonating with voters. Although 
politicians on both sides of the aisle will continue to 
push for a balanced budget, the motivation will be 
more to avoid being blamed for a failure to reach an 
agreement rather than a compelling desire to strike a 
compromise. The need to move toward a balanced 
budget is also undercut by the improvement in the 
budget balance evident in fiscal 1996. In January, the 
federal government budget balance improved to a 
surplus of $19.3 billion compared to a surplus of 
$15.6 billion a year earlier. Through the first four 
months of fiscal 1996, the deficit totals $36.6 billion 
compared to $57 .8 billion during the comparable 
period in 1995. 

Market Outlook and Comments on Value 
Note: The following comments reflect trading views 
and may differ from our longer-term interest rate 
forecast. 
Most likely, the fixed-income market will recover 
somewhat from this week's sell-off. Recession fears 
could easily intensify again. Moreover, Chairman 
Greenspan's comments in no way limit the ability of 
the Federal Reserve to push short-term rates lower 
over the next few months. However, a rally back to 
the bond market's high water mark appears unlikely 
for several reasons. First, as noted above, prospects 
for a budget agreement appear low. Thus, fiscal 
policy is likely to shift back toward a neutral-to­
stimulative stance over the remainder of the year. 
Second, as time passes the economy draws closer to 
an inflection point. This is especially true given that 
the temporary factors depressing the economy such as 
the Boeing strike, bad weather, and the government 
shutdown have passed and the inventory adjustment 
process has been underway for several months. This 
is important because during past economic pauses, 
the bond market rallies typically ended once the 
economy stopped weakening. 

Because the timing of when U1e economy will reach 
its inflection point is very wicertain, we would stay 
close to shore for the time being. As shown in the 
accompanying chart, the market's expectation 
concerning short-term rates appears appropriate over 
the next few months. Later, however, we continue to 
expect a significant divergence. 
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_ Prolectlons for 1998 
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Real GDP* 2 • 2¼% 2.2% 

CPI* 2¾ • 3 3.1 
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Three years ago, the Clinton Administration in its 
earliest days announced changes to federal debt 
management strategies that were intended to reduce 
federal interest costs by shifting more borrowing 
toward short-duration debt, which typically carries 
lower interest rates than those on long-term notes and 
bonds. These plans were expected at the time to 
shave about 20% off the average maturity of U.S. 
marketable debt within three years, from around 5¾ 
years to 4½ years. 

As it turns out, however, the debt has aged at a 
notably slower pace, owing to a much lower-than­
anticipated net borrowing volwne since late 1993 that 
has limited upward pressures on offering sizes for 
individual bill and short-tenn notes. At 5-1/3 years 
last September 30, the average maturity has remained 
in the upper half of its range over the p~t four 
decades. The steep further decline in the budget 
deficit and Treasury borrowing requirement this year 
should keep the debt life at or above 5 years into 
early 1997. 

Another effect of the brisk shrinkage in federal 
borrowing needs is that it has greatly alleviated the 
pressure for an early expansion of the size or 
frequency of individual Treasury debt auctions. 
Earlier, it had seemed that officials would soon be 
forced to add new regular offerings to its auction 
calendar, as compensation for a surge in debt 
maturities when the monthly 5-year note series began 
to fall due in January. In light of more favorable 
fiscal patterns, however, it now appears that such 
actions can be forestalled until the fourth quarter or 
even later. 

A Rapf dly Falling Budget Deficit Has Pared 
U.S. Borrowf ng Needs, ... 

In the U.S. Economics Analyst three weeks ago, we 
presented evidence that the U.S. budget deficit this 
year will fall well below official expectations, to 
around $120 billion. That remains our best judgment 
and, judging from receipts and outlays data through 
January, which incorporate the depressing effects on 
outlays of the two government shutdowns, a deficit 
below $100 billion still cannot be ruled out. These 
developments extend a pattern of better-than­
anticipated fiscal results that has been in evidence for 
most of the past three years. Compared to estimates 

4 

BIHtona of doU.,.. 
Budgat Caflclt 

Bllllona of doN.,.. 
- 300 

Fiscal Year 
300 

2!50 260 

200 

160 

100 100 

!50 60 

0 
1993 19514 1996 19915 

0 

Source: Department of Commerce. 0MB. Our ellUmates. 

compiled by the Office of Management and Budget 
(0:MB) in swnmer 1993, the budget gap has been 
falling progressively further below expectations, with 
the differential this year on target to be the greatest 
yet, at $75 billion. Somewhat firmer'-than-expected 
average economic growth, a rise in the corporate 
share of national income (which is taxed at a much 
higher average rate), a sharp deceleration in medical 
care cost inflation, and consistent congressional 
efforts at discretionary spending restraint have all 
played important roles in squeezing down the deficit 
over this interval. 

One obvious upshot from a rapidly improving fiscal 
balance has been a similar steady decrease in net 
federal borrowing needs. In its mid-session review of 
the federal budget dated September 1993, the 0MB 
predicted a cwnulative increase in U.S. Treasury debt 
of just over $1 trillion for fiscal years 1993-1996. As 
it turns out, the actual public debt buildup in the latest 
two years plus our forecast for this year is on course 
to be a shade under $800 billion, or 20% below the 
original' forecast. In the marketable borrowing realm 
(which comprises most of total financing activity), 
the funding requirement in fiscal 1996 looks poised 
to drop to $135 billion or less, down one-fourth from 
the $187 billion levels in 1994 and 1995. This would 
be the smallest absolute new-cash Treasury funding 
burden in seven years. Relative to nominal GDP, the 
prospective borrowing volume promises to be the 
lightest since 1979. 
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. .. Slowed Th• Average Debt Aging Process ... 
Another imporlant effect of this materially better­
than-expected fiscal and financial outcome is that it 
has retarded the aging of marketable Treasury debt to 
a much slower pace than predicted three years ago. 
In May 1993, the Clinton Administration enacted 
changes to federal debt management practices with 
the goal of reducing U.S. interest expenses, as one 
element of a broad, long-tenn budget deficit 
reduction effort. 'The three main elements of this 
strategy shift were: (I) a reduction in 30-year bond 
sales from quarterly to semiannual frequency, (2) 
elimination of quarterly 7-year note offerings, and (3) 
a projected increase in the volume of debt sales with 
initial maturities of 3 years and under. When these 
refonns were announced, it was widely expected that 
they would reduce appreciably the average maturity 
of publicly held U.S. marketable debt, by as much as 
1 ½ years or 25% by the end of this presidential tenn. 

Lower deficits, however, have put a material drag on 
this aging process. This has occurred because the 
Treasury for many years has employed short-tenn bill 
auctions as its main mechanism for absorbing 
deviations from planned borrowing amounts in either 
direction, so that potentially costly and disruptive 
volatility in its long-duration note and bond sales can 
be avoided. It can be presumed, therefore, that the 
vast bulk of the unexpected $200 billion shortfall in 
net funding over the latest three fiscal years has and 
will continue to come out of the bill sector. 
Assuming that any extra borrowing would have 
carried an average maturity of no more than one year, 
we estimate that the unforeseen decline in Treasury 
money-raising lifted the average public debt maturity 
by at least¼ year as of last September. By the end of 
this fiscal year, this influence will likely have added 
roughly ½ year to the average federal debt life. 

... And Temporarily Obviated The Need For 
More Frequent Debt Offerings 

From a more immediate perspective, the timing of the 
steep drop in funding needs was quite fortuitous, as it 
is helping to offset an expected upward shift in the 
coupon debt rollover burden. The monthly Treasury 
5-year note series that was initiated in 1991 has 
begun to fall due, necessitating an extra $105-$110 
billion in gross marketable debt sales tl1is calendar 
year purely for the purpose of redeeming old 
securities. Only a few months ago, it seemed that 
Treasury debt managers would have little choice but 
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• to quickly implement some expansion of debt 
offering frequencies to cope with this extra runoff, 
and financial market analysts were engaged in an 
active discussion of the various available options and 
the most likely course to be taken in this regard. 

Now, however, it appears that half or more of this 
jump in note maturities is being offset by a reduction 
in net financing, so the rise in gross borrowing on tap 
for this year looks considerably less abrupt and more 
manageable. To be sure, senior government officials 
by their own admission are still studying their options 
for modification of the auction structure, and some 
changes may well prove necessary down the road, 
particularly if the budget deficit begins to head back 
up. At this point, though, in light of the very high 
percentage of net borrowing needs that can be 
fulfilled merely by maintaining current auction sizes 
through September, we would not expect any material 
intensification of gross debt sales to take place before 
next fall at the earliest. 

• John Youngdahl 
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Tr•asu. . Borrowrn N••di< · 
Est. Tl'NI. marketable borrowing, FY 1996 

Less: Amount already completed 

Amount raised ii coupcn auctions 

are unchanged 
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$135.0 bil. 

48.1 

71 .0 

$15.9 bll. 
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Ke U.S. Economic Data 
4t••t Monthly oat• · · a:Mc{<<. -J~=Mc:, : N•xt( • < ) 191SJ.,1 '95 i:>ec< i95 Nov ••'gs,oct>· Trend ••• ·· -tfend Ril•N 

Nontaim Payrolls (ch. 1housands) -201 161 21j 68 100 11 .. Mare 
Unemploymen1 Ra1e ('l'.) 5.8 5.6 5.6 5.5 5.6 5.6 
Index of Hours Worked (% chi -2.0 -0.3 -0.4 0.6 -3.7 -1.B 
Average Hourly Earnings (% ch) 0.5 0.3 -0.1 0.4 32 3.5 

Producer price firished goods index (o/. ch) 0.5 0.5 -0.1 2.5 2.2 Feb27 
Excluding food and energy 0.1 0.4 0.0 2.3 2.5 

Conaimer price index (% ch) 02 0.0 0.3 2.0 2.6 Feb28 
Excluding lood and energy ('l'. ch) 0.1 0.1 0.3 2 ... 3.0 

Relail sales C'l'. chi 0.3 0.7 -02 1.9 3.4 Feb27 
Excluding molor vehicles (% ch) 02 0.5 -0.5 12 2.6 

lnduslrial Production C'l'. chi -0.6 02 02 -0.5 0.6 0.1 Mar 15 
Manufac1uring -0.6 0.1 0.1 -0.4 1.1 -0.1 

Capaci1y utilization(%) 81.9 82.7 82.8 82.9 83.0 83.5 Mar 15 
Manufacturing 81 .0 81.8 82.0 82.1 82.0 82.6 

Housing S1ar1s (annual na1e. thousands) 1«6 1385 1458 1351 1407 1361 TBA 
Single-lamly 1132 1116 1129 1109 1125 1081 

Trade balance (biliicns. mon1hly) -7.1 -82 -9.0 -9.4 Feb28 
Merchandise -12.5 -13.7 -14.4 -14.7 

Fac1my Orders ('Yo ch) 1.3 -0.1 -0.6 7.8 2.9 Mars 
Durable Goods 2.1 -0.8 -1.5 12.5 3.9 Mars 

Personal Income ('l'. chi 02 0.7 5.5 5.6 Feb27 
Wages and Salaries -0.1 0.9 6.3 5.1 

Purchuing Managers' lnde• ('Yo) «2 46.0 46,0 46.6 46.5 48.4 Mar 1 

Ccnsumer Senliment U Mich (Feb 66=1001 89.3 91.0 882 902 90.6 91.6 Mar 1 
Conference Board C 1985= 100) 87.0 992 101.6 96.3 97.3 98.8 Feb27 

Note: Percentage changes are month to month for last four months, annualized for 6-12-month trends. 8- and 12-month figures for levels (e.g., 
unemployment rate) ant averages over those periods. 
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U.S. affiliates may, lo 1he elden1 perrrined under applicable law, have acled upon or used 1hi!i research. 1o lhe exien1 H rela1es lo non-U.S. issuers. prior lo or 
immedialely lollowing ils publication. Foreign-currency-denominated securities are subject to flucluations in exchllflge ra1es 1ha1 could have an adverse elfec1 on 
1he value or price of. or income derived lrom. 1he investment In 1.ddtion. investors in securities such as ADRs. 1he values of which are influenced by foreign 
currencies, effectively assume currency risk. 

Fur1her inforrralion on any of 1he securities men1ioned in this material may be ob1ained upon requesl. and for this purpose persons in llaly should conlae1 
Goldman Sachs S.I.M. S.p.A. in Milan, or al its London bnu,ch office at 133 Fleet Slreef, and persons in Hong Kong st,ould con1ac1 Goldman Sams (Aaia) L.L.C. 
al 3 Garden Road. Unless governing law penrils o1herwise. you must contac1 a Golctnllfl Sacf:15 en1ity in your home jurisdiction ~ you wanl lo uae our services in 
effecting a 1nansaclion in 1he securi1ies mentioned in 1hls material. 
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Focus for th• Week Ahead 

■ Consumer confidence, initial unemployment claims and purchasing managers' reports likely to be least 
affected by the weather and, thus, most useful in assessing current economic conditions. 

■ Underlying inflation trends likely to remain excellent even though higher energy prices will push up the 
overall figures. CPI report benefits from elimination of airline ticket tax. 

■ Republican presidential campaign moves on with Arizona and South Carolina the next major primary 
contests. 

Economic Releases and Other Events 

Oat• 
Feb. 27 

Feb. 28 

Mar. 1 

Indicator 
Producer Price Index (Jan.) 

Ex. Food and Energy 
Retail SalH (Jan.) 

Ex. Auto 
Consumer Confidence (Feb.) 
Consumer Price Index (Jan.) 

Ex. Food and Energy 
Existing Home SalH (Jan.) 
Business lnventoriH (Dec.) 
Purchasing Managers Index (Feb.) 
Domestic Motor Vehicle SalH (Feb.) 

■ Arizona Primary (Feb. 27) 

■ Chicago Pur. Mgr. Survey (Feb. 29) 

Interest Rates: Forecast vs. Forward Yields: 
3mo emo 12 mo 

LIBOR 3 mo 5.1 5. 1 e.1 
Forward 5. 1 5.0 5. 1 

2 YrT-Note 5.0 5.2 8.3 
Forward 5. 1 5.2 5.3 

10 YrT-Note 5.7 5.9 8.7 
Forward 6.0 6.0 6.1 
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Estimate 
GS Consensus Last Report 

+0.4% 
0.0% 

-0.4% 
-0.2o/• 
Flat 

+0.2o/a 
O.Oo/a 

Down 
+0.2o/. 
45.5% 

Up 

+0.5% 
+o.2% 
-0.4% 
n.a. 
90.0 

+0.3o/. 
+0.2o/. 
-2.1•;. 

+o.1% 
48.0o/. 

Up 

+0.5% 
+0.1% 
+0.3o/. 
+0.2% 
87.0 

+0.2o/• 
+0.1,-. 
-0.2% 
+O. 1o/• 
44.2% 
12.7mll. 

■ Consumer Sentiment-Final (Mar. 1) 

■ South Carolina Primary (Mar. 2) 

Key Nos. in th• Business Outlook 
1995 1999 
04 91. 91 1995 

Rul GOP 0,9% o.s,-. 1.7,Y. 2.0% 

Ind. Production 1.3 0.0 2.0 3.5 

CPI 2.0 3.5 2.2 2.8 
Profits• 12.e 8.9 11.2 1 o. 1 

March Trade Bal. -12.8 -13.3 -13.0 -13.8 
(monthly, $8) 

1998 
1.8% 

1.S 

2.7 
5,8 

-1 2.7 

Exciuding inventory profits; adiu■ted for dep'9eiation diltoniana 
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Trade Recommendations 

■ Our sell-stop in Treasury bonds was triggered this week; a neutral posture seems appropriate for now. 

■ Investors should approach short-duration U.S. debt with caution in the near term, as negative risks are posed 
by the coming Federal Reserve policy report and the unresolved status of Chairman Greenspan's possible 
renomination . 

Contributors: Bill Dudley, Ed McKelvey Issue No: 9617 
John Youngdahl, Jill Jacobs (212) 902-6807 February 16, 1996 
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Economic and Market Overview 
Heavy financing volume in the corporate and 
sovereign debt markets bas sustained upward pressure 
on U.S. bond yields in recent days. Indicators of 
business conditions, meanwhile, have wtderscored the 
weak current state of goods demand and output. All 
of the 1.2% net rise in total factory orders during 
November and December occurred in the aircraft 
industry, where bookings are lumpy and have little 
short-term impact on production. Backlogs of 
wtfilled orders, meanwhile, declined in both months 
when aircraft and defense equipment are excluded. 
For the first time since late 1993, these backlogs have 
been unchanged, on balance, over a six-month period. 
While factory fundamentals are currently poor, the 
0.6% plwtge in factory production last month and the 
resulting slide in manufacturing utilization to 81.0% 
were partly due to bad weather and, hence, overstate 
the degree of these difficulties. 

Inventory growth slowed in the middle of last quarter, 
with just a 0.1 % rise recorded during November. A 
strengthening of domestic sales, though, remains the 
key to restoring firmer real GDP growth in the 
medium term. For this reason, it is important that 
business capital equipment spending not slide into 
retrenchment as a consequence of rapidly rising slack 
in capacity. Growth in orders for nondefense capital 
goods other than aircraft clearly has slowed since 
1993-94, but through December this leading indicator 
of equipment purchases remained on a modestly 
positive trajectory. 

Unfilled Order• 
Annullltzed percent change Annullltzed percent change 

i!0 ..--~.,.,,.,.,.,----- --- -----,-20 

15 

10 

Exaudlng Aircraft 
and Oefen■-

•Compared to e Momt,1 Eartler 

15 

10 

· 10 ·10 
1990 1991 19512 19513 1994 1995 

Source: Oepar1ment of Commerce. 
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Despite a 0.9% rise in total labor compensation last 
quarter, it is not yet clear that this measure of labor 
costs has begwt lo accelerate. Its wage and salary 
component climbed just 0.7%, matching the modest 
gains seen in earlier months. 

Federal Reserve Policy 
Tuesday's semiannual report by the Federal Reserve 
to Congress on monetary policy and objectives is 
likely lo stress two main points. First, the FOMC 
members' 'central tendency' growth projection for 
1996 will probably be only slightly below the 2%-
2¼% long-term trend, based on their expectation that 
activity will rebound fairly soon. This would imply 
that officials differ with the expectation of aggressive 
further rate cuts embedded in the forward yield curve. 
Second, central bankers no doubt will recognii.e and 
claim credit for the recent further abatement of 
inflation. In his prepared testimony, Cbainnan 
Greenspan can make the point that tame price 
behavior gives the Fed room to maneuver rates lower, 
if necessary, to sustain growth into 1997. 

Only 15 days remain before Alan Greenspan's second 
term as Fed chairman expires, and as yet the president 
has not made his nomination intentions known. This 
delay may be simply the result of procrastination, or a 
byproduct of the wtsuccessful effort to find a 
replacement for ex-Vice Chairman Blinder who can 
win Senate confinnation. While the probabilities still 
solidly favor Greenspan 's reappoinbnenl, there is a 
non-i.ero risk that the president prefers a replacement 
and hopes that protracted and pointed inaction on his 

Factory Production and Utlllzatlon 
Percent change Percent 

1.11...---------------...... aa 
ProduC11on 

1.0 
(lell \ ale) 

114 

83 

0.5 

e2 

0.0 
Jan e1 

-0.5 Capacity 
' UUHza11on e0 

(right ecale) 

•1.0 79 
1993 1994 1995 19911 

Source: Federal Re11rve Board. 
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part might encourage the chairman to retire, as Paul 
Volcker did in 1987. Greenspan 's deparrure from the 
Fed would be disruptive to monetary policy making, 
as it would take time - possibly until 1997 - to get 
a new leader confirmed. Moreover, any new 
chainnan likely would face a higher burden of proof 
with the financial community for rate reductions, 
making it harder for the Fed to ease as quickly as the 
markets now anticipate. 

Fiscal and Political Developments 
1be Republican Iowa caucus results have narrowed 
the field of viable candidates for the nomination to 
four. Senator Dole needs a solid victory in the New 
Hampshire primary next Tuesday to reestablish 'his 
status as the party's leading national figure and 
preswnptive presidential candidate. Independent 
voters could be an important force in this open 
primary, if they tum out in large nwnbers. A tight 
New Hampshire outcome that keeps the GOP race 
scrambled among several choices would keep Dole 
distracted from Washington, maintaining the fairly 
low probability of a broad budget deal. However, 
should the primary voters vigorously back Dole or 
boost Alexander further, then the principals to the 
budget battle might develop stronger motives to 
fashion a compromise as a demonstration of their 
ability to govern. 

Market Outlook and Comments on Value 
Note: The following comments reflect trading views 
and may differ from our longer-term interest raJe 
forecast. 

We were stopped out of our long U.S. Treasury bond 
marlcet position this week, and would stay close to 
shore now for two main reasons. First, we suspect 
that Chainnan Greenspan's policy remarks next week 
will stress the adequacy of past easing steps for 
regenerating respectable economic growth in future 
quarters. In light of the aggressive asswnptions 
concerning future rate reductions now built into 
forward yields, this could cause a market setback. 
Second, while a renomination of Dr. Greenspan 
remains the most likely outcome, we are uneasy 
about the Clinton Administration's delay over the 
matter, and are concerned about strongly negative 
market consequences if the conventional wisdom 
about his reappointment proves incorrect 

Assuming that the issue of the Fed chairmanship is 
settled in favor of the incumbent, we would regard 
any material back-up in money market rates and/or 
bond yields in response to the Fed's Humphrey­
Hawkins report as a potential buying opportunity. 
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Inventory Accumulatlon 
Perc.nt change Percent change 

,.. 1,4 

0.e 

0.e 

0.4 

-u:;,'<;: \ :,:, ,' 

1.0 

o.e 

0.e 

0.4 

0.0.P9"'"r'--""=.:.u.:.,=========:a..-+ o.o 
2: 

-0.2 ·0.2 
JAN APR JUL OCT JAN APR JUL OCT 

1994 1995 
Source: Department of Commerce. 

Non-OefenH Capita! Goods Orders Excludlng Aircraft 
AnnuellHd percent change Annuellzed percent change 
~ ~ 

JO 

20 

10 

· 10 •J-Month Mo"1ng Avera;• 
Compared To e Montn■ Earlier 

1990 1991 1992 1993 1994 1995 
source: Depanment of Commerce. 
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Employment Cost Index 
Perc.nt change, ye■r ago Pere-ant ctiange, ye■r ago 
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Toe U.S. trade deficit has begun to shrink, providing 
a substantial cushion to the U.S. economy during a 
time of sluggish growth in domestic demand. 
Underlying improvement began in late 1994, but was 
obscured through mid-1995 by the impact of the 
Mexican peso devaluation on U.S.-Mexican bilateral 
trade. By last November, however, the deficit in 
goods and services trade had fallen to $7. l billion -
the smallest gap in 17 months and the fourth 
consecutive reading under $10 billion. Reflecting 
this improvement, net exports added about ¾ 
percentage point to annualized real GDP growth in 
the third quarter of 1995 and, by our estimate, a 
similar amount to fourth-quarter growth. 

Toe trade sector should continue to provide 
substantial support to U.S. growth in 1996 and 1997 
for three reasons. First, U.S. exports are 
competitively priced in world markets, 
notwithstanding recent dollar appreciation. Second, 
growth in the economies of the major U.S. trading 
partners is likely to pick up. And finally, a shift in 
the mix of U.S. domestic final sales growth, away 
from capital goods, should result in slower import 
growth. All in all, trade improvement is likely to 
contribute about 1/z percentage point to annualized 
growth between now and the end of 1997, with the 
annual deficit, whether for goods and services or for 
the overall current account, narrowing by about $50 
billion between 1995 and 1997. 

Merchandl•• Trad• Balance 
Bl Ilona Blllona 

. 4 ..--------------...,. · 4 

· G ·G 

·10 ·10 

·12 ·1 2 

•14 

- Total 
·10 --- Excluding Mexico · 10 

·18 +-----,-----.-----.'----:-:-:--...... · 18 
1992 1993 199• 1995 

Source: Oepanmem of Commerce. GOidman Sache EellmatH. 
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Exports Competitively Priced 
One major factor driving U.S. trade improvement is 
that U.S. exports look extremely inexpensive to 
foreign buyers. In fact, the relative price of U.S. 
merchandise exports, expressed in tenns of a trade­
weighted basket of foreign cwrencies, reached an all­
time low in mid-1995. Toe sell-off in the dollar early 
last year was only partly responsible for this. In 
recent years, U.S. companies have also priced their 
goods aggressively in world markets, matching or 
undercutting price changes by foreign competitors. 

The dollar's subsequent rebound has probably not put 
much of a dent in this U.S. export advantage. Part of 
the reason is that the greenback's gain has been 
principally against the yen - about 26% since April 
1995. Over the same period, the dollar has risen only 
about 8% in trade-weighted terms, not even regaining 
its yearend 1994 level. Even the more dramatic move 
against the yen has merely restored the dollar to its 
early 1994 level. In 1994, both tl1e dollar/yen rare 
and the trade-weigbced dollar were then at or near 
historic lows. 

Moreover, changes in the currency take a long time to 
affect the prices at which goods are traded, because 
companies try to hedge against price changes or lock 
the prices in through long-term contracts. Thus, the 
dollar's 1994/early 1995 sell-off may not yet have 
worked its way into the prices of goods and services 
and the subsequent increase would therefore imply no 
loss in competitiveness. 

Price Compatltlv•n••• of US Export• 
Index (1990•1001 Index (1990•100) 
130 .,,;,..-,,,,,,,,,,...-------c:,,....-----,- 1JO 
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The perfonnance of U.S. exports in 1995 certainly 
attests to their competitive advantage. U.S. exporters 
faced tough markets last year, as real domestic 
demand in the economies of the major U.S. trading 
partners was essentially stagnant on balance. Despite 
this lack of growth in demand, real exports of 
merchandise were up 14.6% in the first 11 months of 
the year. Adding services to the mix, year-to-year 
growth in real exports appears to have been about 
9%. 

Growth Abroad to Pick Up 

Prospects for a pickup in growth abroad should 
strengthen the growth in U.S. exports from this 
already solid base. Mexico is on the verge of an 
upward tum. Conditions in Japan also seem ripe, at 
long last, for genuine recovery. Although growth in 
Europe and Canada is currently sluggish, this reflects 
to a large degree the damping effect of the destocking 
cycle now underway. As this cycle comes to an end, 
and monetary stimulus in these coWttries takes effect, 
a finner growth pattern should emerge. 

Projections by the OECD show growth in these 
countries averaging 2.4% in 1996 on a U.S.-export 
weighted basis, nearly a 3-point pickup from the 1995 
decline. Our own outlook calls for a more gradual 
upturn, with growth averaging l % in 1996 and 2.7% 
in 1997. Either way, U.S. exporters should see 
growth in their major foreign markets increase by a 
minimwn of about l ½ percentage point, and possibly 
by as much as 3 points, over the next year or two. 

Typically, each additional percentage point of growth 
in real foreign domestic demand lifts the growth rate 
of real U.S. merchandise exports by l½ to 2 
percentage points. Exports of services are less 

Foreign Demand Pickup to Boost U.S. Export Growth 
(annualized percentage change) 

Canada 
Eurcpean Union 
Japan 
Mexico 
Weighted by U.S . er:port share 

22% 
21 
11 

8 

Source: Conrnerce Depa.rtmenl, CECO. 

1.6% 1.2% 2.3% 
2.2 1.8 2.6 
1.0 2.7 2.6 

-15.9 0.7 1.7 
-0.4 1.0 2.4 
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sensitive to swings in growth, however, so the 
increase in total export growth tends to be l to 1 ½ 
times the increase in real demand growth. Thus, 
starting from a 1995 base of 9% growth, it seems 
reasonable to expect that annualized growth in real 
U.S. exports will easily top 10%, and possibly hit 
15%, in coming quarters. 

Th• Changing Mix of U.S. Demand Growth 

In view of the strong trends that have been in place 
for some time on the export side of the accounts, it is 
clear that persistent import growth has been the main 
obstacle to U.S. trade improvement This, in tum, 
has been mainly due to the boom in U.S. capital 
equipment spending, a sector of deep import 
penetration. As a result of this booni. real imports of 
capital equipment surged nearly 25% between the 
third quarter of 1994 and the third quarter of 1995, 
accounting for more than 90% of the increase in 
imports over that period. Imports of other goods rose 
just l %. 

Growth in capital spending is due for a significant 
correction in 1996. Capacity is rising rapidly, thanks 
to 3Y1 years of strong investment, while usage of that 
capacity has dropped sharply over the past year. 
Reflecting these divergent trends, orders for capital 
goods other than aircraft have zigzagged throughout 
rhe first 11 months of 1996 without clear trend. And 
imports of these items dropped 2 .5% in November. 
As the slowdown in such spending continues, the 
effect of sluggish growth in other areas of the 
economy will show more clearly to import growth. 

Real Imports 
Perc.nt change, year ago Percent change, year ■go 
14 .--------- ---------.- u 
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Source: Departtnent of Commerce. 



To: Gtnt Sperling rrom: G.S. [conomic R1111rch Z·16·96 ~:85 pm P191 6 or B 

• 

• 

• 

The December 1 994 devaluation of the Mexican peso 
was also a factor boosting U.S. import growth in 
1995, as Mexican goods suddenly became much 
cheaper in U.S. dollars. Between December 1994 and 
November 1995, imports from Mexico rose 32.2%, 
accounting for more than one-quarter of the growth in 
U.S. merchandise imports over that period. The peso 
is quite unlikely to deteriorate as much as it did a year 
ago, especially in real tenns. Therefore, import 
growth from this source should also dissipate in 
coming months. 

The last six trade reports already reveal some slowing 
in import growth. Between May and November, the 
trend rate of growth in real merchandise imports 
slowed from more than 15% to about 10%. 
Meanwhile, the growth rate of real imports of goods 
and services dropped to about 7%. In light of the 
capital spending correction and the fading influence 
of the Mexican collapse, additional slowing, to about 
5%, seems likely in coning quarters. 

Implications for Financial Markets 

In summary, the U.S. trade outlook is quite positive 
for 1996 and 1997. The deficit in goods and services 
is apt to narrow from an estimated $113 billion in 
1995 to about $60 billion in 1997, primarily 
reflecting shrinkage in the merchandise shortfall. The 
current account deficit should likewise drop by about 
$50 billion, from nearly $160 billion to about $110 
billion. 

The implications of trade improvement for U.S. 
financial assets should be constructive on balance, 
though varying across different markets: 

Rul Merchandise Import and Export Growth Rates 
Percent change, year ago Percent change, year ago 
20-,---,,=,------ ---------r20 

15 

10 

1990 1991 1992 1993 1994 1995 
Sourca: Dap■l'lmant of Commerce. 

6 

U.S. Trade Forecast 
($ bBlionsl 

U.S. Trade Balance 

Merchandise 
Services 

Current Acocunt Balance 
Real Net Exports• 

• 1992 dollars. 

·106.2 
·166. 1 
+59.9 

-151.2 
-108.1 

-113.0 -98.0 -60.0 
-176.5 -165.0 ·130.0 
+83.5 +67.0 +70.0 

-1511.0 -139.3 ., 10.5 
·115.4 ·98.0 ·63.3 

■ The U.S. dollar would clearly beneftt. Our 
1997 current account balance estimate implies the 
smallest net supply of dollars on foreign currency 
markets since 1993. Moreover, evidence that 
trade is supporting U.S. growth would lift market 
estimates of U.S. interest rates vis-a-vis those of 
other countries. 

■ Effects on U.S. bonds would probably be 
somewhat negative. Although bond investors 
would welcome the inflows resulting from an 
upgrade in international investors' attitudes about 
the dollar, evidence of stronger growth would 
likely make current forward yield ~swnptions 
appear too optimistic as perceptions of the need 
for additional demand stimulus from the Fed 
diminish. 

■ Equity values would probably rise. Trade 
improvement provides protection against 
recession. Although prospects of stronger U.S. 
growth would probably cause investors to 
question assumptions about interest rates, they 
too would welcome inflows from abroad. 

EdMcKelvey 
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Focus for th• Week Ahead 

■ Chairman Greenspan delivers his semiannual 'Humphrey-Hawkins' testimony regarding monetary policy 
performance and objectives. He will probably indicate that the FOMC perceives only a small recession risk 
(Feb. 20). 

■ The first presidential primaries will be held in New Hampshire. Sen. Dole needs a solid victory to 
reestablish his position as front-runner for the GOP nomination. Publisher Steve Forbes also needs to do 
well to offset bis poor Iowa showing and remain in the top tier of candidates (Feb. 20). 

■ The 'advance' GDP report for fourth quarter should confirm that real economic growth dropped back well 
below its 2% trend in the fourth quarter (Feb. 23). 

■ Housing starts data should show a sharp decline in January, due to unusually cold, icy, and snowy weather 
(Feb. 23). 

Economic Releases and Other Events 

Date 
Feb. 20 
Feb. 22 
Feb. 23 

Indicator 
Leading Indicators (Dec.) 
Federal Budget Balance (Jan.) 
Real GDP (9504) 
GDP Deflater (9504) 
Housing Starts (DecJJan.) 

Estimate 

GS 
O.Oo/. 

+$21.0 bn. 
+1.0o/. 
+3.o•;. 

-2.0•/J-1 0.0•1. 

Consensus 
O.Oo/e 

+$18.5 bn. 
+2.5o/e 
+2.4o/. 

·3.0o/J-9.0o/e 

Last Report 
-0.3% 

+$15.8 bn. (Jan. 95) 
+3.2o/. 
+2.3•;. 
+5.7o/. 

■ 3 mo and 8 mo T-bill auctions (Feb. 20) ■ Kansas City Fed Survey (Feb. 21) 

■ GrHnspan Humphrey-Hawkins Testimony (Feb. 20) ■ 1998 Investment Plans Survey (Feb. 22) 

■ New Hampshire Primary (Feb. 20) ■ Delaware Caucuses (Feb. 23) 

Interest Rates: Forecast vs. Forward Yl•lds: Key Nos. in th• Busin•ss Outlook 
3 mo 8mo 12 mo 1995 1998 

LIBOR 3 mo 5.1 5. 1 8. 1 04 Q1 02 1995 1998 
Forward 4.9 4.7 4.7 Real GDP 1.0o/. 0.5o/e 1.7% 2.0% 1.8% 

Ind. Production 1.0 0,0 2.0 3.5 1.5 
2 YrT-Note 5.0 5.2 8.3 

CPI 
Forward 4.9 

2.0 3.5 2.2 2.8 2.7 
4.9 5.0 

Profits* 12.8 8.9 11.2 1 o. 1 5.8 

10YrT-Note 5.7 5.9 8,7 March Trade Bal. -12.8 -13.3 -13.0 -13.8 -12.7 
Forward 5.7 5.8 5.9 (monthly, $B} 

Excluding inventory profits; adjusted for depreciation distortions 

8 '9_,_, ___ ___ .. _ • ,.._ 
....... ... 1 4 \ ....... _e,,...._..,..., 
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Soua: Dep.nrnent of Commerce. 

Trade Recommendation 

■ We would stay long Treasury bonds, with a sell stop at 6.25%. 

■ The short-end of the yield curve appears rich, relative to the further 25 to 50 basis points of easing that we 
expect from the Federal Reserve. It probably is too soon, however, to initiate short positions. 

Contributors: Bill Dudley, Ed McKelvey Issue No: 96/6 
John Youngdahl, Jill Jacobs (212) 902-6807 February 9, 1996 
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Economic and Market Overview 

Prices of fixed-income securities hovered near the 
lows reached late last week, as tbe market struggled 
to absorb a heavy supply of new issues. Meanwhile, 
equity prices moved further into record territory. In 
both markets, investoB appeared less concerned that 
the current weakness in economic activity would 
degenerate into recession. 

For the most part, tbe economic indicators released 
during the week supported this interpretation. Toe 
strongest support came from the November trade 
report, which showed that the deficit for goods and 
services fell to $7 .1 billion in that month. This was 
the smallest gap in 1 7 months and the fourth 
consecutive reading Wlder $10 billion. Trend growth 
in exports remained solidly in double digits, while 
growth in imports slowed further. While the trade 
report could be dismissed as stale news, it was fresh 
evidence that trade improvement is providing a 
substantial cushion to the economy as it passes 
through the current period of weakness. 

Other, more current, indicatoB contained small bits 
of reasssurance that the economy is not falling apart. 
Initial filings for Wlemployment insurance dropped 
21 ,000, to 368,000, in the week ended February 3, 
pulling the 4-week average down slightly. If the 
economy were beaded into recession, these claims 
would be rising sharp! y to much higher levels. 
Meanwhile, retailers' reports on January sales 
indicated that the trend of business had stabilized at a 

Trade Balance, Goods and Services 
&Il ona, us dollara Bll lona, us .... 
2..----------------~ 2 

+-!-------------- -+o 

·2 

·• Mo/ lhly ·• 
• .. 

-e . , -e I I ! 
't . •' -8 . · 8 

3·Mon1h 
· 10 Aw,.ge ·10 

·1 2 ·U 
19 92 1993 1994 199 5 

Source: Department of Commerce. 
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low level, despite unusually poor weather. And, 
although concerns about an excessive debt load have 
been cited as the main reason for the consumer 
slowdown, yearend figures for installment borrowing 
reveal only a modest tendency toward deceleration. 
Outstanding balances on all types of short-term 
installment credit r~e at a 9.3% annual rate while 
cred.it<ard balances were up at an even stronger 
14.2% clip. Year-to-year growth in credit card debt 
stood at 18% in December, down only marginally 
from its peak. In a separate report, tbe Federal 
Reserve echoed comments by our analysts for 
financial institutions that loan standards are 
tightening in response to a deterioration in credit 
quality. 

Federal Reserve Policy 
Minutes from the December FOMC meeting, though 
reduced in predictive value by the easing in late 
Januaryi reinforce our impression that central bank 
officials were not exceptionally worried about 
recession. Al the December meeting, the staff 
presented a forecast of nearly trend growth for 
subsequent quarters. Although no one dissented from 
the modest easing agreed at that meeting, several 
committee membeB would have preferred no change. 
Toe decision also appeared to be independent of the 
state of the budget negotiations. While information 
on the Committee's current state of mind as of late 
January will not be available until the Humphrey­
Hawkins hearings on February 20, at the earliest, the 
conservative narure of last week's easing suggests 
that altitudes have not shifted ~reatly. 

Import and Export Growth Ratu 
Percent change, ye• ago Percent change, ye• ago 
20~---=,,--- - ------- - ----, 20 

10 

1990 1991 1992 1993 1994 1996 
Source:Department of Commerce. 



• 

• 

• 

from: G.S, Economic R1111rch Z·B9·96 3:Sz pm 

Ff seal and Political Developments 
President Clinton's bare-bones fiscal 1997 budget 
message to Congress contained no new surprises, 
pending a more complete submission later next 
month. However, it did underscore how much the 
terms of debate have shifted in a year. Wherea<. his 
FY 1996 message projected a deficit in the 
neighborhood of $200 billion for the foreseeable 
future, his latest message reiterated bis earlier 
proposal that aimed for a slight surplus in 2002. 

Prospects for a comprehensive budget accord remain 
dim, despite a bipartisan agreement among the 
nation's governors on formulas for allocating 
Medicaid and welfare benefits across the various 
states. Although this could, at the margin, grease the 
way toward a budget deal, it does not jump-start the 
stalled talks. Both President Clinton and Senator 
Dole appear to be more comfortable running on their 
current platforms rather than striking a deal. 
Moreover, Sen. Dole is preoccupied with defending 
his front-runner status against a surprisingly strong 
a<.sault by publisher Steve Forbes. 

1be race for the Republican nomination has focused 
increasingly on these two candidates on the eve of 
next week's Iowa caucuses. Sen. Phil Gramm (R­
TX) suffered a severe setback when be lost out to 
commentator Pat Buchanan in a two-way race for 
delegates in neighboring Louisiana; by his own 
admission, he must recoup this damage quickly by 
showing at least third in the wider Iowa contest, to be 
held this coming Monday. Fonner Gov. Lamar 
Alexander of Tennessee could emerge if Dole and 
Forbes both stumble. 

Market Outlook and Comments on Value 
Note: The following comments reflect trading views 
and may differ from our longer-term interest rate 
forecast. 

We believe that the short end of the fixed-income 
market is priced too aggressively to Fed easing. 
However, it is probably too soon to initiate short 
positions on this part of the yield curve given that 
additional signs of weakness will probably be 
forthcoming. Any tendency for longer-dated 
securities to rally should be seen as an opportunity to 
liquidate long positions in this sector, which now 
look less attractive in the light of better-than-expected 
economic news. 
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Steve Forbes has made the "flat" tax the centerpiece 
of his campaign for the Republican nomination for 
President. The issue appears to have found some 
resonance with voters as Forbes has surged in lhe 
polls over the last few weeks. Despite his rapid 
advance and the endorsement by the Kemp 
Commission of a flat tax, we still view the prospect 
of major tax reform along the lines of lhe Forbes 
proposal as dim for three reasons. First, thei:e are 
serious political obstacles to reform. Second, flat tax 
advocates are supplying ammunition to their critics 
by overpromising in terms of lhe magnitude of lhe 
benefits that would flow from a flat tax. Third, lhe 
fact that the transition to a flat tax system would be 
disruptive reduces the benefits of implementing such 
a system. 

A Bundle of Benefits 

The flat tax proposal advocated by Steve Forbes is 
nearly identical to the Armey-Shelby flat tax 
proposal, which we examined in detail in our recent 
report, Tax Reform: The Good, the Bad, and the Ugly. 

As we noted in that report, a flat tax of the type 
advocated by Armey-Shelby and Steve Forbes would 
generate a significant number of benefits. In 
particular: 

1. Simplification. Not only would this reduce lhe 
costs of tax compliance, but it also would 
probably result in improved tax compliance. 

2. Base broadening. By eliminating deductions for 
mortgage interest, stale and local income taxes, 
and charitable contributions and by including 
fringe benefits, such as health care insurance, in 
the taxable income base, the flat tax would 
dramatically broaden the tax base. This would 
make the tax system more neutral and help 
increase the efficiency of invesunent 

3. Pro-savings bias. The exclusion of interest, 
dividend, and capital gains income from taxation 
would raise the return on saving, which might 
result in a greater propensity to save. 

4. Pro-investment bias. The expensing of 
investment would reduce its effective cost and 
tl1ereby raise its after-tax return. 

4 

In addition, the imposition of a flat tax - if made 
tamper proof - might make it more difficult for 
politicians in Washington to hand out tax expenditure 
benefits to favored constituencies. 

But Big Political Hurdles 

Despite these benefits and lhe surge of Steve Forbes 
in the polls, a flat tax st.ill faces a long, uphill road. 
In addition to lhe fact that the Clinton administration 
opposes a flat tax, the political obstacles include 1) 
higher taxes for the middle class; 2) the political 
optics of favoring capital income over labor income; 
and 3) the loss of popular tax deductions. 

Higher Taxes f or the Middle-Class 

Regardless of the precise rate (most impartial 
estimates are clustered around 23%) that is needed for 
a flat tax system to be revenue-neutral, it is obvious 
that tl1e combination of a flat tax with revenue­
neutrality implies a higher tax burden on tbe middle­
class. 

First, under a flat tax, the tax rate for higher income 
taxpayers would be cut significantly. In 1993, for 
example, total income taxes represented 28.1 % of 
total adjusted gross income for taxpayers in the 
$200,000 and higher group. 

Second, the taxable income base for high-income 
taxpayers would shrink as the exclusion of interest, 
dividends, and capital gains income from the tax base 
more than offset tl1e inclusion of fringe benefits. For 
taxpayers with adjusted gross incomes of $200,000 or 
more in 1993, interest, dividend, and capital gains 
income , represented about 28.8% of total adjusted 
gross income. This compares to about 7 .4% for all 
oilier taxpayers. 

Low-income taxpayers would also lend to pay less 
tax wtder the flat tax proposal because Ille standard 
deduction and ex~ption would be increased in size 
in order to retain a modest degree of progressivity to 
the tax system. The combined effect of lower taxes at 
both the low and high ends of the income distribution 
imply that income taxes for the middle class would 
have to be higher to keep the proposal revenue 
neutral. 
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Related obstacles to a flat tax are the political 
problems created by a tax refonn proposal that 
exempts all fonns of capital income from the personal 
income tax. Although a strong case for doing so can 
be made on U1e ~ounds that this income has already 
been taxed at the corporate level, voters are not likely 
to favor a tax reform effort that means that a person 
clipping coupons on a beach can pay no taxes, while 
a worker pays taxes not only on wage income, but 
also on fringe benefits such as bealtl1 care insurance. 

Loss of Deductions 

A flat tax would face opposition from those groups 
that benefit under the current system of deductions 
and exemptions. These include: 

l. Realtors and homebuilders. By eliminating the 
mortgage interest deduction, the Forbes flat tax 
proposal would raise U1e after-tax cost of housing 
finance. 1his would, all else equal, put 
downward pressure on home prices. 

2. Life insurance industry. Currently, the tax 
deferral benefit embodied in whole life, universal 
life, and annuity products helps Uris industry 
gather assets. Under a flat tax, all income on 
capital would no longer be subject to tax. Thus, 
life insurers would lose an important competitive 
advantage. 

3. State and local governments. A flat tax would 
generate two negative consequences for this 
group. First, the cost of state and local income 

5 

taxes to taxpayers would rise as such taxes were 
no longer deductible from income. States with 
high marginal income tax rates such as California 
could be expected to complain about Uris change 
the most Second, the cost of borrowing for such 
entities would go up. If all forms of interest 
were no longer subject to tax, tax-exempt yields 
would rise to the level of general interest rates. 

4. Non-profit organizations. TI1e loss of the 
deduction for charitable contributions could hurt 
the fund-raising efforts of such groups. 

Other groups potentially negatively affected by a flat 
tax include health care providers (the current tax 
system subsidizes health care services compared to 
consumption funded using after-tax dollars) and 
pension/40l(K) plan operators. With rewrns on 
capital no longer subject to tax, pension plans and 
40 l (K) plans would tend to wither. 

Overpromising Also Hurts Flat Tax Advocates 

Tiie flat tax is also vulnerable to criticism because its 
advocates overpromise in terms of its likely benefits. 
For example, the Kemp Commission states that a flat 
tax would help double the economic growth rate. In 
the same vein, Steve Forbes argues that a flat tax with 
a 17% rate would not lose revenue because it would 
result in faster growtl1 via the avenues of higher 
saving and investment and greater work effort 
Scrutiny of these claims reveals that neither is likely 
to be valid. 

On the saving side of equation, it is unlikely that a 
flat tax would lead to a significant rise in saving 
because personal saving is quite insensitive to 
changes in after-tax yields. That is because the 
incentive to save more resulting from higher yields is 
nearly completely offset by the fact that the same 
higher yields reduce the amount of saving needed 
over time to meet a given net worth target. 

In the 1980s, Ulis proposition was tested wiU1 two 
large drops in Uie top marginal income tax rate in 
1982 and 1987-1988. As shown in the accompanying 
chart, no favorable impact on the personal saving rate 
is visible as a result of these marginal rate reductions. 

Without a big rise in saving, the argument for more 
rapid growU1 is impaired. That is because a rise in 
saving is necessary to accommodate the increase in 
investment needed to foster faster growth. 
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Even if there were a saving response, it would have to 
be large. to have any meaningful impact on the pace of 
econorruc growth. For example, assuming that the 
saving rate increases proportionally with the rise in 
after-tax returns, this would raise the. personal saving 
~ate by only about ~30 billion per year. This is a drop 
m ~le bucket relauve to the nation's private sector 
capital stock of $12 trillion and could be expected to 
raise the nation's growth rate by less than 0.1 % per 
year. 

Similarly, the claim that a flat tax would spur growth 
through increased work effort also appears to be 
exaggerated. As we see it, such an argument has 
several problems: 

1. Changes in marginal tax rates would not be 
large for most families. Most taxpayers 
currently fork over 15% or 28% of each extra 
dollar of wage and salary income to Uncle Sam. 

2. The workweek is already quite long. For 
example, in tl1e manufacturing sector the 
workweek hit a record 42.5 hours in January 
1995. 

3. Labor force participation rates are already 
quite high. In particular, the female participation 
rate has stabilized at a level only modestly below 
~e male participation rate after rising quickly 
smce 1960. 
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Transition: A Final Hurdle 

It also is important not to ignore the potential 
transitional difficulties in moving to a new tax 
system. A flat tax system might be the best system, 
but switching to it might not be worth the costs if the 
transitional costs were large. 

Even if tax reform changed the desired capital stock 
only modestly, this could have large impacts in tlie 
sho~ term be<:ause the stock of capital is very large 
relat.Jve to net mvestment 

To illustrate this, consider the housing industry. Tiie 
total value of residential housing in the U.S. exceeds 
$4 trillion, compared to an investment rate of about 
$280 billion per year. If the loss of the mortgage 
interest deduction caused households to reduce their 
desired stock of housing by 5%, this would translate 
into a $200 billion adjustment in tlie stock. If the 
adjustment took 3 years to complete, new residential 
investment would be depressed about 25% for that 
period. 

The major revisions to the tax code undertaken in 
1986 illustrate tl1e potential difficulties of such 
transition periods. In 1986, the changes made to the 
depreciation rules for real estate lielped to contribute 
to a collapse in real estate prices. This, in turn, led to 
a large climb in bad loans among commercial banks. 
The shaky banking system, in turn, was a factor 
behind the recession and anemic recovery over tlie 
1990-1993 period. Only now, nearly ten years later, 
has the real estate sector generally recovered from 
that debacle. 

The probability that a flat tax will be enacted in 1997 
still appears to be very low. More likely, the 
widespread dissatisfaction with the current system 
will provoke more modest efforts toward reform 
emphasizing greater simplicity and transparency 
rather than tl1e more radical overhaul that the Forbes 
flat tax plan would represent 

Bill Dudley 
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Ke U.S. Economic Data 
Ulteit_Monti11Y,.Pat••• .. . S:"1<> . ... :H:M0 ·· .Next · 
:"'95:0iac •··. •95<Nov ie: ·isGbt->· ?f~nd / ·: ·• Traricf< Release :• 

NonllllTTI Pavrolll (ch. thousands) ·201 161 214 66 100 114 Mare 
Unemployment Rate (%) 5 .8 5.6 5.6 5.5 5.6 5.6 

Index of Hours Wor1ted C'I:. ch) ·2 .0 ·0.3 ·0 .4 0.6 ·3.7 ·1.8 

Average Hourly Earnings ("" ch) 0.5 0.3 0.0 0.3 32 3.5 

Producer price firi!hed goods index (.,._ ch) 0.5 0.5 ·0.1 2.5 2.2 Feb27 

~xctuding food and energy 0.1 0.4 0.0 2.3 2 .5 

Consumer price index(% chi 02 0.0 0.3 2.0 2.6 Feb28 

Exctuding lood and energy ('Y. cil) 0.1 0.1 0.3 2.4 3.0 

Reta~ nles C'Yo chi 0.3 0.7 ·02 1.9 3.4 Wkot Feb26 

Excluding motor ...ehicies ('Yo ch) 02 0.5 ·0.5 12 2 .6 

Industrial Production ('Y. ch) 0.1 0.3 -0.4 22 1.1 Feb 16 
Manufacturing 0.1 02 -0.4 2 .4 0 .8 

Capacity utilization(%) 82.8 83.0 83.0 832 83.7 Feb 16 

Manufacturing 81.8 82.1 822 82.3 83.0 

Hwsing Star1S (aMUal ntte. thousands) 1-420 1343 1383 1360 Feb23 

Single-larrity 1102 1102 1102 1079 

Trade balance (billions. montily) -7.1 ·82 -9.0 -9 .4 Feb28 

Merchandise ·12.5 ·13.7 - 14.4 -14.7 

Factory Ofders (% ch) ·0.3 8.4 6.7 Feb 15 

Durable Goods ·1.1 15.4 8 .4 Feb 15 

Personal Income C'Y• chi 02 0.7 5.5 5.6 Feb27 
Wages and Salaries ·0.1 0.9 6.3 5.1 

PLlchuing Managers' Index(%) 442 46.0 46.0 46.6 46.5 48.4 Mar 1 

Consumer Sentiment U Mich (Feb 66= 1001 89.3 91 .0 882 902 90.6 91 .6 Feb 16 
Conference Board (1985:1001 87.0 992 101.6 96.3 97.3 98.8 Feb27 

Note: Percentage cha,g• are month to month for last four months, annualized for 6-12-month trends. 6- and 12-month figur• for levels (e.g., 
unemployment rate) ant averag91 over th01e periods. 
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regulalory. co""liance. or other reuona that prevent us from doing so. We and our afliliates, oflicera. direct01S, panners. and en,,loyeea, including persons 
involved in the preparation or issuance ot this rreterial may, from time to mie. have long or short positions in, and buy or sell , the securities. or derivatives 
(nduding options) lhe~f. of con,paries mentioned herein. 

Ttis rreterial hu been issued by Goldnan, Sachs & Co. and/or one ol its altiliates and hu been approved by Gotd!Mn Sachs lntemational, which is regulated by 
The SeOJrities and Fulures Aulhority. in connection with its dstribution in the United Kingdom and by Goldrran Sachs Canada in connection with its distribulion in 
Carada. This rreterial is dstributed in Hong Kong by Goldman Sachs (.-,sia) LL.C.: and in Japan by Goldn'an Sachs (Japan) Ltd. This material is not for 
dstribtJtion in lhe United Kingdom 10 priv1lte customers, u that term is detined under tie rules of The Securitiea and Futures Authority: and any inves1menls. 
indUding any convertible bonds 01' deriwtives. mentioned in this rreterial will not be made available by us to ar., SJCh private customer. Neither Goldman, Sachs 
& Co. nor its representdve in Seoul. Korea, is licensed to engage in lhe securities businea in the Republic of Korea. Goldman Sachs lntematio,-J and its non• 
U.S . afliliales may, to tie elllenl pemitted under applicable law, have acted upon or used this research, to tM! etlent it relatea to non-U.S. iuue,s, prior to or 
irrmediatety lollowing its publication. Foreign~-denominated securities are subject to fluctudons in exchange ntles that could have an adverse eftect on 
the value or price ol. or income derived lrom, the investment. In addtion, investors in serurities s,ctl u ADRs. the values of which are inlluenced by 1orei!r' 
a.wrencies. eflectivety assume Qlt'rency risk. 

Funher inlormation on any o11he securities merllioned in this rrelerial rrey be obtained upon requesl, and tor lhis purpose persons in Italy should contact 
Goldrren Sachs S.I.M. S.p.A. in Milan. or at its London branch oflice at 133 Reel Street, and persons in Hong Kong should contacl Goldman Sachs (Asia) L.L.C. 
at 3 Garden Road. Unlesa governing law pernils otherwise, you must contact a Goleman Sachs entity in your home jurisdiction it you want to use OU' servicea in 
effecting ■ lranslciion in the securilies mentioned in this material. 
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Focus for the Week Ahead 

■ 1l1e race for the Republican presidential nomination gets undeiway in earnest with the Iowa caucus Monday 
evening. A muddled outcome would probably disrurb bond investors as it would mean that Senator Dole's 
attentions would be diverted to the campaign rather than available to negotiate a balanced budget agreement. 

■ The employment cost index for the fourth quarter on Tuesday is likely to show a modest acceleration in 
labor cost trends. This would underscore the fact that the economy has been operating at full employment. 

■ Two months of factory orders data will be reported on Thursday. This will provide some indication about 
whether weakness in the capital goods area is intensifying. Also, the manufacturing inventories data will 
provide some clues on how much farther the inventory adjustment process must go before it is likely to have 
run its course. 

■ The industrial production report will not provide a good snapshot of the health of the manufacturing sector 
as output in January was clearly depressed by bad weather. A jump in aircraft output following the end of 
the Boeing strike in December will help offset some of the weather-induced weakness. · 

• Economic Releases and Other Events 

Estimate 

• 

Date 
Feb. 13 
Feb. 15 

Feb. H5 

Indicator 
Employment Cost Index (Q4,) 
Durable Goods Orders (NovJOec.) 
Factory Orders (NovJDec.) 
Construction Spending (NovJDec.) 
Industrial Production (Jan.) 
Capacity Utilization (Jan.) 
BusinHs lnventoriH (Nov.) 

■ 3 mo and e mo T•bill auctions (Feb. 12) 

■ Atlanta Fed Survey (Feb. 12) 

■ Iowa CaucusH (Feb. 12) 

Interest Rates: Forecast vs. Forward Yields: 

3mo 6 mo 12 mo 
LIBOR 3 mo 5.1 5. 1 e. 1 

Forward 5.0 4.8 4.7 

2 YrT-Note 5.0 5,2 8.3 
Forward 4.9 4.9 5. 1 

10YrT-Note 5.7 5.9 6.7 
Forward 5.7 5.7 5.8 

#!11-1..Ji--- -- -
8 

GS Consensus Last Report 
+0,7o/e +0.8% +0.8% 

-O.So/e/-0.5 % n.Lln.a. -1.1% 
-0,4o/e/•0,5% n.Lln.a. -0.3% 

Down •0,3o/e +2.'79/e 
-0.5o/e n.a. +0.1% 
82, 1o/e n.a. 82.8% 
+0.4% +0.5o/e +0.8% 

■ Philadelphia Fed Survey (Feb. 15) 

■ Michigan Consumer Sentiment, prellm. (Feb. 1 IS) 

Key Nos. in the Business Outlook 
1995 1998 

Q4 a, Q2 1995 1996 
Real GOP 1.0% 0.5o/• 1.7% 2.4% 1.8% 
Ind. Production 1.0 0.0 2.0 3.5 1.5 
CPI 2.0 3.0 2.7 2.8 2.7 
Profit.* 10.2 8.8 e.3 7.9 4.8 
Merch Trade Bal. -12.8 -13.3 -13.0 -13.e -12.7 
(monthly, $B) 

Excluding inventory profits; adjusted for depr11ciation distortions 
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Trade Recommendation 

■ Initiate long Treasury bond position at 6.10% yield, with sell stop at 6.25% . 

Contributors: Issue No: 96/5 
Bill Dudley, Ed McKelvey, John Youngdahl (212) 902-6807 February 2, 1996 
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Economic and Market Overview 
Quarter-point cuts in the discount and federal funds 
rates, coupled with a string of dismal economic 
reports, helped sustain a constructive tone in the U.S. 
financial markets this week. Money-market rates 
have moved down moderately further in recent days, 
while 30-year Treasury bond yields are still hovering 
close to their recent low point of around 6% in the 
face of next week's $44.5 billion three-tranche 
quarterly refunding of government coupon issues. In 
tum, these favorable interest rate developments have 
helped key equity market indexes scale new heights. 

The latest business statistics reinforce our impression 
that real GDP growth has virtually stalled this 
quarter. Manufacturers are clearly in a contraction, 
with the national purchasing managers' composite 
index down to 44.2% last month, the lowest since 
early 1991. The index of new orders slumped to 
41.6%, a level rarely seen in expansions. Although 
harsh weather might have biased these readings down 
somewhat, the evidence from similar past episodes 
has been mixed. Weather was clearly a factor in 
January's 201,000 drop in nonfarm payrolls and 2% 
plunge in hours worked. Even so, high levels of 
jobless benefit claims suggest chat hiring has slowed. 

U.S . consumers are not showing much life at this 
point either. Retail spending climbed only 0.3% in 
December, and nominal nonauto outlays increased a 
trivial 0.2% over the final three months of the year, 
implying a flat to negative trend in volumes. 
Meanwhile, households' optimistic outlook for jobs 

NAPM Index 
Index ~~~-----------~ao 

70 70 

eo eo 

40 40 

30 30 

~ ~ 
a0 a2 a4 il6 ao 90 92 94 96 
Source: National Anoc1■11on of Purcha■ng Maragement. 
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and earnings may have eroded, judging from last 
month's 12-point drop in the Conference Board's 
consumer confidence index. This deterioration, if 
sustained in coming months, would challenge our 
expectation of a moderate rebound in personal 
spending and, by extension, in real GDP. -

Abstracting from a spike in world oil prices, which 
has since been substantially reversed, the December 
price index reports were strikingly mild. Core 
indexes for both producer and consumer prices 
(excluding their food and energy components) inched 
up only 0.1 %. On the same basis, intermediate goods 
quotes fell for the third straight month, by 0.4%. 

Federal Reserve Policy 
In both language and action, the Fed's latest policy 
step was a fairly conservative move, probably 
intended to telegraph to the financial markets a 
deliberately cautious posture toward future action. 
TI:ie quarter-point discount rate reduction was the 
smallest change in the official rate since September 
1978. In addition, the formal announcement evinced 
no sense of panic among policy makers about the 
business climate, which was described merely as a 
'moderating economic expansion.' When officials 
have become worried about a negative economic 
outcome in the past, they have used words such as 
'weak' or 'sluggish' to convey their perceptions. 
11:iese are important distinctions for an institution 
renowned for choosing its tenns carefully, and they 
imply that most Committee members still believe not 
much more stimulus is needed to revive the economy. 

Nonfarm Payroll• 
Thouaandl Thouaandl 

eoo -,---------------reoo 

eoo 

400 
Monlhly 

300 [ Ch ~:. 

1, i:l,, :: ·~ \ 
200 

100 111 i 
0 " 

· 100 

·200 

400 

300 

200 

100 

0 

·100 

·200 

·300 +----~----.--- ----,.---1. ·300 
1993 1994 1996 

Source: Department of Labor. 



• To: Gent Sperling fro111: G.S. Econo■ic Ruurch z-ez-ss 3:12 p111 P1;1 3 of 8 

• 

• 

• 

Fiscal and Political Developments 
Federal budget results for December confirmed that a 
sharp positive swing has occurred in the fiscal 
balance for the first three months of fiscal 1996. 
Constraints imposed on federal spending in the 
standoff between the Republican Congress and 
President Clinton have clearly crimped government 
outlays for goods and services, exerting a material 
drag on real GDP growth in recent months. Part II 
deals at length with current and prospective budgetary 
conditions, in light of the breakdown in negotiations 
to reach a seven-year balanced budget accord. 

The latest opinion polls in Iowa and New Hampshire 
- the first two major state contests in the GOP 
presidential selection process - reveal a substantial 
erosion of support for front-running Senate Majority 
Leader Dole in favor of publisher Steve Forbes. In 
fact, two different surveys in recent days have shown 
Forbes taking the lead in New Hampshire, which has 
long been a bellwether contest In the Republican 
field, Mr. Forbes is the most vocal advocate of 
transforming the federal income tax into a flat-tax 
system and reducing personal taxes to spur economic 
growth. So far, the main focus of media commentary 
has been on the flat-tax portion of Forbes' message, 
but this may be overlooking the potential appeal of 
his optimistic supply-side economic views at a time 
when flagging growth may be causing renewed worry 
about job security and income growth. Should the 
national economy fail to improve by this spring, 
Forbes' appeal to primary voters as a political novice 
prepared to try aggressive new policies might prove 
surprisingly durable. 

Market Outlook and Comments on Value 
Note: The following comments reflect trading views 
and may differ from our longer-term interest rate 
forecast. 

With Fed officials signaling an inclination toward 
patience and weakness in economic conditions apt to 
persist in the short term, we would recomm.end some 
long exposure to the long-duration portion of the 
bond market. Eurodollar futures contracts and short­
dated Treasury notes already discount at least another 
50-75 basis points of Fed easing by the fall and will 
have difficulty incorporating much more as long as 
central bankers are dragging their heels on rate cuts . 
It also appears that the debt ceiling issue will be 
resolved in a less contentious fashion than some 
investors now fear. If so, this could help bond yields 
decline a bit further. 

3 
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1be budget negotiations have broken down, and 
prospects for a comprehensive multiyear agreement 
are dim. Even so, early returns on the fiscal 1996 
deficit suggest a full-year outturn well below official 
expectations. For the economy, this has meant a 
material dose of restraint in recent months, although 
fiscal policy from here on will probably be neutral to 
slightly stimulative. Meanwhile, tl1e probability of 
default by the federal government seems extremely 
low given the potentially catastrophic consequences 
that most Washington politicians and administration 
officials would see from such an event 

Our take on the current situation, in question-and­
answer format: 

Q. What is the status of negotiations to balance 
the budget in seven years? 

1be discussions appear to be at a durable impasse, 
despite protests to the contrary from the president and 
some top Washington lawmakers. Speaker Gingrich 
and otl1er senior House Republicans have emphasized 
that fundamental differences persist between them 
and the administration on long-range budget strategy, 
and they have rejected the notion of accepting a deal 
that does not move significantly toward the GOP 
position from ilie last White House offer. TI:ie 
president has given no sign iliat such a shift is 
forthcoming. Senate Majority Leader Dole, 
meanwhile, faces intense competition in the 
presidential primaries and caucuses over the next two 
months, and will tllerefore be distracted from the 
budget process during this period. 

Q. Is there any hope that a broad anti-deficit 
package can still be assembled this year? 

Discussions between congressional centrists of both 
parties are continuing, and it is conceivable iliat U:iese 
might yet produce bipartisan compromises on 
discretionary spending, entitlement reforms, and tax 
cuts. Bipartisanship is generally in diminishing 
supply during election years, however. Hence, t1:ie 
best opportunity for such a deal has probably passed. 

Q. How can the U.S. government continue 
functioning with the budget-writing process 
deadlocked? 

4 

Roughly two-thirds of all federal spending is for 
mandated functions, including payments for social 
security, Medicare, Medicaid, welfare, other income 
support programs, and debt service. 1bese payments 
operate under 'permanent appropriations,' and do not 
require the annual congressional reauthorization or 
funding needed for otller functions. Until modified 
by legislation, spending for these purposes will 
continue to operate under the same rules as in tlle 
past. 

Eight of the 13 annual appropriations bills covering 
other areas for fiscal 1996 have already been signed 
into law by tlle president. For tllose functions where 
settlements have not yet been achieved, a continuing 
resolution (CR) has been enacted that authorizes 
spending at somewhat reduced levels until March 15. 
This marks the fourth time in this fiscal year that a 
short-term CR has been used for this purpose. As 
long as any of tlle remaining appropriations measures 
is in limbo, congressional leaders are likely to 
continue depending on short-term CRs in order to 
keep the government on a short leash. 

Q. Isn't this an exceptional state of affairs for the 
federal budget? 

Not at all. In the past quarter-century tllere have been 
several years when the entire discretionary portion of 
government spending operated under a continuing 
resolution for a full fiscal year. 

Mandatory 
(S98S Bilion) 

Only Smell sa- ot Spending 
Under Continuing RNalutlon 

Oiac1Wtion■ry 
Alr9■dy Settled 
($372 bilion) 

.• :<i,)'?)?::'ft'?r''?::'f'r'}rt'.'>.. 
Oi1crwtionary 

Under CR 
($181 bilion) 

SoulDB: Gold.,..n S■ct,1 E1timat■1. 
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Q. With efforts toward long-range budget reform 
stalled, is either side planning new fiscal 
initiatives? 

Speaker Gin~ch has proposed the enactment of a 
budget deficit 'down payment,' containing assorted 
items that have already been agreed to by White 
House and GOP negotiators. House Budget 
Committee chairman John Kasich (R-OH) has put 
together a list of such savings that would total an 
estimated $83 billion over seven years; the Speaker 
has said he would like to see that figure rise to $100 
billion or more. It is unclear whether the White 
House will accept legislation along these lines or 
whether a filibuster blocking passage in the Senate 
can be averted. 

Separately, there has been some discussion among 
GOP lawmakers of passing bills dealing with the 
other, unresolved areas - principally Medicare, 
Medicaid, welfare, and taxes. 1bese bills would be 
sent to President Clinton with the full expectation that 
he would veto them. Any such vetoes would, in rum, 
provide potential fodder for candidates of both parties 
during the fall election campaigns. 

Finally, the fiscal 1997 budget-writing effort is due to 
begin soon, on a delayed schedule. The Office of 
Management and Budget has scheduled a formal 
I 997 budget report for March I 8, six weeks later than 
normal. Congress is supposed to complete a budget 
resolution spelling out next year's revenue and outlay 
plans by April 15. This deadline is also likely to slip. 

Cycllcal Deficit Drop Extends Into FY 1 SISl6 ... 
BUllona of doll- BIIUona of doU-
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Q. Amid all of this political turmoil, how is the 
federal budget situation for fiscal 1996 shaping 
up thus far? 

lbe budget deficit is on a sharp downward path this 
fiscal year, falling $17 .5 billion in the first quarter 
alone (October-December). While official estimates 
for the fiscal shortfall remain in the $150-$160 billion 
zone, we have recently lowered our estimate from 
$140 billion to $120 billion, with risks tilted to the 
downside even from this lower figure. 

Q. What is the effect of this improved budget 
situation on the economy? 

Fiscal policy clearly exerted a significant drag on the 
economy in late 1995. Total federal spending was 
about flat on a year-to-year basis last quarter despite 
growth in mandated outlays. This implies that real 
federal purchases of goods and services fell sharply in 
the October/December period. 

In the absence of a budget agreement, fiscal policy 
will probably be rou~hly neutral during 1996. In our 
view, it is unlikely that real federal discretionary 
outlays will fall further following last quarter's sharp 
decline and the prolonged government shutdown at 
yearend. In fact, a modest amount of stimulus is 
possible as operations resume a more normal pattern. 

Q. If the deficit is already dropping rapidly, why 
does the lack of a long-term budget accord 
matter? 
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Official projections of the federal budget balance tum 
distinctly more pessimistic beyond the next year or 
two, owing to the fiscally pernicious effects of rapid 
growth in entitlement outlays, which has far 
outstripped growth in GDP. Historical experience 
suggests that it is extremely difficult from a political 
standpoint to curtail growth in entitlement spending 
outside the context of a broad deficit reduction effort. 

Q. What is the current status of federal debt 
supplies relative to the statutory borrowing 
limit? 

As of January 30, the U.S. Treasury had no additional 
borrowing authority under the existing $4.9 trillion 
debt ceiling, but its cash balance topped $38 billion. 
Treasury Secretary Rubin has indicated that he plans 
to free up another $19¼ billion by manipulating 
government trust funds again. Toe Secretary bas also 
said, however, that he will run through this combined 
$57½ billion in financial resources by March 1, and 
that he does not believe the current debt limit can be 
circumvented in a legal and prudent manner beyond 
that date. 

Q. Will legislation be passed to hike the ceiling 
prior to the February 29/March 1 deadline 
indicated by Secretary Rubin? If not, will the 
Treasury default on its interest obligations? 

It will be difficult for a debt-limit bill to pass the 
House of Representatives unless it contains some 
provisions addressing the budget concerns of the 
Republican majority in that chamber. Speaker 
Gingrich has proposed attaching a debt limit hike to 
the deficit 'down payment' legislation he favors. 
Such a formula might win enough GOP support to 
clear the House, but it is not clear that it could 
survive debate in the Senate or win a presidential 
endorsement 

In our view, senior Clinton Administration officials 
see a federal government default as catastropruc and 
are prepared to take extremely unpleasant steps, if 
necessary, to prevent one from occurring. Hence, 
should efforts to boost the statutory debt limit by 
March 1 prove unsuccessful, the administration will 
likely pursue options that have so far been ruled out 
for political reasons. These include gold sales, delays 
in payments of personal income tax refunds, and 
disinvestment of the Social Security Trust Fund. 
Alternatively, it is conceivable that President Clinton 
could resort to a declaration of emergency and order 
the disbursement of interest payments, on the grounds 

6 

that a U.S. default would cause severe and long­
lasting damage to the nation's international credit 
standing. 

Late Thursday, Congress passed legislation allowing 
Secretary Rubin to liquidate assets held in the Social 
Security Trust Fund to pay monthly benefits due on 
March 1. If this bill is si~ed, as seems probable, 
then the risk of default would decline even further. 
That is because social security benefits comprise a 
large portion of total federal outlays, and this 
mechanism for circumventing debt ceiling constraints 
could be periodically extended whenever necessary to 
forestall a funding crisis. 

John Youngdahl 
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Key U.S. Economic Data 
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Focus for th• Week Ahead 

■ The Office of Management and Budget on Monday will release a brief summary of fiscal 1997 budget 
recommendations from President Clinton. These are likely to be largely the same as those contained in his 
January 6 blueprint for achieving budgetary balance by 2002. 

■ Chain-store sales results from January, due Thursday, February 8, should show very weak year-to-year 
comparisons, partly owing to unusually poor weather in the eastern part of the cowitry. 

■ The Treasury will auction a record $44.5 billion of notes and bonds in its February coupon refunding 
operation, along with $8 billion of one-week cash management bills. Taken together, these sales will raise 
more than $21 billion in fresh cash. 

■ Trade statistics from November should show the deficit remaining well below midyear levels, reflecting a 
sharp slowdown in imports as domestic goods producers and distributors strive to pare excess stockpiles. 

Economic Releases and Other Events 

Date 

Feb. 7 

Indicator 

Trade Balance (Nov.) 
Consumer Credit (Dec.) 

■ 3 mo and IS mo T-bill auctions (Feb. 5) 

■ 3 yr T-note auction (Feb. IS) 

■ Louisiana presidential caucuses (Feb. 8) 

Interest Rates: Forecast vs. Forward Yields: 

3 mo IS mo 12 mo 
LIBOR 3 mo 5.1 5. 1 8.1 

Forward 5.0 4.7 4.7 

2 YrT-Note 5.0 5.2 8.3 
Forward 4.9 4.9 5.0 

10 YrT-Note 5.7 5.9 6.7 
Forward 5.6 5.7 5.8 

n , ... ___ -- - - ,.._ 8 

Estimate 

GS Consensus Last Report 

-$8.5 bil. 
+$7.5 bil. 

·$8.5 bil, 
+$8.15 bil. 

■ 1 O yr T-note auction (Feb. 7) 

■ 30 yr T-bond auction (Feb. 8) 

·$8.0 bil. 
+$8.15 bil. 

■ Jan. chain store sales reports (Feb. 8) 

Key Nos. In th• Business Outlook 
1995 19915 

Q4 91 Q2 1995 
Real GDP 1 .o,-. 0.5o/• 1.7% 2.4% 
Ind. Production 1.0 o.o 2.0 3.!S 
CPI 2.0 3.0 2.7 2.8 
Profits• 10.2 8.8 8.3 7.9 
Merch Trade Bal. -12.8 -13.3 -13.0 -13.15 
(monthly, $8) 

1999 
1.8% 

1 .!S 

2,7 

4.8 

-12,7 

Exduding inventory profits; adjusted for depreciation dilbtions 
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U.S. Economics Analyst 

GDP Revisions Help Puncture the Productivity Bubble 

■ The publication of chain-weighted real GDP cut 
estimates of recent economic growth a bit more 
than expected. For the past three years, overall 
growth was shaved one point, to 2.6%, and one­
third of the capital spending boom evaporated. 
Last year's slowdown now looks sharper than 
before. 

■ A principal message from these revisions is that 
recent gains in labor productivity growth have 
been significantly overstated. 

■ In tum, lower productivity growth undercuts the 
main argument for renewed disinflation. The 
revised implicit GDP deflator now shows a 
pattern of acceleration in recent years . 

■ The FOMC is unlikely to cut rates at its January 
30-31 meeting. The economic news has not been 
sufficiently weak, Vice Chairman Blinder's 
departure removes a vocal advocate for easing, 
and easing might look inappropriate just prior to 
Chairman Greenspan's expected reappointment. 
However, reductions in the funds rate are likely 
thereafter. 

■ A full-blown budget accord now appears 
unlikely. Instead, a package of modest spending 
and tax cuts may be tied to a debt ceiling 
increase. 

RnlGDP 
Pe~t ·e11111go y .. r ago P .. oont ellonge year ago 
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Federal Fund• Rate 
Peres,t Percent 
0.1-------------~e.1 
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5.7~ .,/ 

\ / 
52 \.~ /\ / 5.2 

U ~ V 
Forwards (1) 

5.7 

u-l----~--------....1. •.2 
19911 1990 1997 

Soun:e: Federal Reserve Board. 
(a) Based on Fed Funds FulUres Comrac1s, Our Calcula1ons. 

Trade Recommendations 

■ Initiate long positions in March or June Eurodollar futures calls if they back up 10 basis points or more in 
response to a Fed decision not to cut rates on January 31. 

■ Equity investors should consider overweighting domestic consumer goods producers and those capital goods 
producers with significant export business . 

Contributors: Issue No: 96/4 
Bill Dudley, Ed McKelvey, John Youngdahl (212) 902-6807 January 26, 1996 
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Economic and Market Overview 

The U.S. fixed income market gyrated sharply during 
the week. with yields rising as fears concerning the 
budget outlook dominated fu~r evi~ence _of 
economic weakness. In parucular, mdustnal 
production in December rose by only 0.1 %, and that 
increase was due mainly to the boost in output 
stemming from the end of the Boeing strike. As a 
consequence, manufacturing capacity utilization rate 
continued to fall, to 81.8% in December from 82.1 % 
in November. This decline foreshadows weakness in 
business fixed investment in the months ahead. 

The news on the housing front was disappointing, 
with new home sales falling for the fourth 
consecutive month in November. The weakness in 
sales has pushed inventories of unsold n~w Lio~es ~P­
This suggests that the recent strength m residential 
investment is also likely to fade. Finally, the growth 
rate of consumer spending is also slowing. Even 
though real personal conswnption expenditu~s 
jumped 0.9% in November, the three-month trend 1s 
only 1.5% at an annual rate. One bright spot in the 
consumer spending outlook is the fact that real 
disposable personal income growth rem~ns strong, 
rising at a 3.6% annual rate over the last six months, 
ending in November. 

Federal Reserve Policy 

We believe (without much conviction, however) that 
the Federal Open Market Committee will keep sh~rt­
term rates unchanged at its January 30-31 meeting. 

Perc:en1 change 
0.11 

0.G 

o ... 

0.2 

-0.2 

Industrial Production 
Percent c:hlll'lge 

o.s 

Manuta.ciunng 
LHI \rcralt 

0.G 

o.• 

0.2 

·0.2 

-0.◄ -1-J-U-L~-,.-U-G~-S-EP--OCT=-~N-=ov--,---=-o:::EC:--'- -o.• 
1996 

Source: Federal Reserve Board. 
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Although the soft economy certainly leaves the_ door 
open for an easing move, three facto~ ~gue agamst a 
cut in the federal funds rate at this time: ( 1) The 
economic news probably has not been sufficiently 
weak to persuade the Fed staff that its forecast of 
trend growth is materially incorrect; (2) Alan 
Blinder's resignation from the Board removes a 
strong advocate for a more accommodative ~onetary 
policy; and (3) if C~ainnan Green~pan en~rs ~ 
easing at this meeting and then 1s reappomted m 
February, some observers would undou_btedly posit a 
linkage between the two events. That 1s an outcome 
that the Chainnan would wish to avoid, and be can do 
so by postponing an easing until after his 
reappointment. 

The key uncertainty surrounding Fed policy is in the 
timing, not whether short-term rates move lower. If 
no easing occurs in January, then '!"e w~uld expect an 
easing by the March FOMC meeting, with the federal 
funds rate eventually falling to 5% by about midyear . 

Fiscal and Political Developments 

At this point, the prospects for a full-blown 
agreement on a balanced budget appear to have ~alien 
sharply. Unless either the !)em<X:rats or Repu~licans 
find that a failure to agree 1s cosung them s1gruficant 
political support, then a balanced budget compromise 
is unlikely. TI1e key question is what the Republicans 
will do next, now that their strategy of using the debt 
limit ceiling and tough continuing budget resolutions 
to push President Clinton into a budget deal has 

Bualneaa Investment and Capacity Utilization 
Percent c:hllnSJe, year ago Dlllerenc:e year ago, pe";~n1 
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failed. Apparently, two options are being considered. 
On one hand, some of the hard-line House 
Republicans want to try to force Clinton's hand once 
again by having a debt limit showdown in late 
February when the Clinton administration will find it 
more difficult to avoid a default On the other hand, 
other Republicans, including the congressional 
leadership, appear more inclined to engineer a 
compromise: a small package of spending cuts and a 
child tax credit in exchange for a debt limit increase. 
1be latter course appears more likely, with President 
Clinton presumably being amenable to such a 
compromise. The risk is that the financial markets 
give a thumbs-down to such a deal as it could 
conceivably tilt fiscal policy toward stimulus rather 
than restraint over the next year. 

Annvallzed percen1 change Annualized percen1 change 
7.0 ~---------------,- 7.0 

• 

• 

Regardless of the Republicans' choice, we believe 
that a government default remains only a remote 
possibility. Even if the budget battle continues and 
precipitates a debt limit crisis, we expect that the 
Clinton administration would decide to take 
unpalatable steps such as gold sales or delays in tax 
refund payments before allowing a default to occur. 
Although the focus on the effects of a default has 
been concentrated on the long-term impact on the 
level of Treasury bond rates, the potential disruption 
to the payments system and global financial markets 
poses just as serious a threat. The government 
securities market is the grease that keeps the financial 
markets operating smoothly. If it were to congeal 
into glue, it would be extraordinarily disruptive. 

Market Outlook and Comments on Value 
Note: The following comments reflect trading ••iews 
and may differ from our longer-term interest rate 
forecast. 

With respect to the bond market, we would remain 
close to shore. At current yields, long-tenn Treasury 
bonds already discount much more news of economic 
weakness. If anything, we expect that this past 
week's backup in yields could intensify modestly. A 
failure by the Fed to ease or a stronger-than-expected 
retail sales report for December are two events that 
could disturb the market psychology, which 
anticipates monetary accommodation and economic 
weakness. If March and June Euros contracts sell off 
by more than 10 basis points upon a failure by the 
Fed to ease, we would initiate outright long positions. 
Currently, the forwards and our forecast are consistent 
through May. The forwards would be inexpensive on 
a material back-up. 
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Source: Department of Commerce. Goldman Sach■ Estimates. 
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At long last, the Commerce Department has revised 
its estimates of real GDP growth, restating them on a 
chain-weighted basis and incorporating updated 
information. As expected, the new figures show that 
the U.S. economy has grown much less rapidly since 
1992 than previously thought. The revisions were 
especially large in business capital spending, where 
the surge since early 1992 was cut by one-third. 

1be new pattern of growth in real GDP does not 
materially alter our view that the economy weakened 
in late 1995 and will remain sluggish in early 1996. 
It does, however, strongly suggest that labor 
productivity has not been rising as fast as now 
reported. This, in turn, increases our conviction that 
a renewed episode of disinflation is not nearly as 
likely as some economists and participants in U.S. 
financial markets seem to believe. Bond and stock 
prices may therefore be vulnerable to disappointments 
on inflation even if it remains unchanged in early 
1996, as we expect. In addition, the weaker growth 
now reported for this cycle, and especially for 1995, 
correlates more closely with popular perceptions of a 
stagnant U.S. economy. This may not bode well for 
President Clinton if the economy remains weak 
during the first half of 1996, as we think it will. 

A New Yardstick Shows Slower Growth 

Prior to last week's revision, real GDP was calculated 
as the value of goods and services expressed in terms 
of the prices that prevailed in 1987. Over time, 
however, this method of calculating real GDP proved 

Real GDP 
Percent ehange, y- ago Percent change, y•r ago 
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to be deficient because it gave undue weight to items 
whose prices had fallen significantly relative to the 
general price level. For example, by mid-1995, the 
Commerce Department reckoned that prices of 
computer equipment (quality adjusted) were only 
40% of their 1987 levels, whereas prices of other 
goods and services averaged 128% of their 1987 
levels. This meant that a dollar spent on computers 
was getting more than 3 times the weight in real GDP 
as a dollar spent on other goods and services. 
Because demand (and hence production) tends to shift 
toward items whose relative prices are falling, this 
method of computing real GDP resulted in a 
progressively larger overstatement of its growth since 
the 1987 base year. 

Thus, it came as no surprise that the new figures paint 
a more subdued picture of growth in recent years, 
although the revisions were slightly larger than those 
implied by previously published chain-weighted 
figures. 1l1e gap between the chain-weighted and 
1987-dollar-based measures is especially huge over 
the past three years. Between the third quarter of 
1992 and the third quarter of 1995, the chain­
weighted index of real GDP rose at a 2.6% average 
annual rate - a full percentage point below the 3.6% 
average for the 1987-dollar-based measure. Within 
this period, the first half of 1995 now stands out as an 
even more abrupt slowdown than originally reported, 
with growth on a chain-weighted basis barely more 
than 0.5% at an annual rate, as compared to 2.0% 
previously. 

1bere is no reason on the basis of these new estimates 
to alter our view that the economy ended 1995 and 
started 1996 on a weak note. 1l1e estimate for third­
quarter growth was revised trivially, to a 3.2% annual 
rate from the 3.0% increase originally reported for 
chain-weighted growth. Moreover, for the first three 
quarters of 1995, the pattern of stockpiling looks only 
marginally different than before - a significant drag 
during the first half of 1995 followed by little change 
(now a small further drag insread of a small uptick) in 
the third quarter. And, although downward revisions 
to federal spending in the third quarter might mean 
that the economy suffered less from cutbacks in this 
sector during the fourth quarter, any such adjustment 
would be easily offset by the sharp slowdown in real 
conswner spending reported this week for October 
and November. 
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Puncturf ng the Productivity Bubble 

Perhaps the clearest message from the new GDP 
figures is that labor productivity has not risen nearly 
as fast in recent years as has been reported. This is 
evident in three different aspects of the GDP revision: 
the reduction in overall growth, a corresponding 
upward restatement of inflation as measured by the 
GDP implicit deflator, and a substantial downward 
revision to growth in business capital spending. 

The downward revision to real GDP growth has 
widened an already large gulf between productivity as 
it is now . calculated, using 1987-based figures for 
nonfann business output, and an alternative measure 
of productivity based on real GDP. ·According to the 
productivity figures now on record, nonfann business 
output rose 4 .9% between the third quarter of 19.94 
and the third quarter of 1995. Adjusted for a 1.4% 
increase in hours worked, this yields a 3.5% increase 
in productivity. If the 1.9% increase in chain­
weighted GDP over the same period were substituted 
as the output measure, the productivity gain would 
shrivel to 0.5%. · 

Virtually all of this 3-point difference reflects the shift 
to chain weights and a growing statistical discrepancy 
within the GDP accounts.1 Both problems will be 
addressed by the Labor Department in its next release 

1 In princi plc, differences in sectoral coverage could also 
account for some of this gap. The productivity index 
excludes farms, households, and all levels of government. 
As it happens, sectora1 differences have been of trivial 
importance, on balance, over the past year. 

5 

on productivity and costs, which has not yet been 
scheduled. At that time, the trend on productivity 
should be reduced sharply. 

This revision will, in turn, undercut a major argument 
for renewed disinflation now being peddled by many 
economists. The huge gains reported for productivity 
have had their mirror image in figures suggesting 
virtually no change in labor costs per unit of output 
over the past year. In an environment of sluggish 
growth, the large difference between flat labor costs 
and 2½%-3% consumer price inflation has struck 
many investors as a powerful argument for lower 
rates of inflation in the period ahead. 

Until last Friday, the implicit GDP deflator seemed to 
offer substantial support for this thesis. Unlike other 
aggregate price indexes, this one was showing a 
substantial abatement in inflation in recent quarters. 
With the revisions to real GDP, it becomes apparent 
that this was just the mirror image of the 
overstatement of real GDP growth. 

Our skepticism about huge gains in productivity and 
flat labor costs has been reinforced by the sharp 
downward revision administered to business capital 
spending growth in the shift to chain weights. A big 
reduction was to be expected in this sector, given that 
computers were the main source of overstatement in 
output growth. In the event, the change was even 
bigger than we had anticipated. On the new chain­
weighted basis, real business capital spending is 
estimated to have risen at only an 8% average annual 
rate since early 1992, as compared to 12% previously 
and about 9.5% according to earlier chain-weighted 
estimates. Moreover, plant and equipment appears, 
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on revision, to be depreciating at a faster pace than 
previously estimated. 

In combination, slower growth in gross investment 
and faster depreciation imply much slower growth in 
the nation's capital stock. This may not alter the 
Federal Reserve's estimates of capacity growth in the 
industrial sector, which are derived from separate 
survey data and include estimates for changes in the 
productivity of capital. It does, however, undercut 
claims that labor productivity has benefited greatly 
from unusually large increases in the capital provided 
to workers. At the margin, the discovery that capital 
spending has been less robust makes us less worried 
about a slump in this sector this year. But it also 
suggests that the underlying trend in inflation is not 
tilted downward, as many seem to think. 

During the first half of 1996, the main surprise on the 
inflation front for financial markets will probably be 
that it is not receding materially. An outright increase 
in inflation is unlikely until the economy picks up 
steam later this year. At that time, however, we 
expect that inflation will creep gradually up above the 
3% made from its current 2½%-3% range. 

Key to this view is a judgment that resources in the 
United States are fairly fully employed, especially on 
the labor side. In this regard, investors may be 
tempted to think that the downward revisions to real 
GDP growth, corning at a time when utilization is 
falling, have uncovered significantly more roan for 
noninflationary expansion. They should be wary of 
such thinking because potential growth is also slower 
when expressed in chain-weighted terms. 
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How much slower remains to be seen, but one rough 
estimate suggests that potential growth in chain­
weighted real GDP is only about 2% per year. This is 
the average rate at which this measure of real GDP 
has risen since the U.S. economy was at a 
comparably low rate of unemployment in early 1988. 
It is well below the 2½% standard commonly applied 
to the old measure of real GDP. 

Will Clinton be Bush-Whacked? 

The slower rates of growth now on record for recent 
years bring the GDP figures into closer alignment 
with public perceptions about the economy and 
expose another implication more political in nature. 
We cannot help thinking that fonner President George 
Bush would have liked to see this revision come four 
years earlier. On the basis of the new nwnbers, real 
GDP actually grew faster from the fall of 1991 to the 
fall of 1992 than previously reported - 2.8% versus 
2.3%. Mr. Bush might have fared better in the 1992 
election if these numbers were on hand to brag about 
at the time. 

By the same token, President Clinton may come to 
regret bis support for the Commerce Department, the 
fountainhead of these new nwnbers. The weaker 
potrait they now paint for 1995 removes one possible 
defense against accusations that the economy has 
perfonned poorly under his leadership. If growth 
stays sluggish during the first half of 1996, the shift 
to chain weights will reinforce the impression of 
weakness. In that case, the president may find it 
harder to hold onto bis office in November. 

EdMcKelvey 



To: G,n, Sp,~I ing 

• 

• 

• 

Key U.S. Economic Data 
Lat•at"1onthtyData · ·.· _. < 

> >;!JcD>· 12Mo< ···· •-~xt::·. 
.· . \ .. ··• · :::::/ <> •95•0•c:: '95 Nov< • '95 Oct · . '95•Sep / • · .·.·. Trench" /RilNH· 

Nonfarm Pavrolls (ch. 1housands) 151 166 66 ~ 128 141 Feb2 
Unemplo~ent Ra1e (%1 5.6 5.6 5.5 5.6 5.6 5.6 
lndeJI: of Hours Wor1ted ('Y. chl ·02 ·0.4 0.6 0.5 1.1 0.8 
Average Hourty Earnings ('o/o ch) 0.4 0.0 0.3 0.5 3.5 3.2 

Producer price lirished goods indeJI: ('Yo chi 0.5 ·0.1 0.3 0.9 2.0 Jan31 
EJ1:cluding lood and energy 0.4 0.0 0.2 22 2.6 

Consumer price indu ('o/o ch) 0.0 0.3 0.1 1.8 2.6 Feb 1 
Excluding lood and energy ('Yo ch) 0.1 0.3 0.2 2.5 3.0 

Re111il sales (% ch) 0.8 ·0.4 -0.1 2.9 3.2 WkofJan 29 
EJl:cluding motor whicles (% ch) 0.9 ·0.5 0.5 22 3.0 

lndus1rial Production('!'. chl 0.1 0.3 ·0.4 0.1 22 1.1 Feb 16 
Manu1ac1uring 0.1 02 ·0.4 0.6 2.4 0.8 

Capa.ci1y utilization ('Y.) 82.8 83.0 83.0 83.6 832 83.7 Feb 16 
Manufac1uring 81.8 82.1 822 82.8 82.3 83.0 

Housing Stans (annual rate. 1housands) 1420 1343 1410 1383 1360 Feb23 
Single· larrily 1102 1102 1139 1102 1079 

Trade balance (billions. monthly) ·8.0 -8.2 ·9.6 ·9.6 TBA 
Merchandise ·13.7 · 13.7 ·14.9 ·14.9 

F ac1o,y Ordel3 ('Y. ch) ·0.3 1.4 8.4 6.7 Feb 15 
Durable Goocis ·1.1 3.0 15.4 8.4 Feb 15 

Personal Income ('!'. ch) 02 0.7 0.5 5.5 5.6 Feb 27 
Wages and Salaries ·0.1 0.9 0.6 6.3 5.1 

P11cha.sing Managers' Index ('Ya) 47.3 46.5 46.8 48.3 47.7 49.5 Feb 1 

Consumer Sentiment U Mich (Feb 66=100) 91 .0 882 902 88.9 91.5 92.2 Feb2 
Conlerence Board (1985= 100) 98.7 101.6 96.3 97.3 99.6 100.0 Jan30 

Note: Percentage changes are month to month for last four months, annualized for 6-12-month trends. 6- and 12-month figures for levels (e.g., 
unemployment rate) are averages over those periods. 
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Focus for the Week Ahead 

■ 111e FOMC will probably leave short-tenn interest rates unchanged at its meeting this week (Jan 30-31 ). 

■ Federal budget data for December are apt to show a significant degree of fiscal restraint at yearend (Jan. 29). 

■ Retail sales figures should document a slow Christmas selling season (Jan 30). 

■ Employment and car sales repons are likely to be contaminated by harsh weath.er (Feb. 1-2) 

Economic Releases and Other Events 

Estimate 
Date Indicator GS Consensus Last Report 

Jan. 30 Retail Salas (Dec.) +0.1•;. +0.3o/ •• +0.8% 

• Federal Budget Balance (Dec.) +S5.0 bil. n.a • ·S38.5 bll. 
Consumer Confidence (Jan.) Down n.a. 98.7 

Jan. 31 Producer Price Index (Dec.) +0.5o/e +0.4o/e +0.5% 
Feb. 1 Consumer Price Index (Dec.) +0.3o/e +0.3o/e 0.0% 

Purchasing Managers' Index (Jan.) 45.0o/e n.a. 48.0% 
Domestic Motor Vehicle Salas (Jan.) 12.5 mil. n.a. 14.2 mil. 

Feb. 2 Nonfarm Payrolls (Jan.) -25,000 +111,000 +151,000 
Unemployment Rate (Jan.) 5.7o/e 5.7o/e 5.8% 

■ 3 mo and 8 mo T-bill auctions (Jan. 29) ■ Treasury Refunding Announcement (Jan. 31) 

■ Treasury Borrowing Estimates (Jan. 29) ■ Michigan Consumer Sentiment Survey (Feb. 2) 

■ FOM C Humphrey-Hawkin• MHti ng (Jan. 30-31) ■ Dec. FOMC Minutes Released (Feb. 2) 

■ Chicago Purchasing Managers' Survey (Jan 31) 

Interest Rates: Forecast vs, Forward Yields: Key Nos. in th• Business Outlook 
3 mo 8 mo 12 mo 1995 1998 

LIBOR 3 mo 5.1 5. 1 8. 1 04 01 02 1995 1998 
Forward 5.2 4.9 4.9 Real GDP 1.0% 0.5% 1.7% 2.4% 1.8o/• 

Ind. Production 1.0 0.0 2.0 3.5 1.5 2 YrT-Nota 5.0 5.2 8.3 
CPI 2.0 3.0 2.7 2.8 2.7 Forward 5.1 5.2 5.3 
Profits• 10.2 8.8 8.3 7.9 4.8 

10 Yr T-Nota 5.7 5.9 8.1 Merch Trade Bal. -12.8 -13.3 -13.0 -13.8 ·12.7 
Forward 5.7 5.8 5.9 (monthly, $B) 

Excluding inventory profits; adjusted for depreciation distortions 

,._,_,__ -- - . ,,,._ 8 
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Goldman 
Sat:JIS 

U.S. Economics Analyst 

Our Views Have Changed 

More Optimistic AboutFed Easing · 
' . . , . ,. . 

The U$~ • Econ.omics Analyst ii• a .. new >weeklJ 
publication• oJY tfi, ms. <economics team. To 
continue tt.f~~ving this. publicaJi"'.n, cont«t you, ·· 
Gou!m.an Sae.Ju reprefe11.tiztft, (nsai.l cod, IJL147);: . 

■ We now expect a full 50 basis points of 
additional/ Fed monetary easing by . midyear, 
owing to ireater confidence tbat the economy 
will grow well below trend in that interval. This 
rate · reduction should occur with or without a 
bipartisan··•• federal budget accord, although a 
credible~ttlement would probably hasten the 
process; · 

.·. ·c . .. > •. _•___ · .. ·· . ... . 

■ In particular(tbe FOMC' s decision to cut interest 
ra~a at its January . 3Q-3t ~tin~ · appears to 
hinge>C>l:1. having a budge Lin place at. that time: 
Vk:e Chainnan Blinder's >impending departure 
has removed a vocal advocate for lower rates at 
this policy session. · · · 

■ For sim.ilclf reasons, the beni~ bond market 
. envirorunent is likely to persisLfor another few 

months, giying way to an · upward yield bias once . 
firmer patterns of business transactions emerge in· 
the secorid half of the year, 

■ The faHure of high-level budget talks to reswne 
does not>sotind tbe death<knell•for this process, . 
although time is runninR short .. 111e probability 
of an agreem~nt is still marginally above 50%. 

Federal Fund1 Rate Foreca11 
Percsit Pe,Ol!lnl 
75..-------------------. 7.5 

7 .0 7.0 

03 6.5 

6.0 00 

55 5.5 

5.0 

II Ill IV Ill IV 
1998 1!197 

Source: Golaman Sachs. 

30-Y•r Bond Ylefd Forec:a11 
~ercs,t Percent 
7.0r----------------,7.0 

72 7.2 

6.9 ... 
0.5 

II 111 rv ltl IV 
199~ 1997 

Source· Goldman Saet\s. 

Trade Recommendations 

■ Take profits on June Eurodollar futures calls, and unwind long Euro yield curve positions. 

■ Equity investors should consider overweighting domestic consumer goods producers and l11ose capital goods 
producers witb significant export business . 

Contributors: Issue No: 96/3 
Bill Dudley, Ed McKelvey, John Youngdahl (212) 902-6807 January 19, 1996 
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11. Weekly <.Wrapup 

Economic and Market Overview 

Prices of U.S. fixed-income securities rallied strongly 
throughout most of th.is week, as fresh evidence of 
sluggish economic growth overrode 1.he lack of overt 
progress in the budget talks. By late 11mrsday, the 
benchmark yield on 30-year bonds had fallen back 
below 6%, more than reversing the previous week's 
losses. Some of these gains evaporated early Friday, 
with news that nonfarm payrolls and average hourly 
earnings were up more than expected in December. 

For the first time since mid-December, the U.S. 
financial markets had a full plate of official economic 
releases to digesL Although the overall tenor of tbe 
new data was mixed, the more timely infonnation -
still mainly anecdotal in nature - tilted to the soft 
side. For example, the Federal Reserve's 'beige 
book' confinned the weak tone of earlier reports on 
retail and industrial activity, and lhe Philadelphia 
Fed, in a separate release, revealed a sharp falloff in 
local factory conditions that was only partly due to 
the Blizi.ard of 1996. In tenns of hard data, the 4-
week average of initial jobless claims edged up to 
nearly 370,000 in the period ending January 13 
despite a blizzard-induced sharp drop in lhe final 
week. While nonfann payrolls were up a greater­
than-expected 151,000 in December, due in part to 
lhe end of the Boeing strike, the high level of claims 
probably rules out a subsequent pickup in job growth. 

Meanwhile, reports for earlier months showed that 
the U.S . economy had enjoyed somewhat greater 
momentum in the summer and fall of 1995. 1be 
already strong third-quarter real GDP growth rate was 

Phllldelphla Fed Index 
lndu Index 

40 ..--- - - - --- - ----- ...,. •o 

JO 

20 20 

·10 ·10 

·20+----~ - - -~------..... ·20 
1993 1994 199$ 19911 

Source: F■dllral ReNrve Bank of PhMldelpl"lia. 
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revised up, to 3.2% on an annualized chain-weighted 
basis. October' s trade deficit shrank further, to $8 
billion, and housing starts rose 5.7% in November, 
albeit all in low-value-added apartments. Of these 
three reports, the one on trade is probably most 
indicative of an emerging source of strength for the 
economy as it moves into 1996. 

Federal Reserve Polley 

We now believe that the soggy business climate will 
induce the FOMC to cut short-term interest rates an 
additional 50 basis points by midyear, as discussed 
more fully in Part II (pp. 4-6). This is likely even if 
the budget talks collapse, although an accord would 
probably hasten the move toward lower interest rates. 
In particular, lhe willingness of Fed officials to reduce 
rates as early as the next scheduled FOMC meeting, 
on January 30-31, probably hinges on whether the 
broad outlines of a budget deal are in place by tl:ien. 

In this regard, two events Ibis week chipped away at 
the probability of a Fed easing in late January. 111e 
first was the failure of budget talks to resume as 
scl1eduled on Wednesday. TI:ie second was Vice 
Chainnan Alan Blinder's announcement that l:ie will 
step down when his tenn as a Federal Reserve 
Governor expires on January 31. Mr. Blinder's latest 
public comments suggest tl1at l:ie was inclined to push 
for another rate cut at lhe next FOMC meetinR. Now 
l:ie will not participate in Ibis session. Public 
statements bv several other FOMC members reveal 
no sense of urgency to reduce rates now, although a 
budget agreement would probably tip the balance 
sliRhtly in favor of a 25-basis point cut. 

Thouaanda 
6150 

4150 

400 

Initial JobleH Benefit Clalma 
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Source: Oepanment of Labor. 
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Fiscal and Political D•v•lopm•nts 

11:ie failure of budget talks between tJ:ie president and 
key congressional leaders to resume on schedule at 
midweek was hardly good news, but it should not be 
seen as tJ:ie deatJ1 knell for tJ1e budget process either. 
Meetings have been occurring almost daily at a staff 
level. and differences between the two sides have 
narrowed somewhat further. In addition, efforts to 
put together a budget tJ1at can gain the support of a 
coalition of Republicans and conservative Democrats 
in tlie House of Representatives are continuing. In 
light of all this, we still tllink the chance of an accord 
is above 50%, altllough time is clearly running short. 

11:ie Republican commission on tax refonn lieaded by 
former Representative and HUD Secretary Jack Kemp 
issued its long-awaited recommendations tllis week. 
11:ie panel stopped short of endorsing a 'flat tax,' at 
least as tllat term has come to be understood in tl:ie 
U.S. financial markets. Although tlle commission did 
come out in favor of a single low tax rate for both 
finns and individuals. as well as some form of tax 
incentives for saving, it sidestepped tl1e question of 
whetJ:ier key existing preferences, especially for 
mortgage interest payments and state and local 
interest income. should survive. Botll would 
disappear in tl:ie most prominent and detailed flat tax 
plan offered by Rep. Anney (R-TX) and Sen. Shelby 
(R-AL). TI1e lack of specifics in tl1e Kemp report 
allows Sen. Dole (R-KS), currently tl1e front runner 
for Ins party's presidential nomination. to stress broad 
themes for tax refonn witllout being boxed in by 
particulars. By tl:ie same token, however, tl>e report 
underscores the obstacles to tax reform outlined in 
our December 1995 paper. Tax Reform: The Good, 
The Bad, and The Ugly. 

Mark•t Outlook and Comm•nts on Valu• 

Note: Tl,e following comments reflect tradi11g views 
a11d may differ from our l011ger-term i11terest rate 
forecast. 

Yields on long-term bonds look less compelling than 
a week ago, altllough investors witll establisl:ied 
positions will probably find it profitable to keep them 
in place awllile longer. Given tl1at the probability of 
Fed easing later tl1is montll has faded a bit, the rally 
in nearby Euro futures contracts may stall 
remporarily. Hence, tJ1e steepening in the money­
market yield curve we had been expecting will 
probably be delayed. 
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fro11: G.S. Economic Ruurch 

I 11 •• weak: Economic.Data. Wil r Provoke -More:Fed : Easing:. •· 
TI:ie publication of federally compiled economic 
statistics, which were almost completely suspended 
for nearly four full weeks, has reswned. As analysts 
scramble to work through the backlog of releases that 
has built up, there will be an unusually dense 
concentration of this news over the next one to two 
montl1s. which will color perceptions of how tl:ie 
economy was perfonning at the end of 1995 and tl:ie 
outset of 19%. 

In our view, tl:ie data to be disseminated in tl:ie coming 
period are likely to convey a distinctly weak tone, 
owing to the combination of fundamental forces -
an inventory correction and a slowdown in capital 
investment spending gains - and temporary negative 
shocks to demand from tl1e government shutdown 
and tl1e Blizzard of 1996. Federal Reserve officials 
will have difficulty separating tl1e effects of tl:iese 
distortions from the underlying softness in activity, 
and 1:ience, they will likely remain biased toward 
further reductions in short-term rat.es for most of tl1is 
year's first half. Consequently, we now expect a 
somewhat great.er cwnulative monetary easing in 
1996 tl1an had previously seemed probable, with tl:ie 
federal funds rate reaching 5% by June and tl:ien 
turning up only mildly - by about 50 basis points -
toward tl1e end of tl:ie year. 

Downbeat Economic News In Prospect 

TI:ie floodgates have opened on tl:ie backlog of 
government statistical releases tl1at built up between 
December 15 - the last dav before tl1e three-week 
partial federal shutdown - and last Friday, the fourth 
day last week in which federal offices in Washington 
were shuttered by storms. It will take weeks or, in 
some cases, months for government agencies to 
complete delayed reports and process information t11at 

Catching Up on Old New■: 

Revl■ed Scladule ot U.S. Economic R■IN•■ 
New Period Original 
Dall■ R■INH Covered Dale 

Jan. 16 Housing Starts Noverrber Dec. 19 
Jan. 17 Trade Balance OCIOber Oec. 20 
Jan. 17 Leading lndicalors Noverri>er Dec. 19 
Jan. 18 Weekly Joblesa Claims Dec/Jan Various 
Jan. 19 Reel GOP-Revised 9503 Dec. 19 
Jan. 19 E"1)loymenl Situalion Decent> er Jan. 5 
Jan.23 Personal lncome/Consull1)tion Oct/Nov Dec. 21 
Jan. 24 Industrial Production'Capacily U1ilization Decerrber Jan. 17 
Jan. 24 New Horne Sales Noverrber Jan. 3 
Jan. 31 Producer Price Index Oecerri>er Jan. 11 
Feb. 1 Consumer Price Index Decerrber Jan. 12 
Feb. 2 Erll)loymen1 Si1ua1ion January Feb. 2 

Wk ol 1/29 Retail Sales Decerrber Jan. 12 
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was developed in tl1e interim. 

As we have discussed in earlier reports, there are two 
main fundamental reasons to suspect that the 
underlying business climate will be soft for much of 
the first two quarters this year: 

1. Intensified inventory restraint. Firms across all 
stages of distribution can be expected to continue, 
and in some cases redouble, efforts to eliminate 
unwanted stocks, especially in the wake of 
disappointing holiday sales among many major 
retailers. TI1is will curtail demand for U.S. 
manufactured goods, suppressing industrial output 
and overall real GDP growtl1. 

2. Sharply reduced business capital outlay 
growth. Rapid gains in productive capacity and 
declining utilization rates should foster a 
significantly more cautious attitude toward plant 
and equipment investment spending among finn 
managers. 

More recently, there have been two events tl1at will 
tend to exacerbate t11e appearance of a substantially 
soft.er U.S. economic environment, at least for a 
while: 

1. The government shutdown. More than a quarter 
of a million federal workers were furlougl:ied for a 
few weeks beginning December 16, freezing or 
reducing activity levels in a nwnber of areas. Not 
only should t11is have reduced nondefense federal 
purchases of goods and services for a time, but it 
also probably chilled tl1ose private sector activities 
tl1at depend on government financial assistance, 
contracts or approvals. For example, tl:ie furlough 
of Environmental Protection Agency employees is 
said to have suspended extensions of contracts for 
work on waste clean-up programs. A number of 
private companies may have been forced to 
postpone new projects temporarily for lack of 
required regulatory approval. It is difficult to 
estimate how significant tl:iese influences on 
aggregate activity were, but their influence oo 
official data almost certainly will be negative for 
at least tl:ie short term. 

2. The Blizzard of 1996. The worst blizzard in 
nearly half a century struck the northeast corridor 
on January 7-8, disrupting transportation and 
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forcing both workers and consumers to stay home 
for a good portion of last week. This happened to 
coincide with the survey period for the household 
and payroll employment surveys. 1lms, although 
much of the postponed work and purchases will 
eventually be made up, measures of production 
and sales in January will probably suffer sharp 
setbacks. When similar storms have occurred over 
the past fifteen years, there have always been 
sharp downward deviations in private payroll 
employment from prior trends, particularly in the 
construction industry. In the retailing and 
manufacturing sectors, however, an examination of 
earlier storm influences suggests that recoveries 
tend to be relatively swift. 

Tile February 1983 experience is an instructive case. 
A major snowstorm in mid-month caused disruptions 
across much of the northeast region, suppressing 
hiring and spending in a number of sectors. Total 
nonfann payrolls fell 87,000 that month, versus an 
average net rise over the prior three months of 
27,000, for a negative swing of 114,000 from trend . 
1be bulk of this temporary setback occurred at 
construction firms, where tile deviation was 78,000. 
On a seasonally adjusted basis, retail sales for tile 
montl1 edged up only 0.2%, less than tlle tllen­
prevailing inflation rate for goods. Housing starts 
and industrial production both slipped despite strong 
cyclical upswings in tl1ose sectors. Pre-existing 
growth rates in all tliese areas were eventually 
restored or exceeded, but only after a one to two 
month period of adjustment. Home building and 
construction employment were especia1ly slow to 
recover from storm-related problems. 1lms, it would 
not be surprising if forthcoming reports display 
substantially similar if not more severe consequences 
from tl1e latest storm. exacerbating tlle tone of 
underlying data weakness. 

Payroll Employment and Housing Starts In Starm Periods 
(Delli1ti0n from prior three-month average change) 

Total Constr. Housing 
Payrolls Payroll■ starta• 

Feb 1983 ·114 ,000 -711,000 ·12.8·~ 
Mar 19114 -175,000 · 119,000 -33.8 
Dec 1989 ~0,000 -70,000 ·11.5 
Mar 1993 ·288,000 ·1111,000 -3.0 
Jan 1994 -79,000 ·19,000 -24.7 

•single-family units. 
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N- U.S. ln19rwst Rate ForeeHt■ 199&-97 
(qu■nll' end) 

911 911 911 911 '¥7 97 97 97 
01 02 03 04 01 Q2 03 Q4 

Federal funds 5.3 5.0 5.0 5.5 5.0 5.3 5.5 5.5 
3moLIBOR 5.3 5.0 5.2 5.9 5.4 5.7 15.ll 5.7 
2 yrTntu 5.0 5.0 5.4 5.1 5.5 5.9 7.0 7.0 
10yrTreu 5.5 5.1! 5.1 5.8 5.8 7.0 7.1 7.1 
30vrTrHs 5.0 5.1 5.4 5.11 7.0 7.2 7 .3 7.3 

Pressure On Fed To Cut Rates Will Remain 
Strong Into Spring 

Taking account of the likelihood that the economy 
will grow considerably slower than its long-term 
trend tluoughout the three quarters ending next June, 
we are lowering modestly our forecasts for short-term 
U.S. interest rates over the balance of 1996. 
Specifically, we now expect tlle low point in tlle 
federal funds rate target to be 5.0%, versus 5.25% 
previously. 1l1e upturn in rates we had expected for 
the summer and fall quarters should be slower to 
develop as well, with tlle funds rate only rising to 
5.5% on December 31, compared to our earlier 
expectation of 6.0%. Tile primary basis for this 
opinion change is a firmer conviction tllat tlle 
business climate will remain choppy and difficult 
through the second quarter, giving Fed officials 
stronger and more sustained motivations to be 
accommodative. 1l1e more prolonged period of 
weakness we now expect will also open up excess 
capacity, allowing central bankers greater latirude for 
patience before they begin unwinding their easing in 
response to an economic acceleration during tile 
second half. 

Our expeccation of anotller 50 basis point cwnulative 
rate reduction to take place by midyear does not rest 
on whether a broad budget deficit reduction 
agreement is reaclled between the Republican 
Congress and tlle Clinton Administration, although 
the outcome of tlle current budget dispute may well 
affect its timing. If tl1e budget talks do break down, 
federal fiscal policy would almost surely remain 
restrictive this year, as GOP lawmakers use tl>eir 
autl1ority over funding for discretionary outlays to 
shrink or eliminate a number of current federal 
functions. Moreover, a collapse in the budget 
negotiations would block a tax cut from taking effect 
any time before 1997, and would probably lead to 
some upward pressures on bond yields and mortgage 
interest rates as investors demand a greater risk 
premium on long-duration U.S. securities. Over 
time, tl1ose effects on borrowing costs and federal 
spending would tend to compound the adjustments to 
lower inventory and capital spending growth paths, 
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buttressing the rationale for additional monetary 
easing. 

In the absence of a budget accord, though, Fed 
officials would very likely want to keep policy on 
hold initially, unless incoming economic news proved 
to be shockingly weak. Anxieties about an erosion of 
anti-inflation credibility would likely be heightened 
by any ney;ative disrurbances in the bond market 
caused by a breakdown in the budget process. 
Conversely, should a bipartisan budget pact 
ultimately emerge and receive a wann reception from 
financial market participants, Fed officials probably 
would be inclined to bring rates down a bit faster than 
otherwise. 

Benign Bond Market Environment To Last 
Awhile Longer 

Against a background of torpid economic conditions 
and persistent pressures for a gradual further 
relaxation of credit, the favorable U.S. bond market 
psychology that has canied the 30-year Treasury 
yield down to 6% should linger into the springtime. 
We have, therefore, adjusted our mediwn-tenn 
expectations for bonds to show an essentially neutral 
yield profile between now and midyear. 1l1e actual 
pattern may well be bumpier, though, if the budget 
process devolves into a prolonged stalemate. 

Beyond midyear, as the business climate brightens 
and monetary easing is suspended and later reversed, 
bond yields should assume a rising path and the yield 
curve develop a steeper posture to reflect more 
balanced attitudes about the future direction of 
money-market rates. Thus, we still look for 30-year 
Treasuries to revisit the 6.5%-7.0% yield zone during 
the fourth quarter. 

John Youngdahl 
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Key U.S. Economic Data 
<. i..tHt Monthly Data • GMO< 12::Mo >- Next· 

. '95 Dec > '95 Nov ··• '95 Oct '95Sec .·••· t,;.,,d •••··· ·.rhlrid ' Release 
Nontam, Pavrolls (ch. thousands) 151 166 66 94 128 141 Feb 2 

Unemployment Rate (o/o) 5.6 5.6 5.5 5.6 5.6 5.6 
Index of Hours Worked (o/o ch) ·02 -0.4 0.6 0.5 1.1 0.8 
Average Hourly Earnings (% ch) 0.4 0.0 0.3 0.5 3.5 3.2 

Producer price firished goods index (o/o ch) 0.5 ·0.1 0.3 0.9 2.0 Jan 31 
Excluding food and energy 0.4 0.0 0.2 22 2.6 

Consumer price index(% ch) 0.0 0.3 0.1 1.8 2.6 Feb 1 
Excluding food and energy (o/o en) 0.1 0.3 0.2 2.5 3.0 

Retail sales C"Yo ch) 0.8 ·0.4 -0.1 2.9 3.2 WkofJan 29 
Excluding motor vehicles (o/o en) 0.9 ·0.5 0.5 22 3.0 

lndus1rial Production ("Y. ch) 02 -0.3 0.2 2.4 1.9 Jan24 
Manufacturing 02 ·02 0.6 2.8 1.7 

Capacity utilization (o/o) 83.1 832 83.7 83.◄ 84.0 Jan24 
Manufacturing 822 82.3 82.8 82.5 83.2 

Housing StarlS (annual rate. thousands) 1420 1343 1410 1383 1360 Feb23 
Single-tarrily 1102 1102 1139 1102 1079 

Trade balance (billions, monthly) ·B.O -8.2 ·9.6 ·9.6 TBA 
Merchandise ·13.7 ·13.7 ·14.9 ·14.9 

Faclory Orders (o/o ch) ·0.3 1,4 8.4 6.7 Feb 15 
Durable Goods ·1.1 3.0 15.4 8.4 Feb 15 

Personal Income ("Y. ch) 0.4 3.5 5.7 Jan23 
Wages and Salaries 0.5 3.5 4.9 

P11chasing Managers' Index(%) 47.3 46.5 46.8 48.3 47.7 49.5 Feb 1 

Consumer Sentiment U Mich (Feb 66=100) 91.0 882 902 88.9 91.5 92.2 Feb 2 
Conference Board ( 1985= 100) 98.7 101.6 96.3 97.3 99.6 100.0 Jan 30 

Nole: Percentage changes are month to month for last four months, annualized for 6-12-month trends. 6- and 12-month figures for levels (e.g., 
unemployment rate) are averages over those periods. 

01996 Golctnan. Sachs & Co. All righlS reserved. 

This rraterial is tor your private intomiation, and we are not soliciting any action based upon it. This report is not to be construed as an offer to sell or 1he 
solicitation ot an offer lo buy any security in any juri!diction where such an offer Of solicitation would be illegal. The rrateriaJ is based upon infom,alion thal we 
consider reliable. bu1 we do not represent 1hat it is aa:ura1e or complete. and it should not be relied upon as suet,. Opinions expressed are our rurrent opiniom u 
of 1he date appearing on this material only. While we endeavor to update on a reasonable basis the inlorrrw1tion discussed in !his material, 1here n-.y be 
regulatory, compliance, or other reasons that prevent us from doing so. We and our affiliates, officers. directors, partners, and employees. inciuding persons 

involved in the preparation or issuance of this na1eriat may, from time to time. hilve long or short positions in, and buy or sell , the securities, or derivatives 
(including options) thereof. of comparies mentioned herein. 

Ttis material hu been issued by Goldman, Saltis & Co. and/or one of ilS affiliates and has been approved by Goldn-.n Sachs lntemational, which is regulated by 
The Seruri1ies and Futures Authority, in connection with ilS cbtribution in the United Kingdom and by Goldnan Sachs Canada in connection with ilS distribution in 
Canada. This n-.terial is ds1ribu1ed in Hong Kong by Goldnan Sachs (Asia) L.L.C.: and in Japan by Goldnan Sachs (Japan) Ltd. This material is not for 
dstribution in the United Kingdom to private customers. as that fem, is defined under the rules of The Securities and Futures Authority: and any invesnienlS. 
including any conver1ible bonds or derivatives. mentioned in ttis material will not be made available by us to any such private customer. Neither Goldnan, Sachs 
& Co. nor its representa~ve in Seoul, Korea. is licensed to engage in the securities business in the Republic of Korea. Goldman Saltis International and ilS non• 
U.S. affiliates may, 1o 1he extent pemitted under applicable law, have acted upon or used 1his research. 10 the extent it relates to non-U.S. issuers, prior to or 
immediately following its publication. Foreign-<:urrency-denominated securities are subject to fluctuations in exchange rates that could have an adverse effect on 
the value or price of, or income derived lrom, the invesnient. In addtion. investors in seruri1ies such as ADRs, the values of which are influenced by foreign 
rurrencies. eHectivety assume currency risk. 

Further inlomiation on any of the securities mentioned in this rrw1lerial n-.y be obtained upon request. and for this purpose persons in Italy should contact 
Go4dnBn Sachs S.I.M. S.p.A. in Milan, or at its London branch office al 133 Reef Street, and persons in Hong Kong should contact Golctnan Sachs (Aaia) L.l.C. 
at 3 Garden Road. Unless governing law perni1s otherwise, you must contact a Golctnan Sachs entity in your home jurisdiction if you wan11o use 011 services in 
effecting a transaction in 1he securities mentioned in this material. 
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I U.S. Calendar 

Focus for the Week Ahead 

■ Some potential exists for a resumption of White House-GOP budget talks, and efforts to find agreement 
between Republicans and Democrats in Congress may well intensify. Probabilities still marginally favor a 
settlement of partisan fiscal differences, and the time for reaching such a deal is growing very short 

■ In his annual State of the Union address on Tuesday night, President Clinton is likely to focus on key 
themes for his reelection campaign rather than dwell on the details of the current budget debate. 

■ Re~lar Treasury note auctions on Tuesday and Wednesday will raise far less new cash for the goverrunent 
than in the past - only $4 billion. This reflects the initiation of redemptions in the monthly 5-year note 
cycle. 

Econom le Releases and Other Events 

Date 

Jan.23 

Jan. 24 

Jan.25 

Indicator 

Personal Income (OctJNov.) 
Personal Consumption (OcUNov.) 
Federal Budget Balance (Dec.) 
Industrial Production (D•c-) 
Capacity Utilization (Dec.) 
New Home Sales (Nov.) 
Existing Home Sales (Dec.) 

■ 3 mo and 8 mo T-bill auctions (Jan. 22) 

■ 2-year T-note auction (Jan. 23) 

Interest Rates: Forecast vs. Forward Yields: 
3mo 8mo 12 mo 

LIBOR 3 mo 5.0 5.2 8. 1 
Forward 5.1 4.9 4.9 

2 Yr T-Note 5.0 5.4 6.5 
Forward 5.0 5.0 5.1 

10 Yr T-Note 5.8 e.1 6.8 
Forward 5.6 5.6 5.7 

8 

Estimate 
GS Consensus Last Report 

0.7o/JO.Oo/■ 0. 7o/JO. 1 o/■ +0.4o/■ 

o.0•1J0.4o/■ 0.1o/J0.8% +0.2o/■ 
+$5.0 bil •• n.a. ·$38.5 bil. 
+0,3•;. n.a. +0.2o/■ 
83.1% n.a. 83. 1 o/■ 

Up 0,0o/■ -2.7o/■ 
Flat n.a. ·1.7o/■ 

■ State of the Union Address (Jan 23) 

■ 5-year T-note auction (Jan. 24) 

Key Nos. in th• Business Outlook 
1995 1998 
04 91 Q2 1995 1998 

Real GDP 1.0"/■ 0,!So/■ 1.7% 2.4% 1.5% 
Ind. Production 1.0 o.o 2.0 3.5 1.5 
CPI 2.0 3.0 2.7 2.8 2.7 
Profita" 10.2 8.8 5.3 7.9 4.8 
March Trade Bal. •12.8 -13.3 -13.0 -13.8 -12.7 
(mon1hly, $B) 

Exduding inventory prt>fits; adjusted for depreciation distortions 
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GOLDMAN SACHS BOND MARKET TELEX 
September 1, 1995 

1. ECONOMIC AND MARKET OVERVIEW 

A much weaker than expected report from the National Association of Purchasing Managers on industrial 
conditions in August has reignited expectations that more monetary easing is in store, if not in September 
then during the fourth quarter. 1bis report, together with previous government soundings on 
manufacturers' orders and inventories, casts doubt on the expectations embedded in most economic 
forecasts that U.S. industrial output is in process of turning up on a sustained basis. Factory orders fell 
1.3% in July, and while this was heavily influenced by auto plant shutdowns, it included an 8.1 % drop in 
orders for nondefense capital equipment other than aircraft, a key indictor of business equipment spending. 
Purchasing managers reported declines in orders in August as well. Meanwhile, the accumulation of 
inventories in the factory sector does not appear to have abated much in June or July. Thus, although 
futures contracts for federal funds assign only a 50% chance of Fed easing in September, longer-dated 
securities imply more substantial rate cues farther in the future and the yield curve has flattened. 

Outside the manufacturing sector, the latest indicators have been more consistently upbeat about near­
tenn growth prospects. Consumer confidence remained quite high in August, according to fresh readings 
from both the Conference Board and the University of Michigan. Although retailers reported 
disappointing sales results for August, hot weather appeared to be a significant depressing factor. The 
spending trend into the third quaner virtually assures an annualized increase of 3.5% or more in real terms. 
Moreover, income growth has been quite strong, with a 0.9% jump in wages and salaries pacing a 0. 7% 

• 

rise in personal income in July. Ac the end of the week, a solid increase in nonfann payrolls in August 
confinned several other indications -- lower c~ for jobless benefits, an uptick in help-wanted 

· advertising, and a solid Manpower employment survey -- that labor demand has improved. This should 

• 

keep income flowing to the household sector and help sustain growth in domestic spending. The key issue 
raised by the manufacturing reports is who will get the business; the presumptive conclusion from the 
shortfall in orders is that import penetration remains high and that the U.S. inventory correction may not 
be as close to finished as it previously appeared to be. 

9/1/95 
8/25/95 
8/18/95 

TREASURY YIELD INDICATIONS 
(Semi-annual yields, late morning) 

2:l'.L 
5.81% 
5.95 
6.11 

3-yr. 
5.91% 
6.05 
6.23 

~ 
6.02% 
6.20 
6.37 

2. FEDERAL RESERVE POLICY 

10-yr. 
6.24% 
6.44 
6.57 

~ 
6.61% 
6.79 
6.91 

On balance, it seems likely that Federal Reserve policy makers will stay on the sidelines in September. 
Although the economic outlook does not look quite as trouble-free as it did prior to the latest reports on 
manufacturing conditions, the bulk of evidence still points toward a return to the 2.5% growth trend by 
yearend. Meanwhile, Congress and the President still have to come to tenns on a budget for fiscal 1996. 
From the latest published minutes (covering the July 5-6 meeting), it is clear that the Open Market 
Comminee is counting on a substantial reduction in the deficit in coming years. Ideally, Fed officials 
would want to have an agreement in hand before deciding to lower interest races any funher. This makes 
a rate cut in September improbable unless additional evidence of economic weakness surfaces. 
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3. FISCAL AND POLfflCAL DEVELOPMENTS 

• 
With Congress out of session, developments on the fiscal front have been quiet in the last week or two. 
That is due to change dramatically when Congress gets back to work this coming Wednesday. From that 
point until probably mid-November, deficit negotiations will take center stage. 

Although financial market participants are currently assuming that the deficit will be trimmed considerably, 
two developments tend to call that assumption into question. First, the Congressional Budget Office 
(CBO) reduced its deficit estimates for fiscal 1995, 1996 and 1997 by $14 billion, $21 billion and $12 
billion respectively. This reduces the amount by which Congress has to cut spending to meet deficit 
targets contained in the budget resolution agreed to in June, and this in turn means tax cuts are widrin 
easier reach as well. Second, Sen. Phil Gramm (R.-Texas) scored surprisingly well in the Iowa straw poll 
taken on August 20, tying front-runner Sen. Bob Dole (R.-Kansas). While the poll has no significance for 
delegate selection, it provided Sen. Gramm -- an avid tax cutter -- with a much-needed psychological 
boost to his campaign. As the endgame of the budget battle heats up, Sen. Gramm is apt to take 
advantage of this shot in the arm to increase his profile as a tax cut advocate in an effort to distinguish 
himself Sen. Dole. 

Two dates loom large in the budget battle. First, the current fiscal year ends on September 30. At that 
time, nonessential government operations will be shut down if the requisite appropriations bills or a 
continuing resolution (to maintain current funding levels) are not in place. This is a distinct poS&bility, 
given the high potential for conflict between the Congress and the Administration and the Republicans' 
desire to show that much of the government is not essential. The second and most critical date is the time 

• 
when the federal government runs up against its $4.9 trillion debt ceiling. While this date is obviously 
subject to change, depending on trends in receipts and outlays and whatever strategies the AdmiuislTation 
can devise (e.g., asset sales) to buy more time, November 15 now appears to be the most likely date that 

• 

the ceiling would be reached. On this date, the Treasury pays interest on long-term securities issued in its 
quarterly refund.ings, and the requisite funds would not appear to be in the coffers. 

4. MARKET OUTLOOK AND COMMENTS ON VALUE 

The recent upswing in prices of Treasury securities has reintroduced a presumption of monetary easing 
that looks unlikely. At about 6.6%, the benchmark yield on Treasury bonds now implies a sustainable 
level of short-term rates in the 5.0%-5.25% range. Even if deficit reduction evokes some easing from the 
Fed during the fourth quarter, any such rate cue is unlikely to be this large unless the economy is a lot 
weaker than it now appears. 

In addition, political ~angling on the federal deficit is apt to be quite contentious, if not downright 
acrimonious, as politicians from both sides of the aisle posture themselves to appear both rough on the 
deficit and keen to cut taxes. In this situation, the market looks quite vulnerable to both yield increases 
and curve steepening. 

S. UPCOMING ECONOMIC RELEAS~ AND EVENTS 
Date Indicator/Event 

9/6 Congress back in Session 
9/7 Nonfann Productivity 
9/8 Consumer Credit 

Regards, 
Edward F. McKelvey/Jolm M. Youngdahl 

- T T'\lt.K T ru A 

Data For 

95Q2 
Jul 

Estimate 

+4.5% 
+$6.0bn. 

Last Report 

+3.0% 
+$9.6 bn. 
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ECONOMIC RELEASE COMMENT 8/30/95 Goldman Sachs Economics Group 

REAL GDP AND GDP-BASED PRICE INDEXES ('95 Q2 PRELIMINARY) 

Key Statistics: 

Previous 4-Quarter 
'9502 Report Trend 

Real GDP (arm. rate) +l.1% +0.5% +3.2% 

Real Final Sales (ann. rate) +2.5% +2.1% +3.8% 

Fixed-Weight Price Index +2.8% +2.8% +2.9% 
(ann. rate) 

Conclusion: 

Upward revision due mainly to stronger trend in real final sales. Does not change outlook for third quarter (real 
GDP up 1.7%, final sales up about 3%) or for Fed policy. 

Key Points: 

1) Real GDP for the third quarter was revised up to show a 1.1 % annualized growth rate. About two-thirds of 
this revision reflected an increase in real domestic final sales; the remainder reflected a revision to 
accwnulation of farm inventories. 

2) Within the final demand component, readings on conswner spending and housing activity were revised up. 
Real consumer spending is now estimated to have increased at a 3.4% annual rate, versus 2.6% previously. 
Real residential construction is now estimated lo have declined at a 13.2% rate, versus 14.2% previously. 
Growth in real business spending on plant and equipment was left unchanged at an 11.8% annual growth rate. 

3) Although the implicit deflator was revised up 0.3 points, to show a 1.6% annualized increase, the fixed­
weight index was left unchanged at a 2.8% annual increase. Thus, the report contains no significant new 
information on prices. In combination, the larger increases in both real GDP and the deflator mean that 
nominal GDP rose about 1 percentage point faster than previously estimated. This made room for a better­
than-expected increase in after-tax profits, which were up 1.5% from the previous quarter and about 10.7% 
above their year-earlier level. 
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DAILY FINANCIAL MARKET COMMENT 8/30/95 Goldman Sachs Economics Group 

Summary 

• Figures released this morning on consumer confidence and on new borne sales were broadly in line with the 
notion that U.S. economic growth will rebound toward its 2.5% long-tenn trend later this year. 

• We have little reason to question a wire-service report indicating that Fed officials are increasing confident 
about a rebound in growth and therefore less inclined to lower interest rates for the purpose of stimulating 
growth. Deficit reduction could prompt a cut in rates, although many hurdles remain. 

• As a reminder, we expect Wednesday's revisions to real GDP to leave the second-quarter growth rate about 
unchanged, but to lift growth rates for final sales and domestic final sales. Preliminary after-tax profit figures 
should show declines of 2.5%-5.0% between the first and second quarters and little change from year-earlier 
levels. 

Confidence, new home sales in line with growth rebound 

The latest reports on consumer confidence and on borne sales should help defuse expectations of lackluster U.S. 
economic growth, which revived after last Thursday's report on durable goods orders in July. 

I. July's selling pace for new homes implies further gains in single-family borne building. Typically about 60% 
of new single- family homes built get reported as sales. Thus, at an annual rate of 715,000, the level of new 
borne sales is consistent with a construction pace of nearly 1.2 million units -- about 100,000 more than 
occurred in July. Moreover, the stock of unsold homes is only about 6 months' supply at the current selling 
pace. 

The 0.4% net sales increase reported for July came from a base that was revised down 2.2%. This downward 
revision did little to alter the general pattern of a sharp increase in sales in recent months; between April and 
July, sales have risen 17.2%. The one caveat in the latest home sales report was that the regional 
composition was quite disparate, with sales rising only in the South. Sales in that part of the country jumped 
22.5% in July, offsetting declines averaging 14.8% elsewhere. This probably means that the improvement is 
not quite as strong as it appears in the total figures. 

2. Consumers are quite confident. The Conference Board's index of consumer confidence stood at 101.0 
(1985=100) in August, only fractionally below the upward-revised July reading of 101.4. This figure had 
originally been reported at 99.9. This result was in line with preliminary results from the Michigan survey, 
which showed a small uptick in confidence between July and early August. Final Michigan results are due 
on Friday, September 1. 

In commenting on its August survey, the Conference Board indicated that consumers saw the best of several 
worlds -- low unemployment, low interest rates, and low inflation. TI1is confluence of favorable economic 
developments bas caused many to mark up expectations of the outlook in coming months. 

Chance of easing small, increasingly tied to deficit reduction 

A wire service article on Tuesday (Market News at about 12:20 p.m. New York time) addresses the prospect of 
Federal Reserve easing from two perspectives: ( l ) does the economy need it? (2) will the final resolution of the 
deficit justify it? The answers: a clear no (for now, anyway) and a resounding maybe. 



88/38/1995 89:5~ RH for: Gtnt Sptrl ing from: G,S. Economic R111ar To: 

• 

• 

1. Fed officials now think that the economy may not need more monetary stimulus. According to the article, 
U.S. monetary authorities are feeling increasingly confident about the rebound in U.S. growth and therefore 
see no need to reduce interest rates in the near future for the purpose of stimulating the economy. 'This 
assessment is fully consistent with the points made in the previous daily comment about the July 5-6 minutes 
and intervening developments. It indicates that central bank officials were not unduly shaken by the July 
durable goods report released last Thursday, which revived market expectations of monetary easing. Indeed, 
the assessments attributed to Fed officials tilt in the direction of thinking that U.S. economic growth could 
well exceed its long-term 2.5% speed limit by yearend. 

2. Under certain circumstances, deficit reduction could prompt a rate reduction by the Fed. First, it seems clear 
from the views attributed to Fed officials that legislation enacting deficit reduction would have to be in place 
before any rate reduction occurred. Although some bill will eventually be passed, the hurdles are still quite 
high -- passage of 13 appropriations bills, passage of a reconciliation bill, and agreement between President 
Clinton and the Congress. The process could easily stretch several weeks beyond the September 30 end of 
the current fiscal year. Second, deficit reduction cannot be too heavily concentrated in the out years. 
Otherwise, it is bound to reflect asswnptions rather than actions and, in any event, could be undone by a 
future Congress. On this score, recent reductions to near-term CBO baseline estimates widen the scope for 
just this type of deficit reduction. Finally, some officials do not want to cut rates in response to deficit 
reduction before seeing that it is having some restrictive impact on the economy. In short, lots has to happen 
before the Fed lowers short-term interest rates on account of deficit reduction. 

GDP revisions: better final sales, little adjustment to growth, lousy profits 

Revisions to second-quarter GDP are due for release Wednesday, August 30. As noted in two previous daily 
comments (dated August4 and 18), we expect these revisions to show: 

1. No significant change to the 0.5% growth rate now on record. On balance, the information published since 
the last report on July 28 implies a slight upward bias to this figure. The bias is so small, however, that other 
pieces of information to which we do not have access could easily prove to be more important. 

2. Upward revisions of about 0.5 point to growth rates of real final sales and domestic final sales. The absence 
of any significant revision to overall growth masks upside revisions to most major components of domestic 
final sales which are offset by downward revisions to inventory change. Revisions in this direction would 
emphasize the dichotomy between a modest slowing in demand and a much sharper reaction in output. 

3. Quarter-to-quarter declines in after-tax profits, with little year-to-year change. As usual, the revisions will 
include preliminary estimates of profits earned in the second quarter. Although the earnings per share of 
premier companies in the Standard and Poors' 500 were about 20% above year-earlier levels, the same cannot 
be said for profits of the entire business sector. We look for after-tax reported profits (the item usually 
crossing the tape first) to be down about 5% from quarter to quarter and up about 3% from year to year. 
After correction for inventory profits and distortions from accelerated depreciation, these figures should be -
2.5% and -1.3%, respectively. 

In summary, the report should make the composition of last quarter's output and demand look more conducive to 
the rebound that now appears to be under way. Although the Commerce Department plans to shift to the new 
chain-weighted measures of real GDP and its components in December, it is unlikely that these new measures 
will be highlighted in Wednesday's report. 

EFM 
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DAILY FINANCIAL MA BREI CQMMENI 8/29/95 Gqldmao Sacbs Erauoroja 

Swnmary 

• U.S. economic prospects have brightened since the Federal Open Market Committee (FOMC) met en 
July 5-6, most notably in terms of the trend rate of growth in consumer spending and labor market 
conditions. lbese developments have probably narrowed the range of disagreement among FOMC 
members and removed the bias toward lower interest rates that prevailed between the July 5-6 and 
August 22 meetings. 

• In coming months, the FOMC could be unpleasantly surprised by three developments: less fiscal 
restraint than anticipated, more export growth than anticipated, or stickier inflation than anticipated. 
While any such surprises are not likely to reverse the course of monetary policy in 1995, they could set 
the stage for a reversal early in 1996. 

The Fed's latest minutes -- a time warp on the economy 

Reading the minutes from an FOMC meeting conducted weeks'earlier is almost always an exercise in time 
warp, because the state of the economy is constantly changing. Minutes to the July 5-6 gathering are no 
exception. As anticipated, they reveal a wide range of disagreement among three factions resulting from 
highly uncertain readings on events leading up to the meeting. One group wanted to ease aggressively, 
another group felt no easing was necessary, and a centrist group favored the middle ground taken -- an 
immediate 25-basis-point cut with a bias toward further easing in the July 6-August 22 period. 

Since that contentious meeting, U.S. economic conditions have clearly improved. Two specific differences 
stand out: 

l. The trend in consumer spending looks much tinner than it did then. In early July, the FOMC 
characterized second-quarter consumer spending as 'sluggish,' with retail sales in April and May 
'about unchanged.' Upward revisions to those figures, coupled with a large increase in outlays for 
services, led Commerce statisticians to peg the preliminary annualii.ed increase in real consumer 
spending at 25% in late July. The information released over the past month imply a gain closer to 3%. 
(Figures are due for revision Wednesday.) Real consumer spending appears beaded for another 3% 
annualized increase in the third quarter, although some of this is weather-related. 

2. The labor market also appears tlrmer. When the FOMC met in early July, the most recent 
employment figures on record were the precipitous 101,000 drop in nonfann payrolls reported initially 
for May and a surge in initial claims for unemployment insurance to a rate of about 375,000 per week. 
Fed officials had some inkling from data on hours worked in the manufacturing sector that the June 
employment report, due for release the day after the July meeting, would not be nearly so bleak. And, 
in fact, tlie situation has improved considerably since then. According to the latest figures, payroll 
gains averaged 152,500 in June and July, and the May decline has been trimmed to 62,000. 
Meanwhile, the four-week ave.rage of claims has dropped back down to 334,750, lower than at any 
time since late February and consistent with a pattern of aggressive hiring. Today's Manpower Inc. 
survey also indicates finn hiring intentions throughout yearend . 

1be U.S. economic outlook has also improved in less prominent ways. For example, the prospect for a 
rebound in residential construction, already visible back then, bas brightened with ongoing improvements in 
home sales and an upward tum in housing starts. And, with growth in fu1al demand looking a bit stronger 
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in the second and third quarters than Fed officials appeared to anticipate a few weeks ago, the risk of a 
prolonged inventory cycle now looks much smaller than it did in early July. 

For these reasons, the FOMC elected to leave interest rates unchanged at its August 22 meeting. Minutes 
for that meeting will not be available until September 29. They should reveal less disagreement among 
membem of the FOMC than did the latest minutes. In all likelihood, they will also reveal that the 
Committee felt no need to continue the bias toward lower interest rates that had prevailed from July 5-6 to 
August 22. 

Potential risks in coming months 

The minutes to the July 5-6 session also provide some clues on how Fed officials will evaluate econanic 
developments in coming months. In our view, the risks are tilted in the direction of several potential 
unpleasant surprises to Fed officials. 

1. Fiscal policy could be much less restrictive than anticipated. At the July 5-6 meeting, the FOMC 
noted that 'recent developments in Congress ... suggested that there could be greater deficit reduction· 
over the years ahead than had been built into many forecasts. [1bis would] act as a restraining 
influence on overall economic activity over the projected horizon.' Presumably, the developments in 
Congress refer to the enactment of a budget resolution mandating a balanced budget by the year 2002. 
That resolution, however, calls for only $28 billion in spending cuts -- a small (0.4% of GDP) degree 
restraint that could easily be neutralized by tax cuts. And, as noted last week, downward revisions to 
the near-term Congressional Budget Office (CBO) baseline deficit could reduce still further the amount 
of near-term fiscal restraint. 

2. Exports could be stronger than anticipated. One of the more striking parts of the Fed's minutes was 
the concern expressed about export growth. In our view, the main surprise on the U.S. trade front has 
been the failure of import growth to slow down in tandem with diminishing growth in domestic demand. 
But the FOMC ignored the persistent strength in imports and chose to focus instead on the potential for 
slower growth abroad, especially in Japan and Canada, to produce downside surprises in exports. We 
have noted elsewhere (p. Cl3 of the July/August Pocket Chartroom) that most of the recent growth in 
U.S. exports has been in shipments to other parts of the world. Moreover, Canada's growth is highly 
dependent on growth in the United States and, hence, should improve as the U.S. economy picks up 
strength. The prospects for growth in Japan are much less clear, but the dollar's recent rebound should 
help contain downside risks without unduly hurting the competitiveness of U.S. exports. 

3. Inflation could be stickier than anticipated. In July, both the Fed staff and a majority of FOMC 
members anticipated a slight downward trend in inflation, while recognizing substantial uncertainty oo 
this point. Reports on producer and consumer price indexes for June and July have conformed to this 
expectation, reflecting the easing of pressures in commodity markets that has occurred in conjunction 
with the first-half slowing in growth. But rates of resource utilization remain high, and a resumption of 
growth could easily produce widesired upside surprises. Such a surprise could simply mean that 
inflation fails to recede. 

Surprises on these fronts are unlikely to produce another reversal in the direction of monetary policy in 
1995. As of early July, members of the FOMC clearly felt that risks were tilted to the downside. Although 
they probably see them as more evenly balanced at the present time, they also remain impressed with how 
quickly growU1 slowed during the first half of the year. By early next year, however, a sustained 
improvement in U.S. economic growth could put the Fed back in tightening mode. 

EFM 
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GOLDMAN SACHS WEEKLY ECONOMIC UPDATE 

Summary 

8/28/95 EMcKelveyJYoungdahl 

• Our outlook for a return of U.S. economic growth to its trend rate of about 2.5% by yearend remains intact 
despite a sag in durable gocxl.s orders in July. This view should be supported this week by several upbeat 
readings on employment, conswner spending, and activity in both the industrial and construction sectors. 

• Last week's rate cut by the Bundesbank does not alter the outlook for U.S. monetary policy or yields on 
fixed-income securities. In coming weeks, rising prospects of an impasse in budget negotiations as the fiscal 
year draws to a close, coupled with more evidence of rebounding growth, should lift the benchmark yield on 
30-year bonds into the 7.0%-7.25% range. 

The Economy 

There is an underlying distrust out there of the notion that U.S. economic growth is reviving. This was evidenced 
late last week by the willingness of several analysts to chop growth estimates for the third quarter by a percentage 
po:int or more in response to the July durable goods report. Although the report was unquestionably weaker than 
expected, our outlook for a gradual rerum of growth in real GDP to its trend rate of 2.5% by yearend remains 
intact for two reasons. 

1. The durable goods report is a thin reed on which to lean. Monthly changes in durable goods are volatile 
under the best of circwnstances and should therefore net spark large growth revisions. July's report was 
especially problematic because temporary auto plant shutdowns were responsible for more than three-quarters 
of the total decline in durable gocxl.s bookings last month. This problem bas been openly acknowledged by 
the Commerce Department, which issued the report; it should be reversed in the August figures. 

2. Our outlook already calls for substantial deceleration in business equipment spending. Outside the auto 
sector, the main area of weakness was in nondefense capital gocxl.s. Although unexpected, the decline came 
after two increases and appears consistent with our expectation that growth in real business spending will 
decelerate from 18.4% annualized growth in the first half of 1995 to about 5% in the second half. 

Readings on a variety of indicators due for release this week should provide a more upbeat picture of U.S. 
economic conditions. In particular: 

1. Hiring appears to be on the rise, with nonfarm payrolls estimated to have risen about 175,000 in August 
(Friday, 8:30); 

2. Consumer spending and income posted further gains in July (Thursday, 8:30) and confidence was up in 
August (Tuesday, 10:00); 

3. Purchasing managers probably saw a return of growth in industrial activity (Friday, 10:00, with various 
regional reports 24 hours earlier); 

4 . Construction activity appears to have turned up in July (Friday, 10:00); and 

5. While new home sales probably slipped in July, this follows a 19.3% jump spaced over the preceding two 
months (Tuesday, 10:00). 
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Monetary and Fiscal Developments 

The reduction in German official interest rates last Thursday does not alter our assessments of monetary policy or 
the bond market prospects in the United States. In fact, yields on 30-year Treasuries seem poised to move up 
soon into the 7 .0%-7 .25 % range, and there is a distinct possibility that the higher end of that zone will be visited 
before quarter end. There are two main bases for this expectation: 

l. Hopes for substantial near-term budgetary restraint are likely to fade. Once Congress returns from summer 
vacation next week, it will become increasingly apparent that enactment of a budget-balancing plan is far 
from assured. In any event, the bulk of any deficit reduction program will be tilted toward the out-years, with 
little or no tightening in fiscal 1996. Moreover, pressure for stimulative tax cuts probably will intensify, as 
jockeying among congressional candidates for the Republican presidential nomination intensifies. 

2. Improving economic patterns are weakening the arguments for further Federal Reserve easing. Production 
indicators have begun to display a firmer tone, in response to the greatly improved demand trend since mid­
spring. Sensitive employment indicators also have strengthened, implying that nonfarm payrolls will show a 
solid rise for August as noted above. Consequently, perceptions of the sustainable short-term U.S. interest 
rate level should move upward in corning weeks. Given the current flatter-than-normal yield curve profile, 
such a sentiment shift should be passed through more or less directly to long-term bond yields. 

Upcoming Economic Releases and Events 
Date Indicator Data For Estimate Last 
8/29 Conswner Confidence August Up 99.9 

(Conference Board) (1985=100) 
8/29 New Home Sales July Down +6.1% 
8/30 Real GDP-Preliminary '95 Q2 +0.5% +0.5% 
8/30 Fixed-Weight Price Index '95 Q2 +2.7% +2.7% 
8/31 Personal Income July +0.4% +0.4% 
8/31 Personal Conswnption July +0.3% +0.2% 
8/31 Factory Orders July -0.8% -0.2% 
9/1 Civ. Unemployment Rate August 5.7% 5.7% 
9/1 Nonfarm Payrolls August +175,000 +55,000 
9/1 Leading Indicators July +0.1% +0.2% 
9/1 Purchasing Managers Index August 52.0% 50.5% 
9/1 Construction Spending July Up +0.9% 
9/1 Domestic Vehicle Unit Sales August Up 11.9 Mn . 
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GOLDMAN SACHS U.S. BOND MARKET TELEX 

August 25, 1995 

1. ECONOMIC AND MARKET OVERVIEW 
The U.S. debt market rebounded strongly over the past few days, responding to the successful distribution of 
$29.25 billion in new short-term notes and surprise at an unexpected 1.7% drop in durable goods orders during 
July. These swift and substantial yield changes contrasted with a subdued market reaction to the lack of 
monetary policy change following the Federal Open Market Committee meeting last Tuesday. Though the bond 
yield drop began on the heels of the durable bookings release, those data alone do not justify a large change in 
sentiment, because upon close examination they are relatively mixed. To be sure, weakness in business capital 
goods orders and shipments last month (down 6.6% and 2.8%, respectively) is consistent with a pronounced 
slowing of equipment investment spending from the torrid 18% annualized first-half pace. This should come as 
no great surprise, however, since the substantial drop in factory utilization rates since the beginning of 1995 had 
already made that investment boom seem unsustainable. Escaping notice thus far is the fact that orders for most 
types of consumer hardgoods and durable materials -- another valuable cyclical indicator -- have strengthened 
notably. Excluding autos and parts, new orders in that category jumped nearly 2-1/2% last month, causing order 
back.logs outside the defense and aircraft sectors to rise 0.7%, the most since February. These data, which are in 
line with the last purchasing managers survey, may explain the steep falloff in first-time jobless insurance filings. 
At 335,000, the latest four-week average of those claims is at a six-month low, and not far above the levels 
experienced in the robust expansion period late last year. 

In addition, housing industry information remains broadly positive. Sales of existing homes climbed another 5% 
in July, bringing the cumulative three-month rise to 17 .7%. With conveyances of both new and existing 
dwellings running sharply higher than the January-May average, it stands to reason that consumer spending on 
durables will be firmer in coming months. 

b'.L 
8/25/95 5.95 
8/18/95 6.11 
8/11/95 5.98 

TREASURY YIELD INDICATIONS 
(Semi-annual yields, late morning) 

~ ~ .lQ:n. 
6.05 6.20 6.44 
6.23 6.37 6.57 
6.11 6.28 6.52 

2. FEDERAL RESERVE POLICY 

~ 
6.79 
6.91 
6.89 

Hopes for easier Fed policies were not satisfied last Tuesday, and they will likely remain frustrated for some 
time. The record of U.S. monetary management in the past quarter-cenb.lry suggests that rate changes are most 
sensitive to indicators of final demand and production, and these have begun to signal an acceleration in most 
types of activity. The rebound in new orders among a majority of manufacb.lrers, the steep drop in jobless 
claims, and the swift rise in leading indicators of homebuilding cannot have gone unnoticed by Chairman 
Greenspan or his colleagues. While it is possible that rates could be lowered slightly further purely in response to 
better inflation figures, the only times in recent years that the Fed has eased when spending was strong (final 
sales growth above 2-3/4% annualized) were in 1986, when an oil price plunge slashed more than 2% from the 
total retail inflation rate, and early 1988, when the roar of the October 1987 stock market crash was still in 
officials' ears. 
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3. FISCAL AND POLITICAL DEVELOPMENTS 
Presidential politics on the Republican side will sustain pressure for a large tax cut to be included in the budget 
reconciliation bill this fall, heightening the probability of a protracted budget dispute with the Clinton 
Administration. In a straw poll taken last weekend in Iowa -- where the first test for candidates will be held in 
February -- GOP front runner and Senate Majority Leader Dole received unexpectedly low support, with backing 
from only 24% of those present This has given new encouragement to his opponents, particularly Senator 
Gramm, whose aggressive organizational efforts gained him a tie for first place in the survey. Gramm bas been a 
strong advocate of tax reductions as well as deep cuts in welfare spending, and he can be expected to hold Dole's 
feet very close to the fire on those two issues. That will make it difficult for the Majority Leader to adopt a softer 
stance in negotiations with members of his chamber or the White House, and thus, it boosts the potential for a 
presidential veto of the final legislative product 

The unfortunate political reality for Senator Dole is that, unless President Clinton capitulates and signs deep tax 
and welfare spending reductions into law, the fiscal outcome will probably be somewhat unsatisfactory to the 
conservative Republicans who usually dominate the nominating process, and that may give his intra-party 
opponents an opening. If Dole strikes a middle-ground compromise with Clinton, then he no doubt will be 
attacked for losing the initiative that was won in November l 994. In the event that no tax or welfare bill at all 
can be enacted, it will be tougher for Dole to argue that his leadership is required to achieve long-run party 
objectives. 

4. MARKET OUTLOOK AND COMMENTS ON VALUE 
Fundamental underpinnings for the present low U.S. bond yield profile and the flatter-than-average Treasury 
yield curve have deteriorated in recent weeks, suggesting that the bond market will soon embark upon a more 
negative course. Widespread expectations for persistently slow economic growth and perceptions of excessively 
austere monetary policies are not consistent with the signs of a solid upswing in interest-sensitive demand areas 
and buoyant household views concerning personal finances. The presumption of a materially restrictive fiscal 
path over the near term also may be jolted, as Congress returns next month to the thorny task of squeezing 
popular federal entitlement spending programs. 

S. UPCOMING ECONOMIC RELEASES 
Date Indicator Data For Estimate Last 
8/29 Consumer Confidence August Up 99.9 

(Conference Board) (1985=100) 
8/29 New Home Sales July Down +6.1% 
8/30 Real GDP-Preliminary '95 Q2 +0.5% +0.5% 
8/30 Fixed-Weight Price Index '95Q2 +2.7% +2.7% 
8/31 Personal Income July +0.4% +-0.4% 
8/31 Personal Consumption July +0.3% +-0.2% 
8/31 Factory Orders July -0.8% -0.2% 
9/1 Civ. Unemployment Rate August 5.7% 5.7% 
9/1 Nonfarm Payrolls August +175,000 +55,000 
9/1 Leading Indicators July +0.1% +-0.2% 
9/1 Purchasing Managers Index. August 52.0% 50.5% 
9/1 Construction Spending July Up +-0.9% 
9/1 Domestic Vehicle Unit Sales August Up 11.9 Mn . 

Regards, 
John M. Youngdahl 
GOLDMAN, SACHS AND CO. 
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DAILY FINANCIAL MARKET COMMENT 8/2419S Goldman Sachs Economics Group 

Summary 

• • Employment figures for August are apt to finn on balance. Nonfann payrolls are estimated to have risen 175,000, 
with the job count and workweek in manufacturing both bouncing back from depressed July levels. 

• Although this rate of hiring would normally imply a slight decline in unemployment, an influx to the labor force 
probably kept the jobless rate unchanged at 5. 7%. 

• Readings on wages and hours worked will probably show the customary middle-month-of-quarter weakness to some 
degree, but not by enough to offset recent strengthening in the trends for both indicators. 

A firm August employment report, on balance 

The August employment report is due for release on September 1 at 8:30 New York time. In it we expect to see the 
following: 

1. Nonfarm payrolls rose an estimated 175,000. From a top-down point of view, the main event in recent weeks has 
been a significant net drop in claims for unemployment insurance. The level to which claims have fallen would 
justify an estimate of 200,000 or a bit more for the net change in payrolls in August. However, the interval between 
the July and August surveys was only four weeks. This probably held the increase slightly below the norm. In 
addition, the so-called 'bias adjustment' factor used to correct the raw data for jobs added by business startups was 
reduced sharply for the third quarter. 

The factory sector probably bounced back from an artificially weak July. The most striking aspect of the July 
employment report was the weakness displayed by manufacturing payrolls and workweeks -- down 85,000 and 0.2 
hour, respectively. Neither figure seems consistent with other evidence -- finn reports from purchasing managers and 
a generally rising pattern of orders -- that imply an improvement in industrial conditions. In its initial estimate of 
industrial production, the Federal Reserve found sufficient evidence of increasing output to discount the 
manufacturing payroll and workweek figures substantially. We believe, therefore, that the August employment report 
will show a snap-back in both indicators, with payrolls rising an estimated 45,000 and the factory workweek rising 
0.2 hour despite a tendency to decline in the middle month of a quarter. Although we are anticipating these rebounds 
in August, an alternative possibility is that the figures now on record for July could be revised up substantially. In 
other sectors, we anticipate payroll changes of +5,000 in construction (due to favorable weather and rising activity), -
20,000 in retail (correcting for an outsized increase in July), + 10,000 in government (following a slight decline in 
June), and + 135,000 in all other industries. 

3. TI1e unemployment rate appears to have stayed steady, at 5.7%, although a decline is more likely than an increase. 
Normally, net hiring of the magnitude we are estimating would produce a small drop in the jobless rate, as would the 
recent decline in the number of individuals receiving jobless benefits. Our estimate of no change reflects a judgment 
that the number of people looking for work probably rose substantially in August, offsetting these other factors. 
Although the labor force jumped 650,000 in June, its growth over the past half year has still been quite small (0.6%, 
annualized) on balance. 

4. Average hourly earnings and the index of hours worked are apt to look soft in August, but not enough to offset 
preceding strength. Over the past eighteen months, both indicators have tended to post smaller-than-trend increases 
in the middle month of a quarter, suggesting faulty seasonal adjustment. 1be pattern is more pronounced for the 
index of hours worked, whose net change in the middle month averaged 0.6% less than for the three months taken 
together. The expected bounce in the factory workweek should reduce this discrepancy considerably, resulting no 
change in the index (versus a trend that is probably about 0.2%). Such an outcome would leave the level of hours 
worked in July and August 0.7% above its second-quarter level, implying annual growth of nearly 3%. In the case of 
average hourly earnings, the bias is fairly small -- about 0.1 % or so. With monthly wage gains averaging 0.25% over 
the past year, a reasonable expectation would be for average hourly earnings to rise 0.1 % or 0.2%. Such an outcome 
would put the 12- and 6-month annual wage trends at 3.3% and the 3-month trend at about 5%. 

EFM 
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ECONOMIC REL.EASE COMMENT 

DURABLE GOODS ORDERS (JULY) 

Key Statistics: 

July 
Durable Goods Orders -1.7% 

Orders Less Civilian Aircraft and 
Military Hardwc.1re -1.8% 

Non-Defense Capital Goods Orders 
Excluding Aircn:1ft -6.6% 

Conclusion: 

8124/95 Goldman Sachs Economics Group 

3-Month 12-Month 
Trend Trend 
+0.2% +0.6% 

+0.1% +0.6% 

+0.3% +0.7% 

Wec1ker thc.1n expected bookings for big-ticket items last month, especic.1lly in the c.1rec1 of business 
equipment. S~ests recovery in domestic production will be eradual. 

Key Points: 

1) Total durable goods orders fell 1.7%, led by a 6.6% plunge in demand for capital equipment 
other than aircraft. Orders for consumer goods and materials held essentially stec.1dy, despite 
a drop in bookings for autos and parts . 

2) The weakness in cc.1pital goods orders comes after two months of strong gains. On balc1nce, 
data over the past few months in this area are consistent with a pronounced slowdown in 
business spending on ectpital equipment over the remainder of this year. Our latest published 
forecast calls for fixed investment in producers' durable equipment to increase only about 4% 
annualized this half year, following an 18% surge in the first half. 

3) At the same time, it is somewhat encouraging that demc1nd for most types of durable consumer 
goods and materials hc1s started to improve, as this should help lift manufacturing output in 
the months ahead . 
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DAILY FINANCIAL MARKET CO:M:MENT 8124/95 Goldman Sachs Economics Group 

Summary 

The lcttest federal budeet estimcttes by the Congressional Budeet Office show an improved outlook 
for the nectr-tenn but little lone-lastine improvement. 

The new estimates mcty reduce still further the ctlrectdy low chctnce of sienificctnt fiscctl restraint in 
1996, but they do not sienificctntly reduce the mctenitude of budeet cuts needed to ctchieve bctlctnce 
by fisCctl 2002. 

Budget outlook better only in the near term 

Fieures relectsed Tuesdcty by the Congressionctl Budeet Office (CBO) show ct smctller U.S. federctl 
deficit for the current and next two fiscal years. This is mostly due to ctn improved economic 
climctte of lower-than-expected interest rcttes ctnd stroneer-thctn-expected revenue growth. The 
loneer-tenn budeet outlook has not chctneed materictlly, as shown in the tctble below. The details 
ctnd implications are cts follows: 

1. Consistent with recent public stcttements, the CBO reduced its estimctte of the fiscal 1995 
deficit to $161 billion. This is $14 billion below its previous bctseline projection in April, but 
probctbly still too hieh. Bctsed on the July fieures relectsed this pctst Monday, we estimate thctt 
the FY 1995 deficit will be in the ctbout $150-$155 billion, ctnd it could be cts low ctS $140 billion. 

2. A lower CBO deficit estimctte for fisCctl 1996 reduces still further the already smctll prospect of 
mctjor fiscctl restrnint next year. The budeet resolution ctdopted by Congress cctlled for $28 
billion in spendine cuts to achieve ct deficit of $170 billion for fiscctl 1996. The revised CBO 
deficit estimctte for FY 1996, ctt $189 billion, implies that spendine mieht be cut by less thctn 
$20 billion (only about 0.25% of GDP) in the next fiscctl year. Tctx reductions are not included 
in these fieures ctnd could easily neutralize them if not put the federal budeet in a sliehtly 
stimulative mode. 

3. But Congress is still on the hook for mctjor lone-term spendine cuts. As noted in our Aueust 22 
comment, lower-thctn-expected federal deficits in recent months rnised the prospect thctt 
official CBO deficit estimates would be trimmed substctntially. This, in turn, would have 
lowered the amount of spendine cuts Congress hctd to write into its ctppropriations bills before 
fonnulcttine tctx cut leeislcttion. (The budeet resolution requires that CBO certify proposed 
spendine cuts as lctree enoueh to balance the budeet by FY 2002 before tctx cut leeislation can 
be written.) However, the CBO sctw recent improvements in the budeet as cyclical in nature 
and did not materially reduce its deficit esti.mcttes for FY 1998 and beyond. Over the next five 
years, the aegreeate deficit envisioned in the latest CBO bciseline is $1.129 billion, only $48 
billion less thctn in the previous bctseline. 

Fiscal 
Year 
1995 
1996 
1997 
1998 
1999 
2000 
1996-2000 

Revisions to CBO 
Federal Budget Baseline 

Old 
Baseline 

$175 
210 
230 
232 
247 
258 

$1,177 

New 
Baseline 

$161 
189 
218 
229 
243 
250 

$1,129 

Difference 
-$14 

-21 
-12 

-3 
-4 
-8 

-$48 

EFM 
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DAILY FINANCIAL MARKET COMMENT EW3/95 Goldman Sachs Economics Group 

Swnmary 

The evidence from past Fed policy !:!Ctions implies that, barrine an unexpectedly swift 
deceleration in price inflation, real spendine 1:md output trends will be key to whether U.S. 
short-term interest rates fall further over comine months. 

Growth and Final Demand Likely To Govern Future Fed Rate Decisions 

The Federal Open Market Committee left short-term interest r!:Jtes unchaneed followine their 
meetine on Tuesday, us we had expected. In typically cryptic fashion, the Fed's spokesm1:m 
simply stated at 2: 13 PM that the meetine had ended and no further announcements would be 
forthcomine. Not until September 29 will the minutes from this meetine be releused; in the 
meantime, financial markets likely will continue to be buffeted by conflictine official 
commentaries and privc:1te anc:1lyses reeardine the potential for c:1dditional rate reductions in 
comine months. 

An issue thc:1t has received increased focus over recent weeks is whether a rate cut mieht be 
expected to occur purely c:1s a function of favorable inflc:1tion data, even if economic erowth and 
finc:11 demand return to or above lone-term trend rc:1tes. This speculation was initially fueled by 
the laneuaee used in Chairman Greenspan's July 6 statement explainine the decision to lower 
rates at that time: 

'As c:1 result of the monetary tiehtenine initic:1ted in early 1994, inflationary pressures 
have receded enoueh to accommodate a modest adjustment in monetary conditions.' 

The historical record since 1972, however, sueeests that the Fed rarely eases policy more than 
two yec:1rs into an economic expansion when final sc:1les erowth is relc:1tively firm. For example, 
note the followine: 

1. The Fed has reduced rates in 42 separate quarters durine the 1972-94 period. Policy was in 
an easine mode, therefore, a little less than half of that stretch, which comprises 92 
quarters. The periods involved are displayed in a table on paee 10 of the July/Aueust 
'Pocket Chartroom'. 

2. Only 12 of those easine episodes came more than two years into business expansions (see 
table below). As that description attaches to 44 of the 92 quarters in question, the frequency 
of rate cuts declined as the erowth cycles erew older. This is a sensible behavior pattern, 
because in a well-advanced erowth environment there is a heiehtened risk that monetary 
stimulus could crec:1te excessive competition for relatively scarce resources, leadine to an 
inflation pickup. 

3. In these lc:1te-expansion contexts, there were only 3 quarters durine which rates were 
reduced when final sales erowth exceeded 2. 7% annualized. Such periods numbered 23 in 
total durine the intervc:11, and rate reductions took plc:1ce only about one-eiehth of those 
times (two quarters in 1986, when oil prices dropped sharply, and one in early 1988, 
immediately c:1fter the October 1987 stock crash). Thus, the Fed hc:1s tended to shy away 
from credit relaxation even more when sales are movine up at least moderately and erowth 
has been sustained . 
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Quarter• In Which The Fed Haa Eased More Than 
Two Years Into A Bu1iness Expansion 

(1972-94; irnnmsl growth rntes) 

Quarter 
1973 Q4 
1977 Q4 
1985 Q2 
1985 Q4 
1986 QI 
1986 Q2 
1986 Q3 
1987 Q4 
1988Ql 
1989 Q2 
1989 Q3 
1989 Q4 

GDP 
Growth 

3.1% 
-0.8 
3.2 
2.3 
5.4 

-0.3 
2.3 
5.9 
2.6 
1.9 
1.1 
1.2 

Final 
Sales 
Growth 
-0.9% 
2.6 
2.3 
1.3 
3.7 
2.5 
5.1 
1.0 
6.3 
2.1 
2.7 
0.4 

Our latest projections call for final sales to climb 2.8% at an annual rate in this half year, and 
even more quickly in early 1996. If these estimates prove accurate or too conservative, then 
based on their past performance Fed officials would probably approach areuments favorine 
easier monetary conditions with some skepticism. 

That said, we continue to believe that another sli,eht (25-basis-point) rate cut cannot be ruled 
out over the balance of 1995. Were inflationary pressures to diminish sharply, as they did in 
1986 when elobal oil prices plunged, Fed leaders mieht perceive a stable nominal interest rate 
strateeY as too restrictive. A more accommodative policy stratee)' could also be undertaken if 
equity values once aeain collapsed, as in late 1987. Such events, though, are not in the outlook 
at present. More realistically, a trimmine of rates could take place if final sales unexpectedly 
lose steam later in the year, or in the event that a fiscally restrictive budget packaee is enacted 
this fall. 

JMY 
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DAILY FINANCIAL MARKET COMMENT srJ2/95 Goldman Sachs Economics Group 

Summary 

The U.S. federal eovermnent posted a deficit nearly $12 billion below expectations in July. 
About $7 billion of this surprise appears transitory; the remainine $5 billion occurred mciinly in 
outlays for Medicare and income security other than Social Security. 

These fieures continue a pattern of better-than-expected fiscal results that has dominated most 
of this fiscal year. They probably foreshadow an even lareer cut in the Coneressional Budeet 
Office (CBO) deficit baseline than officials have so far indicated. This, in tum, should make it 
easier for Coneress to achieve the spendine cuts needed to win CBO certification for tax cuts. 
In this context, Senator Phil Gramm (R-Texas) is apt to highlieht his advocacy for a laree tax 
cut in an effort to distineuish himself from Senator Bob Dole, front-runner for the Republican 
presidential nomination. 

A smaller-than-expected July budget deficit ... 

The U.S. federal eovernment posted a surprisinely small budeet deficit in July. Last month's 
fiscal shortfall was only $13.6 billion. We had anticipated a deficit nearly $12 billion higher on 
the basis of daily reports. 

About $7 billion of this miss appears transitory, reflectine un unusual suree in 'undistributed 
offsettine receipts.' This cateeory includes primurily interest paid on eovernment securities 
held by vurious trust funds und employers' contributions for social insurance. In the first nine 
months of this fiscal yeur this offset to other outluys uverueed $2.8 billion. In July, it sureed to 
$10.2 billion, $7.0 billion above its yeur-earlier level. 

The other $5 billion reflected lower-thun-expected outlays in other areus, where the 
improvement could prove to be more lastine. In particulur, last month's outluys for Medicare 
and income security (other than Social Security) were especiully low -- down 4.6% and 16.0% 
from year-eurlier levels, respectively. Altoeether, outlays were down 9.9% between July 1994 
and July 1995; addine back in the undistributed ofTsettine receipts, they were still down 4.0%. 
Meanwhile, receipts were up 9.3%, about as expected on the basis of the daily reports . 

..• continues recent trends and strengthens the hands of tax cutters 

The July budeet fieures continue a pattern of better-than-expected fiscul performance that has 
prevailed throuehout most of fiscul 1995. Comine two duys before the scheduled release of a 
budeet updute by the CBO, the report foreshudows severul events of key importunce in the 
approachine endec.1me of budeet neeotic.1tions and the jockeyine for position in the race for the 
1996 Republicun presidential nominution. 

1. The CBO budeet buseline could be reduced considerubly. At its lust official report on 
January 5, the CBO estimated the fiscal 1995 budeet deficit at $176 billion and the 
cumulative deficit over the next seven yecirs at $1.54 trillion. Prior to the release of July 
budeet fieures, CBO officials had already indicated that the finul result for fiscul 1995 
would be closer to $160 billion. Now this fieure looks too high. The July fieures point to <in 
outturn between $150 billion and $160, dependine on how much of the July surprise sticks. 
If the $21 billion difference between the midpoint of this runee and the FY1995 deficit 
estimate produced in January is tuken as a roueh meusure of the unexpected underlyine 
improvement in federal finunces, the cumulative deficit over the 1996-2002 period could be 
reduced by neurly 10% . 
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2. This will m1:1ke it e1:1sier for Coneress to 1:1chieve the spendine cuts needed to reduce faxes. 
In the 1995 budeet resolution, the House 1:1nd Sen1:1te aereed to $245 billion in unspecified 
t1:1x reductions over the FY1996-FY2002 period. Before these tl:lx cuts 1:1re forrnul1:1ted, 
however, the CBO must certify th1:1t spendine cuts 1:1lre1:1dy p1:1ssed by Congress would 
1:1chieve budeet b1:1l1:1nce by FY2002. This will obviously be e1:1sier to 1:1chieve if the deficit 
baseline is reduced. 

3. Conflict is therefore likely to erupt between moderate 1:1nd conserv1:1tive Congressionc:11 
Republic,::ms -- in p1:1rticul1:1r between presidentic:11 hopefuls Bob Dole 1:1nd Phil Gramm. The 
certificHtion process WHS the SenHte's price for ctereeine to tcix cuts th1:1t most Senators, 
includine m1:1ny moderate RepubliC1:1ns in th1:1t chamber, felt the country could not afford 1:1t 
this time. Any sienific1:1nt reduction in the CBO's deficit estim1:1tes plHys into the h1:1nds of 
the conservative RepubliC1:1ns who domin1:1te the House clnd into the hclnds of one 
Republican Sen1:1tor in pclrticul1:1r -- Sencltor Phil Gri:lillm of Texas. Until this pctSt weekend, 
his Cclmpaien for president hcld been fl1:1eeine bi:idly, and cl concerted l1:1st-ditch effort to 
distineuish himself from front-runner Sen. Bob Dole of K.:insas seemed imminent. Sen. 
Grnmm's surprisine tie with Sen. Dole in the lowcl strnw poll this past weekend, while of no 
sienificance in selectine delee1:1tes to the 1996 convention, hcls eiven the Texcls Republican's 
camp1:1ien cl psycholoeical shot in the clrm. With the deficit comine down faster than 
eenerally expected, he is now likely to be more vocal in remindine voters and other 
members of Coneress of his lone-st1:1ndine support for the more ageressive $350 billion in 
t1:1x cuts oriein1:1lly proposed by the House of Representcitives in its initi1:1l budeet resolution. 

EFM 
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GOLDMAN SACHS WEEKLY ECONOMIC UPDATE 8.'"Jl/95 EMcKel vey,JY oungdahl 

Swnmary 

• The chi:mce of 1:m upside surprise in U.S. economic erowth later this yei::tr is buildine. An upward 
revision is still not w1:.1rnmted, but dem1:1nd indic1:1tors will continue to be critical in 1:.1ssessing just 
how much hot weather boosted activity this summer. 

• No ch.mge in short-term interest rc:1tes is likely at this week's Federal Open M1:1rket Committee 
(FOMC) meetine, and policymakers' apparent inclinations toward a neutr1:1l intermeetine 
directive suggest that r/jtes will s~y s~ble over the balance of this quarter. 

The Economy 

Two key production indiCijtors -- industrial production /jnd housine -- were both higher than expected 
in July, suggestine that these sectors will resume contributine to U.S. economic erowth in the not­
too-dist/jnt future. In tiddition, inventories 1:.1ppC/jr to be 1:1ccumulatine 1:1t 1:1 slower p!:.tce th1:1n 
previously thought. Upside risks to erowth are therefore buildine, 1:1lthough an upw1:1rd revision is 
prem1:1ture in light of the strong positive influence of hot we1:1ther on output this quarter. 

1. The latest report on industrial production showed a bit more firmine than we had 1:1nticipated. 
Revisions boosted output levels in June sliehtly, and fieures for July were better than expected -­
up 0 .1% overnll and down only 0.2% in the factory sector. Over the past three months, 
manufacturing output has been unch1:1need on b1:1lance outside the 1:1uto sector, indicatine that 
the inventory correction is l1:1rgely over. This is consistent with the latest inventory fieures, 
which showed only a 0.2% increc:1se in the book value of stocks in June. 

2. Housing starts also rebounded more than expected. S~rts of new units rose 6.7% in July, and 
the base was revised up 2.4%. This is the first solid indication that improvement in home sales 
has begun to generate a response in home building. 

3. The better-than-expected news was not quite good enough to warrant an upward revision to 
third-quarter erowth. As noted in last week's update, our expec~tion of a 1.7% 1:1nnualized 
increase in real GDP this qu1:1rter 1:1ssumes no sienificant erowth contribution from either the 
industrial sector or the construction sector. These 1:1ssumptions still 1:1ppear valid. Manufacturing 
output in July, while higher than expected, wc:1s 0.3% below its second-quarter average. Gc:1ins of 
this magnitude must therefore occur in August and September to m1:1ke the sector a wash for the 
qu1:1rter as a whole. Meanwhile, the upturn in housine starts has yet to tr1:1nsl1:1te into an upturn 
in real outlays. 

4. But re1:1l GDP may rise faster th1:1n now expected in the fourth quarter. Our current estim1:1te is 
for a 2.6% l:innualized increase, with nonfarm output risine at nearly l:i 3% 1:1nnual rl:ite. It now 
appears, however, th1:1t real inventories are risine at only a 1% l:innual rate in the third quarter. 
U.S. m1mufacturers may therefore find that l1:1rge production increases c:1re needed to keep up 
with erowth in dern1:1nd. 

5. Demand indicators will be critical in corning months. Whether the economy erows more than 
now expected in the fourth qu1:1rter depends on just how impo~nt hot weather has been as 1:1 
tr1:1nsitory boost to economic activity this summer. The mc:1gnitude of this contribution can only 
be gc:1uged by how well the current strong trend in demand erowth holds up as the influence of 
hot weather fades. Thus, figures on retc:1il sales, auto sales, to~l consumer spendine, 1:1nd factory 
orders will be the main focc:11 points of our assessments of economic erowth in comine months . 
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Monetary and Fiscal Policy 

Not only is the Feder1::1l Open M1::1rket Committee likely to m1::1intl::lin present monet1::1ry policies 
followine their meeting on Tuesd1::1y, but 1:1ttitudes tow1::1rd the direction of possible future interest rate 
ch1::1nges will probably be finely bal1::1nced in the near term. We continue to expect, therefore, that the 
feder1::1l funds r1::1te target will be kept at 5-3/4% into the fall. Offici1::1ls who previously h1::1d betr1:1yed a 
cle1::1r bias tow1::1rd e1::1sing now are expressing comfort with the state of economic 1::1nd financial affairs. 
Some other centr1::1l hi::lnkers who were slow to embrace the notion of an e1::1rly-summer r1:1te cut m1:1y 
now fear th1::1t move w1::1s a misstep, in light of datl::I revisions sueeesting finner final demand and 
production conditions late last quarter than were recorded initi1::1lly, 1::1s well as the sizable rise in U.S. 
bond yields over the last six weeks. Surging br~d monetary 1:1ggregates -- M3 is up 10% 1::1nnualized 
over the p1:1st three months -- provide yet another deterrent to thouehts of an e1::1sier credit stl::lnce. 

There remains the potential for a major budget deficit reduction aereement later this ye1::1r, an event 
that could foster sentiment 1::1t the Fed for lower rates to offset a fisc1::1l policy drag on business 
activity. It is prem1::1ture, however, to judge the outcome of the politic1::1l process with respect to tax 
and spending decisions, and Chainn1::1n Greenspan will no doubt want to avoid policy steps that mieht 
deter lawmakers and the president from re1::1ching 1:1greement on a relatively restrictive budget phm. 
In the meantime, July budget results (Monday, 2:00) should be pleasing to all, since the deficit 
1::1ppe1::1rs to have fallen from $33.2 billion 1::1 ye1::1r ago to $25.5 billion. 

Upcoming Releases and Events 

Date Indicator/Event 
8/21 Federnl Budget Balcmce 

Data For 
Jul 

8/22 Federal Open Market Committee Meeting 
8/24 Dur1::1ble Goods Orders Jul 
8/25 Existine Home Si::tles Jul 

July 5-6 FOMC Meeting Minutes 

Estimate 
-$25.5 bn. 

+l.4% 
Fl1::1t 

Last Report 
-$33.2 bn. 
(ye1::1r ago) 

-0.3% 
+6.5% 
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GOLDMAN SACHS U.S. BOND MARKET TELEX 

Aueust 18, 1995 

1. ECONOMIC AND MARKET OVERVIEW 

Data that reinforce the probability of a U.S. economic ez-owth rebound have kept bond yields on 
a risine path, especially in the short-duration sector. Information sueeestine a solid recovery in 
aeereeate demand has been present for some time, and now it appears that production has 
beeun to turn up as well. Admittedly, the 0.1% rise in total industry output last month was 
merely a reflection of sharply hieher utility usage amid scorchine heat in much of the nation. 
It is a hopeful sien, however, that manufacturine production other than motor vehicles held 
steady last month and over the past three months on balance. This is consistent with the laree 
rise in the national purchasine manaeers' index, and casts additional doubt on the reliability of 
the July factory payroll fieures, which indicated steep further declines in employees and hours 
worked. With business inventory accwnulation much slower now than earlier in the year (0.2% 
for June, versus 0.9% on averaee in the prior five months), manufacturers will likely be much 
more inclined to increase activity if sales eains persist, as is probable in view of relatively 
optimistic consumer attitudes. Preliminary Aueust surveys by University of Michiean 
researchers eave the firmest overall sentiment readines since January, with especially 
favorable assessments of current fimmces and buyine conditions. Homebuilders are already 
respondine to stroneer sales and leaner inventories. Starts of new dwellings rose 6.7% in July, 
from a base level that was lifted 2.4% on revision. The updated fieures show four consecutive 
monthly increases in starts cumulatine to 11.5%, pointine toward a reswnption of residential 
investment spendine erowth by the fourth quarter . 

Trade balance improvement remained absent throueh June, as softness in exports (-1.2) caused 
the eoods and services deficit to widen sliehtly, from $11.0 billion to $11.3 billion. Poor 
business conditions in Mexico and Canada cc:1n be bli:IIned in laree measure for this 
disc:1ppointine trade performance, but it also reflects the relative streneth of capital spendine 
domestically versus abroad. Imports of capital equipment other thc:1n vehicles were up 22.2% on 
a year-to-year basis last quarter, whereas exports of the ~arne items hc:1ve risen 13.2%. 

8/18/95 
8/11/95 
8/04/95 

~ 
6.11 
5.98 
5.90 

TREASURY YIELD INDICATIONS 
(Semi-c:1nnual yields, li:ite mornine) 

3-yr. 
6.23 
6.11 
6.03 

Q:yL 
6.37 
6.28 
6.20 

.lQ.:)'.L 
6.57 
6.52 
6.49 

30-yr . 
6.91 
6.89 
6.91 

2. FEDERAL RESERVE POLICY 

It is increasinely clear thc:1t the sudden loss of economic momentum in the year's first hc:1lf was 
not precipitated by overly-tieht monefary policies. Revisions to retc:1il outlays imply that total 
real personal spendine c:1dvanced 3% or more at an annual rate in the April-June quarter, an 
impressive result in view of the neeative tax shock sustained by many households durine that 
interval. New sinele-family home sales are estimated to have risen 3.1% in the sprine of 1995 
from a year earlier, and home starts have been climbine steadily since March. Broad monetary 
erowth accelerated drarnatiCc:11ly in the past half-year, with the M3 measure advancine at a 
double-dieit annual pace over the past few months. Banks are unusually well capitalized, and 
loon officers are by all accounts awessively seekine to expand their portfolios. Financial 
market sienals of eeneral credit availability -- such as equity values and yield differentials 
between corporate issues of varyine credit quality -- have been and remain positive. In short, 
there would seem to be little or no fundamental justification for additional monetary 
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c1ccommodc1tion c1t this point c1nd, consequently, no Fed policy c1djustments should be 
c1nticipated c1nytime soon. 

3. FISCAL AND POLITICAL DEVELOPMENTS 

There have been two major developments that have further clouded President Clinton's re­
election prospects. Senator Bill Bradley, a leader of the centrist Democrats in Coneress, has 
announced a decision not to defend his sec1t with a view toward possibly mounting or backing an 
independent candidacy for president in 1996. Even if he ultimately chooses not to make a 
challenee himself, Bradley's statements are the first clear indication th.:tt senior party leaders 
are losine patience with the president and are beeinning to consider other alternatives. This 
unhappiness no doubt partly reflects a loss of confidence that control over Coneress can be 
wrested back from the Republicans next year. Includine Bradley, there are already six 
incumbent senate Democrats who will be leaving, and two others are rumored to have similar 
intentions. That makes it hiehly unlikely trutt the party can 1:1chieve the net eain of seven seats 
needed to reeain majority status. 

Meanwhile, the investieation into possible wronedoing in Arkansas eovernment and financic1l 
circles has erown more serious, as multiple fraud indictments were handed up this week by a 
erc1nd jury aeainst the sittine state eovernor and . the Clintons' two former pc1rtners in 
Whitewater Development Corporc1tion. Thoueh none of the cha~es are directly related to that 
venture, severnl appear to rest upon the accusations of a former municipal judee, who is said to 
have alleeed thc1t then-eovernor Clinton pressured him to make a fraudulent loan with 
federally-backed funds in the mid-1980s. The fact that Special Counsel Kenneth Starr has 
undertaken hieh-profile prosecutions of numerous state fieures, includine the eovernor, in at 
least partial reliance on that person's testimony raises a question as to whether Starr and the 
erand jury consider him to be a eenerally reliable witness. 

4. MARKET OUTLOOK AND COMMENTS ON VALUE 

A further increase in bond yields of all maturities should be anticipated between now and 
quarter-end. Stroneer economic activity has sienificantly diminished the potential for lower 
short-term interest rates, and expectations of swift action to reduce federal budeet deficits are 
subject to at least temporary disappointment. The Treasury yield curve remains prone to 
steepening as the bond market weakens, because domestic investors will probably move toward 
more neutral or cautious portfolio durations, and it is doubtful they will come to fear an 
immediate monetary tiehtening. 

5. UPCOMING ECONOMIC RELEASES 

Date 
8/21 

Indicator 
Federal Budeet Balance 

Data For 
July 

8/22 
8/24 
8/25 
8125 

Federal Open Mttrket Committee Meetine 
Durable Goods Orders July 
Existing Home Sales July 
July 5-6 FOMC Meeting Minutes 

Reeards, 
John M. Youngdahl 
GOLDMAN, SACHS AND CO . 

Estimate 
-$25.5B 

+1.4% 
Flat 

1&fil 
-$33.2B 

(yr. aeo) 

-0.3% 
+6.5% 
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DAILY FINANCIAL MARKET COMMENT 8/18/95 Goldman Sachs Economics Group 

Summary 

• Upcoming revisions to real GDP are not likely to chanee its 0.5% annualized erowth rate for the 
second quarter by much, but upward revisions to most components of real domestic final sales 
should push the erowth rdte of this broad demand aeereeate to nearly 3%. 

• The implied slower rnte of inventory accumulation last quarter, coupled with ongoing erowth in 
demc:1nd this summer, implies that the real stock of inventories is now rising c:1t only about a 1% 
c:1nnual rc:1te. 

• The risk of a stroneer-thc:1n-expected increase in rec:11 GDP next quarter is therefore rising. At 
this staee, c:1n upward revision of our 2.6% estimate would be premature, eiven the laree positive 
influence of hot wec:1ther on demand and utility output, but sc:1les trends bear close watchine as 
the weather effect fades. 

Final Sales Should Look Stronger in Q2 GDP Revision ~·· 

The sae in U .S. economic erowth that buoyed financial markets this past sprine and precipitated a 
slieht easing in monetary policy in July looks less and less drcllllatic with each new data release. 
Althoueh these reports do not call into question the Commerce Department's initial estimate that 
real GDP rose only 0.5% at an annual rate in the second quarter, the composition of the slowdown 
now appears to be even more heavily weiehted toward a reduction in inventory building than was 
first estimated. Based on our calculations, we anticipate revisions to real GDP (due Aueust 30) to 
show little change in overall erowth but upward revisions, averaeine 0.4 percent.aee points, to most 
components of domestic final sales, as shown in the table below. If these estimates are close to the 
mark, the second quarter fieures will feature the following: 

1. Nearly 3% annualized erowth in real consumer spending. The fieure now on record is already a 
respectable 2.5% -- remarkable for a quarter in which consumers faced unexpected tax payments 
and retailers sane the blues. Upward revisions to retail sales for May and June imply a 2.9% 
increcfse unless offset by downward adjustments in the service sector. 

2. Solid double-dieit erowth in real business fixed investment. Both the structures and equipment 
components are due for modest upward revision from already firm rec1dings, judeing from the 
latest data on private nonresidential construction 1:md shipments of capital eoods. We look for the 
11.8% annualized increase now on record to rise to 12.3%. The revision could even be lareer 
j udeing from the ongoing strength in imports of ca pitcil eoods. 

3. Less damaee to housing than previously reported. In its initial report, the Commerce 
Depcirlment estimated thc1t residential investment fell at a 14.2% annual rate. Preliminary 
fieures for residential construction outlays in June, coupled with an upward revision to housing 
st.arts, sueeest that this decline was about 1 percentaee point less steep. 

4. Real final sales erowine cit the 2.5% lone-term trend, with fincil sales to domestic purchasers 
rising even faster. In the preliminary report, most 1:malysts were struck by the foct that real final 
sales did not rise all that slowly -- 2.1 % at an annual rate overall and 2.5% excluding transactions 
with other nations. It now appears, however, that the Commerce Department understated these 
erowth rates. Both c1re likely to be about 0.4 points hieher on revision . 

5. Slower inventory accumulation. Book-vc1lue increases in manufacturers' and wholesale 
inventories during June were smaller than estimated by the Commerce Department, while the 
increase in nonauto retail stocks was only trivially h:1reer. The annualized accumulation of real 
nonfann inventory, now estimated at $32.9 billion, will probcibly be revised down by more than $5 
billion. This would imply a erowth rate ofless than 3%. 
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Estimated Revisions to Component• of Real GDP in 1995Q2 

Estimated Effect on Annualized Growth 
Revision Growth.At Estimated 
{S 87 billion) Now Re:eorted Revision 

Consumer spendine +$3.6 +2.5% +2.9% 
Residenti.::11 investment +0.6 -14.2 -13.2 
Business investment +0.9 +11.8 +12.3 
St.::1te 1:tnd loci:tl spendi~ +0.7 +1.4 +1.9 

Domestic fini:tl si:tles +$5.8 +2.5% +2.9% 

Exports -1.4 +7.2 +6.3 
Imports -1.6 +9. 8.6 

Trade b1:tl1:tnce -0.2 n.m. n.m. 
Final si:tles +$6.0 +2.1% +2.5% 

Net chi:t~e in inventory -$5.3 n.m. n.m. 

GDP +$0.7 +0.5% +0.6% 

n.m. =not me.::1nineful. 

••• Creating An Upside Risk to Current and Future Growth 

The more pronounced slowi~ in inventory 1:tccumulation implied by the pi:tttern of expected revisions 
to second-quarter erowth cre.::1tes .::1n upside risk to U.S. erowth in the second h.::1lf of the ye.::1r, 
especii:tlly in the fourth qui:trter. As noted in our 11:ttest Weekly Economic Updi:tte, it now appei:trs that 
real final sales are risine .::1t more than a 3% annual rc:1te this quarter. Taken toeether, the revisions 
and the continu.::1tion of final sales erowth imply one of two thines: either real GDP is risine faster 
than the 1. 7% annual rate we are estimatine for the third quarter, or real inventories are risi~ at 
only about a 1 % annual rate. 

In our judement, it is more likely that the accumulation rate is low. Although this week's industrial 
production and housi~ starts reports for June came in above our expectation, the differences were 
not large enoueh to warrant an upward revision to our estimated erowth rate. 

The same may not be true for the fourth quarter, however. The snail's pace at which inventories now 
appear to be risi~, coupled with purchasi~ manaeers' reports of stro~er orders, sets the staee for a 
sienificant snap-back in industrh:11 output durine the remainder of this year. At the same time, real 
residential construction outlays should turn up as well. Although our forecast anticipates upward 
moves in both sectors, the risk at this point is that the improvement could turn out to be lareer than 
now expected. 

To Judge How Much Growth Will Rebound, Keep A Close Eye on Demand 

Retail sales reports and other dem,md indicators (e.e., auto sales and factory orders) will be critical 
in determini~ whether erowth in the fourth quarter will be stro~er than expected and, if so, how 
lo~ the erowth spurt will last. At this juncture, c:1n upwc:1rd revision is not appropriate. This is 
because weather has boosted both retail sales (via sales of c:1ir conditioners, seasonal clothi~, and 
other similar items) and production (via hec1vy electric utility usaee). These influences will surely 
fade in comi~ months, at which point the underlying trend in demi:tnd will be easier to assess. If it 
is sturdy, as we suspect it is, then businesses may once again find themselves wc1nti~ to accumulate 
inventory, as they did in ec:1rly 1994 c1nd the U.S. economy could climb onto an above-trend erowth 
track as it heads into 1996. 

EFM 
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Summary 

It currently appe1:ffs that U.S. eovernment financine and other operations will not be substantially 
constrained by the current federal debt limit until October 31 at the earliest. This heiehtens the 
potential for the loomine inter-branch budeet fieht to last well into the fourth quarter. 

A lenetJiy delay in resolvine fiscal policy uncertainties could deter Federal Reserve officials from 
chaneine monetary policy. 

Fight Over U.S. Budget Could Last Into November 

Our analysis of the U.S. eovernment's prospective debt issuance sueeests that the current $4.9 
trillion statutory federal debt limit will not become bindine until the end of October at the earliest. 
In the absence of a prior hike in the limit, the timely settlement of reeular monthly 2-year and 5-year 
Treasury notes on October 31 would become imperiled. It appears at this point that those new 
securities can bcirely be accommodated under the existine debt cap, however, either by delayine their 
issuance for a few business days to coincide with a scheduled retirement of nonmarketable securities, 
or throueh laree paydowns in precedine weekly Tre1:1sury bill auctions. 

Assumine that the October 31- November 2 period can be cleared, the eovernment should be able to 
continue operatine under the present debt ceiline until November 15, when 1::1 huee mid-qu1:1rter 
coupon interest payment falls due. Thus, if the Republican Coneress attaches leeislation raisine the 
debt limit to a politically controversial budeet packaee, as they are threatenine to do, then the 
November coupon refundine auctions (3- and l0-ye1:1r notes currently slated for November 7-8) may 
well h1:1ve to be postponed, and President Clinton could face a decision between swallowine a budeet 
that he finds distasteful or rejectine it and riskine blame for a proloneed disruption of eovernment 
activities. 

The relatively late timine of a potential debt ceiline crisis reinforces the probability that Coneress 
will not complete work on a budeet before mid-to-late October, well past the October 1 startine date 
for the new fiscal year. Since the debt limit is one of the main weapons that senior lawmc1kers hope 
to use in the comine fiscal bcittle with the Clinton Administration, it is unlikely that they would 
transmit a final budeet bill to the president until a borrowine and pc1yments crunch is near at hand. 
By that reasonine, in fact, it is possible that the fiscal 1996 budeet could be held up all the way until 
November, with federal spendine sustained in the interim by temporc1ry authorizc1tions. 

Fed Leaders May Shy Away From Policy Changes While Budget Issues Remain Unresolved 

Now that the U .S. economy is performine notably better in most respects than it did lc1st quarter, the 
Fed's flexibility to eneaee in further monetary easine depends more than ever on the timine and 
outcome of this year's budeet deba te. Our forecast calls for 1::1 ~adual acceleration in re1::1l GDP ea ins 
between now and early 1996, c1nd therefore, the loneer thc1t it tl::lkes to settle budeet mc1tters, the 
wec1ker the areuments for shc1vine money-market interest rc1tes mc1y become, reeardless of whether 
Coneress cc1n achieve its lone-term spendine reduction eoals. Even if economic ~owth does not 
continue to e1::1in speed, but merely proceeds 1::1t 1::1 respectable pace, top central bankers may prefer to 
keep their policy powder dry while the budeet debate is in pro~ess, out of concern that 1::1ny chimee in 
official rates or rhetoric mieht undermine efforts toward a fiscc:1lly restrictive compromise. 
Consequently, our c:1ssessment of the debt limit outlook fits well with c:1 view thc:1t the federc:11 funds 
rc:1te tareet will be left unchc:1need c:1t 5-3/4% c1t least for the bc1lc:1nce of this quarter, c:1nd quite possibly 
loneer. 

JMY 
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INTERNATIONAL TRADE BALANCE (JUNE) 

Key Statistics: 

3-Month 12-Month 
June Averaie Averaie 

Total Trade Balance (billions) -$11.3 -$11.3 -$10.0 

Merchandise Trade Balance -$16.4 -$16.4 -$15.2 

Services Trade Balance +$5.1 +$5.1 +$5.2 

Conclusion: 

' Improvement less than expected, due to a decline m exports. No major implications for GDP 
revisions and outlook or for Federal Reserve policy. 

Key Points: 

(1) The U.S. trade deficit was lareer than expected in June, as exports fell 1.2%. Figures for May 
were revised to show a sliehtly narrower deficit, with most of that revision on the export side. Thus, 
althoueh exports in June were somewhat disappointing, the strong upw1::trd trend remains solidly 
intact. For the second quarter, total exports were 13.6% above year-earlier levels; exports of 
merchandise were up 16.1 % over the same period. 

(2) Imports continue to remain strong 1::ts well. Althoueh they slipped 0.6% in June, imports of eoods 
1::tnd services in the second quarter were 15.4% above year earlier levels, with merchandise imports 
risine at 1::t 16.6% rate. Capital eoods continue to p1::tce this increase, suegestine that U.S. businesses 
are continuing to invest in their operations despite reduced capacity use. In the second quarter, 
imports of capit.:11 eoods other than 1::tutos were 22.2% 1::tbove year-earlier levels, with little evidence of 
abatement in recent months. Imports of industrial supplies and materials have also been quite 
strone. 
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Summary 

• U.S. homebuilders continue to erow more optimistic about their sales prospects, implyine 
eood potential for a rebound in residential construction later this year. 

• Official industrial activity measures reinforce the impression of renewed stability in broad 
factory output. Growth in that sector probably will soon resume, with utilization levels still 
relatively hieh. 

Builder Optimism Points To Firmer Construction Outlays By Late 1995 

The latest monthly survey of U.S. homebuilders reveals a further rise in their assessments of 
both buyer traffic and sales potential over the next six months. Thirty-eieht percent of 
respondents rate their sales expectations as eood, up from 27% just two months aeo, and more 
than double the portion who had favorable attitudes durine the first quarter. Poor sales are 
foreseen by only 10%, the smallest fieure in thirteen months. Buyer traffic at housine 
developments, meanwhile, was said to be hieh by 21.3% of builders, up from 20.1% a month aeo 
and the most upbeat readine in a year. With the inventory-to-sales ratio for new sinele-farnily 
dwellines materially reduced since the tum of the year, siens of a pickup in construction of 
these units should soon appear, probably beeinnine with the July housine starts report on 
Wednesday mornine (+4.5% to 1.32 million annual units expected). 

Factory Output Decline Ceases With Utilization Rate Still Relatively High 

Production fieures from the Federal Reserve confirm our suspicions that factory employment 
and hours worked data from July substantially overstated the deeree of softness in U.S. 
industrial activity at the outset of this quarter. Within manufacturine, output slipped only 
0.2% last month, far less than had been implied by the 85,000 plunee in factory payrolls and 
1.2% slashine of production work hours. Moreover, all of this relatively modest production 
decline occurred amone motor vehicle firms; the other 95% of factories had steady production 
last month, and over the past three months as well. This is consistent with the July purchasine 
manaeers' survey, which placed the national production index just above the 50% mark that is 
said to divide expansion from contraction. Auto and truck assemblies are scheduled to increase 
moderately between now and the fall, and thus, it appears that erowth in overall 
manufacturine output is likely to resume, perhaps beeinnine this month. 

Utilization rates in most factory industries remain fairly hieh , meanwhile, implyine a risk that 
capacity strains could reappear if activity were to accelerate sharply. Excludine the 
transportation eroup, which includes motor vehicle and aerospace firms, the factory utilization 
rate durine July is estimated at 83.8%, down only 0 .6% from the averaee in 1994 and well above 
the 1985-94 averaee (see table). Nearly one-third of all U.S. industry other than utilities 
(where activity was boosted artificially by hot weather) operated at or above 88% of capacity 
last month. These circumstances will likely deter Fed officials from lowerine short-term 
interest rates further as lone as aeereeate demand readines are favorable. 

Industry Capacity Utilization Rates 

Factories 
Manu- Excluding 

Total facturing Transportation 
1985-94 81.6% 81.0% 81.5% 

1993 81.7 80.9 81.8 
1994 84.0 83.4 84.4 
1995 Hl 84.6 84.0 85.1 

July 83.4 82.3 83.8 
JMY 



88/16/1SSS 89:~S RN for: Gene Sparling froffl: G.S. Econo~ic R1111r To: P1g1 3 

e 

• 

• 

ECONOMIC RELEASE COMMENT 

HOUSING STARTS (JULY) 

Key Statistics: 

Housing Starts +6. 7% 

Single-Family Housine Starts +6.8% 

Building Permits +5.3% 

Conclusion: 

8116/95 

3-Month 
Trend 

+2.8% 

+2.9% 

+2.6% 

Goldman Sachs Economics Group 

12-Month 
Trend 

-0.4% 

-0.9% 

0.0% 

Sharp rise in new housine construction combined with upward revisions to prior months' data 
underscores likelihood of a positive residential construction spendine path by the fourth 
quarter. 

Key Points: 

1) Data were stroneer than expected, as total starts increased 6. 7% last month, and the base 
level wc:1s revised up 2.4%. This is the first indication that the production side of the 
residential construction market is rebounding in response to reduced inventory and 
increases in home sales. 

2) Nearly all of the pickup in starts over the past two months has been in the high value-added 
single-family sector. At 1.1 million annm:11 units, the current pace of sinele-family 
construction is actually slightly below what would normally be consistent with the 700,000 
or ereater average home sc:1les rate of the past two months. Thus, further eains of at least 
moderate dimensions can be expected in cornine months. 

3) This evidence of improvement in the most credit-sensitive area of the economy will make 
Federal Reserve officic:1ls even more confident that the existing level of short-term interest 
rates is not too hit,i . 
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Summary 

• Business inventory and sales figures throueh June point toward an early resurnption of growth in 
domestic eoods production. Whatever decline took place in factory output li::lSt-month, therefore, 
should prove short-lived. 

Inventory Statistics Suggest Production Adjustments Largely Completed 

Judeine from the latest officic:11 inventory and sales reports, it would appear thc:1t U.S. eoods­
producine firms c:1re in c:1 position to resurne at lei::lSt moderate output increases over the remainder of 
1995. Totc:11 stockpiles of eoods at manufacturers, wholesalers, and retc:lilers rose only 0.2% durine 
June, or $1.9 billion. Tl1c:1t compares with an averaee 0.9% ($8 billion) incre.:tse over the prior five 
months, and it is the smallest chc:1nee in stock levels since. March 1994. Inventory-to-sales rdtios 
declined across all three main business eroups, especially amone motor vehicle dealers, who clearly 
hc1ve been experiencing an overhane of unwanted supplies (see table below). 

Inventory-To-Sales Ratios, By BusineH Type 

Retail 
Manu• Vehicle 

facturing Wholesale Retail Dealers 
1993 1.47 1.31 1.51 1.76 
1994 1.37 1.30 1.50 1.66 
1995 Ql 1.34 1.31 1.53 1.78 
1995 Q2 1.37 1.33 1.54 1.80 

Apr95 1.374 1.34 1.55 1.84 
Jun95 1.369 1.33 1.53 1.75 

These dafa corroborate the findines of the Federal Reserve district banks in their latest anecdotc:11 
surveys tkt inventories are eenerally at c:1ccepfable levels. Moreover, they suegest that a likely 
0.4%-0.5% decline in manufacturine output li::lSt month (to be reported on Tuesdc:1y mornine) wc1s the 
completion of an .:idjustment process, rather than the beeinning of a more severe downswing in that 
sector. With retc:!il S1:1les estimated to h.:tve been ro~hly unchaneed overall durine July, and up 0.4% 
excluding vehicles, whatever further production cuts may kve taken place would likely have pared 

_ inventory erowth even further, possibly even trieeerine an ~utrieht liquidc:1tion. It is doubtful th.:tt 
such an adjustment would be fully desired by U.S. firms and, therefore, domestic eoods production 
should soon assume a more positive course. Indeed, the results from the July survey of purcksine 
m1maeers nationwide hints that this restoration of industrial sector erowth mc:1y already be 
occurrine. 

JMY 
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INDUSTRIAL PRODUCTION AND CAPACITY UTILIZATION (JULY) 

Key Statistica: 

3-Month 12-Month 
July Trend Trend 

Industrii:11 Production +0.1% +0.1% +0.2% 
Annu1:1l Rate +1.2% +0.7% +2.8% 

M1:1nufacturine Production -0.2% -0.1% +0.2% 
Annu1:1l Rate -2.4% -L6% +2.5% 

C1:1p1:1city Utiliz1:1tion 83.4% 83.6% 84.5% 

Conclusion: 

Stroneer th1:1n expected perfonn1:1nce in m1:1nufacturine, consistent with other evidence th1:1t inventory 
cycle is virtu1:1lly over. 

Key Points: 

1) Output in the m1:1nufacturine sector did not decline 1:1S shlirply in July 1:1S h1:1d been suegested by 
the employment fieures rele1:1sed 11 dl:iys 1:1eo. Outside the motor vehicle industry, munufacturine 
output w1:1s unch1:1need in July. Revisions to prior months 1:1dded sliehtly on b1:1lance to the level of 
output in June. 

2) The better-than-expected n1:1ture of this report is evident in the fact that utilization slipped only 
0.2 percentaee points. At 83.4% overall and 82.3% in nianufacturine, utilizution r1:1tes for July 
are about 2 percentaee points below yeur-end levels but still compar1:1tively hieh in historical 
terms. 

3) This report strenet,hens our conviction that Feder1:1l Reserve offici1:1ls will not chunee monetl:iry 
policy this quarter . 
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CONSUMER PRICE INDEX (JULY) 

Key Statistics: 

July 

Tot.:il +0.2% 
Annual rate +2.4% 

Excludine Food and Enere)' +0.2% 
Annual rate +3.0% 

Conclusion: 

No change indicated in retail price inflation. 

Key Points: 

8/11/95 

3-Month 
Trend 

+0.2% 
+2.4% 

+0.2% 
+2.5% 

Goldman Sachs Economics Group 

12-Month 
Trend 

+0.2% 
+2.8% 

+0.2% 
+3.0% 

(1) The 0.2% increases in total consumer prices and quotes excluding food and enere)' last month were 
unsurprising. Annualized underlyine CPI inflation so for this year has been 3.5%, sliehtly above 
the central tendency of Federal Reserve officials' forecasts (3-1/8% to 3-3/8%). 

(2) Central bankers should reeard this news as consistent with their judement that price pressures 
have stabilized, and there is nothine in the report to contradict their outlook for a eradual rollback 
of the modest first-half inflation pickup. Consequently, the data should have little or no impact on 
their near-term policy assessments . 
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RETAIL SALES (JULY) 

Key Statistics: 

Tot.cil 
Annual rate 

Excludine Motor Vehicles 
Annual rate 

Conclusion: 

July 

-0.1% 
-1.3% 

+0.4% 
+4.7% 

8/11/95 Goldman Sachs .Economics Group 

3-Month 12-Month 
Trend Trend 

+0.6% +0.5% 
+7.4% +6.2% 

+0.5% +0.4% 
+6.7% +4.8% 

Sizeable upward revisions to non-auto sales imply 1::1 stroneer underlyine trend for overall persoMl 
consumption spendine. D1::1t1::1 weigh for steady Fed policy throueh qu1::1rter-end. 

Key Points: 

(1) The 0.1% dip in total retl::lil SHles durine July w1::1s in line with our expectl::ltions, 1::1nd reflects the 
we1::1kness in unit vehicle deliveries. In the nonauto eroup, however, s1::1les rose by 0.4%, implyine 1::1 
solid further 1::1dv1::1nce in the volume of these purch1::1ses . 

(2) More importl::lntly, there were materi1::1l upw1::1rd revisions to ret1::1il s1::1les results from M1::1y 1::1nd June, 
totalline 0.3% over1::1ll 1::1nd 0.5% outside of autos c1nd buildine m1::1teri1::1ls. The l1::1tter me1::1sure -- upon 
which Dep1::1rtment of Commerce offici1::1ls will focus in computine nonauto ret.ciil eoods dem1::1nd-- is 
risine 1::1t 1::1 5.5%-6.0% nomin1::1l rc1te so far in the third quarter. This sueeests 1::1 4.0% or ere1::1ter re1::1l 
spendine erowth pc1ce for such items, somewh1::1t 1::1bove our forecc1sts. 

(3) With person1::1l outl1::1ys on 1::1 much finner p1::1th thc1n before, Federal Reserve policy makers 1::1re likely 
to prefer sfability in short-term interest rates for 1::1t le1::1st the b1::1lance of this quarter . 
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Summary 

• The employment of simple arithmetic averaees over many decades to develop a judernent 
concernine the proper "real", or inflation-adjusted, federal funds rc:1te is very questionable without 
further considerine several other factors, includine the business cycle context and the status of the 
federal budeet. When these and other influences c:1re weiehed, it is far from clear that the present 
fed funds rate reflects ,m especially restrictive U.S. monetary policy. 

''Real" Federal Funds Rate Tends To Be High Late In Expansions and Am.id High Budget 
Deficits 

There hc:1s been much discussion of lc:1te concernine what level of the inflation-adjusted, or "real", 
federal funds rate is appropriate in the current economic environment. It has been asserted by some 
analysts that the present differential between the federal funds rate tareet (5.75%) and the 12-month 
trailine chanee in the consumer price index (3.0%, pendine c:1n update on Friday mornine) is too hieh to 
permit a resumption of moderate U.S. real GDP erowth. In support of these areuments, it has been 
reeularly noted that the difference between the fed funds rate c:1nd inflation measured on this basis has 
averaeed about 1-3/4% over the past several decades, approximately 1 % less than the current level. 

One problem with this sort of c:1nalysis is that it does not adequc:1tely tc:Jke into c:1ccount the wide variety 
of economic conditions and fiscal policies thc:1t have existed over a forty-year span, and the importance 
that these developments can have in determining the appropriate level of money-market interest rates. 
While it is true that the federal funds rate less consumer price inflation has averaeed 1.8% since the 
mid-1950s, durine recession periods over that interval the mec:1n differential has been 1.32% (see table 
below). Durine economic expc:1nsions, by contrdst, the real funds rate hc:1s c:1veraeed sliehtly over 2%. 
Moreover, upward pressure on this measure has tended to increc:1se as expansions have matured. In 
the second half of the past seven upswings, the avernee real federal funds rnte has been just shy of 
2.2%. Given that the current erowth phase is 4-1/2 years old, and economic expansions longer thc:1n 
nine years in duration are extremely rare, it is probably safe to c:1ssume that this late-cycle averdee is 
applicable to present circumstances. 

Average "Real" Federal Funds Rates, August 1954-date 
(Federal funds less 12-month trailing chanee in consumer prices) 

All months 
Durine recessions 
Durine business expansions 
In second half of expansions 

1.84% 
1.32 
2.04 
2.17 

Additionc:1lly, it is important that the appropriateness of monetary policies at any specific time be 
judeed in the context of the eovernrnent's coincident fiscal stc:1nce, since the federal budeet balance has 
an impact on aeereeate funding demands both directly, in the form of Treasury borrowine, and 
indirectly, throueh its impact on private sector activities. The followine table shows that, focusine only 
on periods of late-cycle expansion, there hc:is been some historical correlation between the averaee level 
of the inflation-adjusted federal funds rate c:1nd the budeet deficit as c:1 percent of nominal GDP: 
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Federal Deficit A■ Percent of GDP Versu■ 
''Real" Federal Funds Rate 

(Second half of expansion periods, 1955-) 

Average Budget Balance 
''Real" As Pct. 

Perfod Funds Rate OfGDP 

2/1956- 8/1957 0.50% +0.9% 
5/1959- 4/1960 2.51 -1.3 
8/1965- 12/1969 1.98 -1.0 
6/1972- 11/1973 2.27 -0.8 
9/1977- 1/1980 0.10 -2.4 
2/1981- 7/1981 6.77 -2.7 
10/1986- 7/1990 3.67 -3.4 

Low deficit periods 
(1956-1973) 1.82 -0.8 

High deficit periods 
(1977-1990) 2.62 -3.1 

Thus, when the frame of reference is narrowed further, from all late-cycle expansion periods to those 
with laree federal budeet imbalances, the tendency for the real federal funds rate to exceed the forty­
year c1rithmetic averaee becomes even more pronounced. 

Official estimates of the federal deficit c1s c1 percent of GDP for the present fiscc1l year c1re at 2.3%, c1nd 
roughly the same level for fiscal 1996. With thc1t in mind, it could be c1reued that the inclusion of date! 
from the 1950s, 1960s, c1nd early 1970s in c1rithmetic c1verages for the purpose of ec1ueine c1 proper rec1l 
federc1l funds rate levels in the context oflc1ree federal budeet deficits risks crec1tine c1rtificial downside 
bic1ses to the conclusions. 

There c1re any number of other factors thc1t probably deserve inclusion in c1 thorough c1nc1lysis of 
sustclinable rec1l interest rdtes, such c1s: the stcltus of eovernment policies in other major industric:11 
nations, the central bclnk's strategy for monetc1ry policy implementc1tion, the domestic private sector 
sc1vings rate, the presence or absence of regulatory ceilines on interest rc1tes paid by depository 
institutions, c1nd the liquidity or illiquidity of key finc1ncic1l intennedic1ries. The purpose of this 
comment hc1s not been to try and identify c1 precise equilibrium level for the rec1l federal funds rc1te c1t 
this time, but rc1ther to provide a Cc1ution thc1t more thc1n c1 simple arithmetic historical c1veraee is 
needed to mc1ke this sort of judgment. 

JMY 
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GOLDMAN SACHS U.S. BOND MARKET TELEX 

Aueust 11, 1995 

1. ECONOMIC AND MARKET OVERVIEW 

Despite benien inflation data from July, U .S. bond yields have drifted up further, and are testine the 
upper bounds of their ranees so far this qUc1rter. Treasury coupon issue sales totalline $42.5 billion 
did not attract the volume of demand from overseas that had been hoped for, perhaps because the 
dollar exchanee rate was well above recent averaees at the time of the auctions. Producer and 
consumer price index results were in line with analysts' optimistic expectations, comine in 
unchaneed and up 0.2%, respectively. Excludine the food and enere:r components, prices climbed 
0.2% at both the producer and consumer levels, in line with their prior trends. Intermediate 
producer eoods quotes, meanwhile, rose 0.3% excludine food .and enere:r, confirmine a diminution of 
price streneth at early staees of processine. 

On a more cautionary note for fixed-income investors, there is erowine evidence that the economy is 
eainine speed. The 0.1% dip in total retail sales durine July occurred entirely in the motor vehicle 
eroup, where deliveries had already been reported as weak. Retail purchases excludine vehicles and 
buildine materials -- the best indicator of nonauto eoods consumption -- were 0.4% hieher, tmd 
upward revisions to that subset totalled 0.5%. Combined with a virtually flat consumer price trend 
for eoods, these sales fieures sueeest that personal outlays for all eoods are risine 4% or more at an 
annual rate so far in the third period. That would be a sharp acceleration from the 0. 7% annual 
erowth rate in consumer spendine on eoods over the year's first half. It c:1lso appears that the pace of 
layoffs hc:1s c:1bated since sprine. Initial unemployment insurance clc:1ims over the pc:1st two weeks 
have averaeed only 328,000, down from 377,000 per week durine June. This c:1ueurs for a resumption 
of ctt lectst moderate monthly payroll employment ec:1ins, possibly as soon as the Aueust lctbor market 
report. 

8/11/95 
8/04/95 
7/28/95 

TREASURY YIELD INDICATIONS 
(Semi-annual yields, late mornine) 
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2. FEDERAL RESERVE POLICY 

In contrast with the situcttion just a few weeks aeo, Fed officials cctn now hold some confidence in 
their projection of a reacceleration in rectl GDP, ctnd consequently, their policy attitudes are probctbly 
very close to neutrctl. Reports on consumption, consumer sentiment, hours worked, c:1nd earnines all 
look much firmer now than they did in early July, c:1nd net hirine seems to hc:1ve improved as well. 
Without a prod from poor business activity, senior central bc:1nkers c:1re much more likely to pursue c:1 
stable interest rate stratee:r, even thou.eh inflation appears rather tame. 

Policy mctkers also cannot be insensitive to the sienctls beine eiven by other indicators of their 
monetary stance, most of which are not presently reflectine restraint. Broctd monetary erowth is 
very strone -- on a smoothed basis, over the last eieht weeks M2 has risen almost 9% at an annual 
rate, and M3 has sureed 10.5%. Equity prices are close to all-time hiehs, meanwhile, and yield 
spreads amone corporate debt securities of differine credit quality are remc:1rkc:1bly narrow. By c:111 
accounts, domestic depositary institutions c:1re flush with liquidity c:1nd aeeressively pursuine new 
lendine opportunities; in the latest Fed surveys, for example, two districts reported fierce competition 
amone lenders on price and credit terms. With this backeround, those officials who earlier were 
aeitatine for a rate cut will probably fall silent, and some in the financial community may raise 
questions about the propriety of the July easine. In this environment, comments by Fed officials that 
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imply room for additional rate cuts actually may become unhelpful to the bond market's tone, by 
underminine the central bctnk's anti-inflation credibility. 

3. FISCAL AND POLITICAL DEVELOPMENTS 

Over the next four to six weeks, optimism about the probability of a dn:irnatic budeet deficit reduction 
packc:iee Cctn be expected to decline. The coneressional summer recess beeins this weekend, and most 
lawmakers will not return to Washineton until early September. There are straws in the wind, 
however, that sueeest it will tctke heroic efforts by the leadership this fall to keep rank-and-file 
Republicans in line toward fulfilline their pledee to swiftly eliminate the feden:il budeet deficit. Top 
Clinton administration representcttives are threcttenine a flurry of spendine bill vetos unless the fmctl 
product differs materially with the measures passed by the House, and Speaker Ginerich will kve 
ereat difficulty assembline enoueh support i:illlone Democrats to eain the two-thirds leeislative 
majorities needed to override such rejections. The biuest battle looms over Medicc:tre, the federal 
medical services entitlement proeram for the aeed and disabled. Coneressional Budeet Office bean 
counters are unlikely to score the budeet c:1s havine achieved bc:1lance by ectrly next decade unless 
there c:1re major chanees in the rules eovernine Medicc:1re expenditures. Achievine those 
modifications will require very toueh votes, however, amid loud opposition to more than minor 
tinkerine from senior citizens' eroups c:1nd the White House. Risks are hieh that, temporc:1rily at 
least, the budeet process will devolve into c:1crimony c:1nd pctrtisan fineer-pointine. 

4. MARKET OUTLOOK AND COMMENTS ON VALUE 

Disappointment reec:trdine both the federal fiscal ,md monetctry policy outlooks will keep U.S. bond 
yields under upward pressure in the near term. As c:1nalysts beein to revise up their projections for 
second-hc:1lf economic erowth, perceptions of the equilibrium short-term interest rate level will likely 
rise, a development for which the investor community is quite unprepared. It should no loneer be 
presumed thc:1t the Trec:1sury yield curve will flatten in a poor market context. Laree money 
manaeers have mostly jettisoned their defensive portfolio structures, and therefore, they will hctve c:1 
motive to reduce durc:1tion if the market moves in c:1n c:1dverse fashion. Moreover, unfavon:ible budeet 
news should weieh most hectvily on the lone-term bond sector. 

5. UPCOMING ECONOMIC RELEASES 

Date Indicator Data For 
8114 Business Inventories 
8115 lndustric:11 Production 
8115 Capc:1city Utilization 
8116 Housine Starts 
8117 Intl. Trc:1de Balc:1nce 

Reeards, 
John M. Younedahl 
GOLDMAN, SACHS AND CO. 

June 
July 
July 
July 
June 

Estimate 
+0.2% 
-0.3% 
83.1% 
+4.5% 

-$10.SB 

Last 
+0.4% 
+0.1% 
83.5% 
-0.1% 

-$11.4B 
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ECONOMIC RELEASE COMMENT 

PRODUCER PRICE INDEX (JULY) 

Key Statistics: 

July 

Total 0.0% 
Annual rate 0.0% 

Excludine Food and Enere)' +0.2% 
Annual rate +2.5% 

Intermediate Goods and Materials 
Exel. Food and EneTeY +0.3% 
Annual rdte +3.6% 

Conclusion: 

8/10/95 Goldman Sachs Economics Group 

3-Month 12-Month 
Trend Trend 

0.0% +0.2% 
-0.4% +1.8% 

+0.2% +0.2% 
+2.8% +2.1% 

+0.2% +0.6% 
+2.8% +7.4% 

Data indicate that finished eoods producer infhition has not abated, thoueh pressures at early 
processine staees clearly have diminished. 

Key Points: 

(1) The fll:jt overnll readine for producer prices last month Weis a product of sharply lower 
enere)' quotes (-2.5%). In the core eroup excludine food and enereY, prices for finished 
products 1:tdvi:inced 0.2%, essentially in line with the 2.9% annu1:tlized first-hl:jlf p1:tce, but 
still finner thi:in the 1.6% rise in 1994. 

(2) Intermediate materii:ils prices 1:tdvi:inced 0.3%, sienificc:tntly less than the 0.8% monthly 
averaee e1:trlier this year. This reflects the loss of momentum in factory output durine the 
llite winter and sprine. Unfinished eoods prices, thoueh, are still risine faster on averoee 
than they were in 1993 and early 1994. 

(3) These fieures were eenerdlly unsurprisine, and should provide little basis for chanees in 
Fed policy thinkine. 
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• Comments made on Wednesday by c1 centrist Federal Reserve eovernor c1re consistent with 
our belief thc1t U.S. monetciry policy will be held steady for the bali:!nce of this quc1rter, c1nd 
possibly loneer. 

• Anecdotc1l reports on business conditions swnmc1rized in the Fed's lc1test regionc1l surveys 
indicate thc1t shortciees of workers are beine experienced in a majority of districts, and 
manufacturine input price eains have become more widespread. 

Fed Governor Kelley Makes Case For A Steady Hand On Interest Rates 

In a news service interview, Federal Reserve Governor Edward Kelley --eenerally a centrist in 
his votine pc1ttern -- eave further support to our belief that there is virtually no possibility of a 
Fed monetary ec1sine at the August 22 Federal Open Market Committee meetine, and little 
probability that short-term U.S. interest rates will be officially reduced over the balc1nce of this 
quarter. Kelley took strone issue with the sueeestion, made by some c1nalysts, that Fed policy 
never is adjusted only slightly in c1ny direction: 

"Someone here looked back in the record and determined that this notion, which seems to be 
abroad in the lc1nd, is not even historically correct; there hc1ve been such reversals after one 
move in c1 certain direction. Be that c1s it may, that is not eoine to be part of any decision­
mc1kine process at c1ny FOMC meetine." 

The Fed eovernor went on to say he believes the process of correctine for inventory imbc1lc1nces 
is mostly complete, c1nd that he expects personc1l conswnption growth to be sustained in the 
months Hhead. Toeether with the statements by Vice Chairmc1n Blinder last week, when he 
expressed a desire to wc1it until at lec1st ec1rly September before rec1chine c1 conclusion on 
whether additional easine mieht be needed, the interview with Kelley stronely sueeests that 
majority sentiment at the Fed rieht now favors patience over policy chanee. If final demand 
indicc1tors stciy positive, therefore, short-term rates could be held steady for some time. 

Fed Surveys Show Labor Shortages, Input Price Gains 

For the most part, the results of the latest Fed district bank surveys were consistent with 
stcitistical reports in showine better housine demand, sluggish to moderate retciil consumption, 
and mixed patterns in manufacturine activity. It is of some.interest, however, that a majority 
of regions report shortages of both skilled and unskilled workers, and the number that are 
experiencine advances in factory input prices has expanded since the last set of these polls. 
These observations may make some senior central bankers uncomfortcible about the potential 
for inflationary pressures to grow in the event that broad economic growth returns to or above 
lone-term trends before lone. This is another reason to doubt that rate cuts will be eiven 
serious consideration in the near term. 
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MISC. ECONOMIC COMMENT 

••Employment data consistent with Q3 growth pickup•• 

Economics Group (212) 902-3393 - New York Economic Research 

--------------- Note 9:05am 8/04/95 --------------­

THE EMPLOYMENT REPORT (JULY) 

Key Statistics: 
3-Month 12-Month 

July Average Average 

Non-Farm Payrolls +55,000 +81,000 +199,000 

Aggregate Hours Worked +0.5% +0.1% +0.2% 
Annual Rate +5.6% +0.6% +2.4% 

Civilian Unemployment Rate 5.7% 5.7% 5.6% 

Average Hourly Earnings +0.6% +0.3% +0.3% 
Annual Rate +7.6% +3.2% +3.2% 

Conclusion: 

A stronger report than implied by smaller-than-expected July payroll 
increase. Sharp decline in manufacturing employment should be 
discounted in light of latest NAPM survey. Wages now show clear 
pattern of acceleration. Fed unlikely to ease anytime this quarter. 

Key Points: 

(1) Nonfarm payrolls in July were 74,000 higher than the level 
reported initially for June -- 55,000 for July itself and 19,000 
more on revision. This was in line with our expectations but 
below Street expectations (+125,000). 

(2) The composition of payroll gains was skewed heavily toward 
the service sector. Manufacturing payrolls plunged 85,000; 
while most industries reported declines, auto plant shutdowns 
and layoffs in the textile industry were particularly important. 
The manufacturing work week also slipped 0.2 hour, to 41.3 
hours. Meanwhile, private service-sector employment rose 
146,000, with retail trade up 54,000. The weakness in manu­
facturing should be discounted in light of the July NAPM 
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(3) 

survey, which indicated a rebound in orders and production. 

Hours worked rose 0.5% in July, reflecting a 0.1-hour increase 
in the private nonfarm work week as well as the overall 
payroll increase. The index of hours worked in July stood 
0.7% above its second-quarter level, implying a 2.8% an­
nualized increase this quarter if hours are unchanged on 
balance in August and September. This supports our expecta­
tion that real GDP will rise at a 1.7% annual rate in the third 
quarter, if not somewhat faster. 

(4) Hourly earnings jumped 0.6% in July, following a 0.4% 
increase in June. All of the trend calculations in this measure 
of wages now show increases above 3% at an annual rate --
3.2%, 3.6%, and 3.2% on a 3-, 6-, and 12-month basis re­
spectively. While inferior to the employment cost index as a 
measure of wages, average hourly earnings tend to lead 
changes in the ECI. 

(5) The 0.1 point increase in the unemployment rate reflects a long 
overdue increase in th&--labor force and should not be taken as 
a sign of weakening in the labor market. Employment as 
measured by the household survey that generates the un­
employment rate was up 474,000. 

Important Disclosures (code definitions attached or available upon request) 
ECONOMY : No disclosures 
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DAILY FINANCIAL HARKET COHHENT 

• • S&P vs. NIPA profits -- the divergence persists•• 

Edward F. HcKelvey (212) 902-3393 - New York Economic Research 

=============== Note 5:53pm 8/03/95 =============== 
Sunvnary 

z The wide divergence between strong growth in profits as 
measured by earnings per share for the Standard and Poor's 500 
and flagging growth in profits as measured by adjusted after-tax 
corporate profits in the national income and product accounts 
appears to have persisted in the second quarter. At least six 
factors are behind this divergence: ongoing benefits from 
corporate restructuring, growth in earnings abroad, currency 
translation, share buybacks, poor retail earnings, and growth in 
inventory profits. 

z In addition, investors puzzling about how an economy whose 
growth stalled in the second quarter could generate the strong 
profit growth reported in the Standard and Poor's data should 
bear in mind that year-to-year GDP growth was still 3.1% in real 
terms and 4.8% in nominal terms. 

S&P vs. NIPA profits -- the divergence persists 

In the middle of 1994, a wide gap opened up between the growth rate of 
earnings per share as reported by Standard and Poor's (S&P) for the top 
500 corporations and corporate profits as reported in the national 
income and product accounts (NIPA), as shown in the table below. For 
the last two quarters of 1994 and the first quarter of 1995, operating 
earnings per share for the S&P 500 as estimated by our Portfolio 
Strategy Group rose an average of 19.3% from year-earlier levels. 
Meanwhile, after-tax profits adjusted to remove inventory profits and to 
correct for distortions from depreciation of capital equipment rose only 
5.3% -- 14 percentage points less. 

A Widening Divergence in Measures 
of Corporate Earnings Growth 

(percentage change from year earlier) 

S&P 500 
Operating 
Earnings 

NIPA 
Adjusted 

After-tax Differ-
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Per Share Earnings ence 

1993Ql +10.2% +3.9% +6.3 
1993Q2 +11.7 +13.0 -1.3 
1993Q3 +18.9 +35 . 6 -16.7 
1993Q4 +21.6 +20.6 +1.0 

1994Ql +12 . 8 +14. 6 -1.8 
1994Q2 +12.9 +14.4 -1.5 
1994Q3 +14.5 +7.4 +7.1 
1994Q4 +22.4 +0.7 +21 . 7 

1995Ql +21.0 +7.9 +13.1 
1995Q2E +19.0 -1.3 +20.3 

Source: Standard and Poor's, Conmerce Department, Our estimates. 

This divergence appears to persisted in the second quarter based on 
preliminary estimates. Our Portfolio Strategy Group estimates that the 
S&P 500 earnings per share growth will come in at about 19%. Meanwhile , 
advance figures for GDP growth and other components of the NIPA point to 
a 1.3% year- to-year decline in adjusted corporate earnings. 

There are at least six reasons why this discrepancy is so large : 

1. Ongoing benefits from restructuring. The S&P 500 includes 
the companies that have done the most to restructure their 
operations. Hence, their earnings reflect the benefits in 
productivity resulting from those actions to a greater extent 
than do the NIPA profits. Moreover, while the adjustments made 
to the S&P 500 data by our Portfol i o Strategy Group remove the 
ini tial charges taken at the time the restructuring is begun, 
they leave in subsequent charges. 

2. Greater exposure of the S&P 500 to export growth. Most of 
the profits earned abroad accrue to the largest companies in the 
S&P 500. Thus, they are benefiting more substantially than other 
companies from the double-digit growth in export that has 
occurred since early 1994. 

3. Currency translation. During the first half of the year, 
the U.S. dollar declined substantially -- about 10% on a trade­
weighted basis and more against the deutschemark and the yen . 
This boosted the dollar equivalent of profits denominated i n 
other currencies. Since most of those profits accrued to 
companies in the S&P 500, this should have helped widen the gap. 

4. Share buybacks. Many companies have launched share 
repurchase programs in response to the sharp increase in stock 
prices. These programs have helped boost the S&P 500 figures, 
which are stated on a per share basis. The NIPA figures are not 
expressed in billions of dollars. 

5. Poor retail earnings . In the current slowdown, retailers 
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suffered a disproportionate hit to the bottom line. This would 
help account for a large discrepancy in the second quarter 
because most of these companies are small and are therefore 
proportionately more important in the NIPA profit figures. 
Because most of these companies are on fiscal quarters ending in 
July, most have yet to report second-quarter results. While it 
is possible these results could pull down the 19% S&P 500 
estimate, it already factors in an expectation of significant 
earnings disappointments in this sector. Implicitly, the -1.3% 
estimate for the NIPA profits figure incorporates whatever impact 
poor retail earnings had on overall profit growth. 

Inventory profits. Over the past year, large price 
increases for materials and supplies have created short-term 
capital gains for goods held in inventory. for companies using 
accounting systems other than LIFO, these gains will boost the 
profits reported to shareholders, which form the basis for the 
S&P 500 earnings estimates. Commerce officials deduct an 
estimate of such profits from the adjusted NIPA earnings figures. 
In the first quarter of 1995, this adjustment had the effect of 
reducing after-tax profit gr~th 7.7 percentage points, from 
15.6% to 7.9%. The effect diminished in the second quarter to 
about 4 percentage points. 

Hany investors have puzzled about how an economy experiencing almost no 
growth in the second quarter could have such strong earnings as are now 
being reported by the S&P 500. In addition to the reasons set forth 
above, we would note that year-to-year growth was a still respectable 
3.1% in real terms and 4.8% in nominal terms. 

Important Disclosures (code definitions attached or available upon request) 
ECONOMY : No disclosures 
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GS&CO. CODES FOR IMPORTANT DISCLOSURES 

AD GS&Co. (and/or its affiliates) has a principal investment in the 
company; GS&Co. may be deemed an affiliate of the issuer but GS&Co. 
disclaims such status. 

CF GS&Co. or an affiliate has rendered significant corporate finance 
services to the company or affiliates thereof within the past 12 
months. 

CP An affiliate of GS&Co has acted as dealer in the corrmercial paper of 
the company and/or affiliates thereof within the past 12 months. 

DIR A partner and/or employee of GS&Co. is a director of the company. 
DP GS&Co. or an affiliate may deal as principal in any of the securities 

mentioned. 
LA GS&Co. or an affiliate may deal as principal in the listed ADRs of 

this company. 
LP An affiliate of Sumitomo Bank Ltd. is a limited partner of GS&Co. 
H GS&Co. or an affiliate has managed or comanaged a public offering of 

the company's securities-in the past several years. 
HR GS&Co. or an affiliate has managed or comanaged an offering of the 

company's securities in the past several years. 
SD GS&Co. and/or its affiliates has a principal investment in the 

company"s securities. 
GS&Co. and/or an affiliate makes an over-the-counter market in various 
securities of the companies it follows. The codes are defined as follows: 

ADRs 
BAS 
BS 
CD 
CPF 
CLA 
CLB 
cs 
CVS 
EC 
ED 
ES 

American Depository Receipts 
Bearer A Shares 
Bearer Shares 
Convertible Debentures 
Convertible Preferreds 
Class A Shares 
Class B Shares 
Corrmon Stock 
Convertible Voting Shares 
Euro Convertibles 
Equity Derivatives 
Equity Securities 

For RS 
G 
GDs 
New CLA 
New CLB 
NVS 
OS 
PC 
RBS 
RS 
w 
zc 

Foreign Registered Shares 
Genussschein 
Global Depository Recpts/Shrs 
New Class A Special Shares 
New Class B Shares 
Nonvoting Shares 
Ordinary Shares 
Participating Certificates 
Registered Bearer Shares 
Registered Shares 
Warrants 
Zero Coupon Convertibles 

CPF(RTRSY) News Corp. convertible preferred convertible into Reuters 
ordinary shares 

EC(RTRSY) United News Euro convertibles convertible into Reuters 
ordinary shares 

EC(ENT) Elf Aquitaine Euro convertibles convertible into Enterprise 
Corp. ordinary shares 

EC(HHH) D&K Euro convertibles convertible into Minnesota Mining & Hfrg 
corrmon stock 

GS&Co. or an affiliate may deal as principal in any of the securities 
mentioned. 

(C)l995 Goldman, Sachs & Co. All rights reserved. 
This material is for your private information, and we are not soliciting 
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any action based upon it. This report is not to be construed as an offer to 
sell or the solicitation of an offer to buy any security in any 
jurisdiction where such an offer or solicitation would be illegal. The 
material is based upon information that we consider reliable, but we do not 
represent that it is accurate or complete, and it should not be relied upon 
as such. Opinions eMpressed are our current opinions as of the date 
appearing on this material only. While we endeavor to update on a 
reasonable basis the information discussed in this material, there may be 
regulatory, compliance, or other reasons that prevent us from doing so. We 
and our affiliates, officers, directors, partners, and employees, including 
persons involved in the preparation or issuance of this material may, from 
time to time, have long or short positions in, and buy or sell, the 
securities, or derivatives (including options) thereof, of companies 
mentioned herein. 

This material has been issued by Goldman, Sachs, Co. and/or one of its 
affiliates and has been approved by Goldman Sachs International, a member 
of The Securities and Futures Authority, in connection with its 
distribution in the United Kingdom and by Goldman Sachs Canada in 
connection with its distribution in Canada. This material is distributed in 
Hong Kong by Goldman Sachs (Asia) _L.L.C.; and in Japan by Goldman Sachs 
(Japan) Ltd. This material is not for distribution in the United Kingdom 
to private customers, as that term is defined under the rules of The 
Securities and Futures Authority; and any investments, including any 
convertible bonds or derivatives, mentioned in this material will not be 
made available by us to any such private customer. Neither Goldman, Sachs & 
Co. nor its representative in Seoul, Korea, is licensed to engage in the 
securities business in the Republic of Korea. Goldman Sachs International 
and its non-U.S. affiliates may, to the eMtent permitted under applicable 
law, have acted upon or used this research, to the eMtent it relates to 
non-U.S. issuers, prior to or immediately following its publication • 
Foreign-currency-denominated securities are subject to fluctuations in 
eMchange rates that could have an adverse effect on the value or price of, 
or income derived from, the investment. In addition, investors in 
securities such as ADRs, the values of which are influenced by foreign 
currencies, effectively assume currency risk. 

Further information on any of the securities mentioned in this material may 
be obtained upon request, and for this purpose persons in Italy should 
contact Goldman Sachs S.I.H. S.p.A. in Hilan, or at its London branch 
office at 133 Fleet Street, and persons in Hong Kong should contact Goldman 
Sachs (Asia) L.L.C. at 3 Garden Road. Unless governing law permits 
otherwise, you must contact a Goldman Sachs entity in your home 
jurisdiction if you want to use our services in effecting a transaction in 
the securities mentioned in this material • 
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=============== Note 5:07pm 8/02/95 =============== 
Summary 

z Perceptions that the loosening of Japanese financial 
regulations will benefit the market for short-dated U.S. Treasury 
securities are misplaced for two reasons: The recycling of 
Japan's current account surplus into private hands should broaden 
the distribution of Japanese held dollar-based assets from the 
high concentration in short-term Treasuries now held by the Bank 
of Japan. Horeover, the new measures are unlikely to precipitate 
or facilitate an easing in U.S. monetary policy, as some market 
participants seem to expect. This move could mitigate the recent 
steepening of the U.S. Treasury curve, as demand for longer-dated 
Treasuries is less clearly affected. 

z The Treasury's latest quarterly refunding announcement was 
surprising in three respects. The size of the refunding was 
increased despite low borrowing needs, the existing 10-year issue 
was not reopened, and the Treasury has decided not to introduce 
new auction cycles in 1996. 

Japanese yen package should moderate U.S. yield curve steepening 

The loosening of regulations on Japanese financial institutions has been 
widely assumed to benefit demand for U.S. Treasury securities. Any 
expectations of a benefit for shorter-dated Treasuries are misplaced for 
two reasons, however: 

1. Japanese demand for dollar-denominated assets will broaden 
from the short-dated Treasuries now favored by the Bank of Japan 
into other types of securities. In the short run, the main 
impact of this package will be to diversify into private hands 
the central bank's large holdings of foreign-denominated assets 
that have accumulated as a result of Japan's persistently large 
current account surpluses. It is highly unlikely that private 
institutions will favor the short-dated (0-3 year) Treasury 
securities nearly as much as the Bank of Japan has. Thus, 
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Japanese demand for these securities should diminish, while their 
demand for other U.S. securities -- longer-term Treasuries, 
corporates, and stocks -- should increase • 

2. U.S. monetary policy should be unaffected by these 
regulatory changes. Harket participants have increased the 
probability they place on further easing by the Federal Reserve 
as a result of the positive impact that the regulatory change has 
already had, and is expected to have, on the yen/dollar exchange 
rate. It is clear, however, that moves in the dollar exchange 
rate, especially against a single currency, are not very 
important factors in Fed policy decisions. If the Federal 
Reserve eases again , it will be because the data on U.S. growth 
are sufficiently ambiguous to keep concerns about the downside 
risks alive. With the U.S. economy showing progressive signs of 
improvement in demand, and even some hints of revival in 
production, the probability of such a move has gone down. 

Surprises in the Treasury's quarterly refunding announcement 

Wednesday's announcement by the U.S. Treasury Department of its upcoming 
quarterly refunding contained three surprises: 

1. The size of the auction was increased. This increase, to 
$42.5 billion from $41.0 billion in the second quarter, was 
surprising in light of the Treasury's low borrowing needs for the 
quarter. The Treasury Department has estimated this need at $26 
billion; our own estimate is $30 billion. Neither figure 
justifies an increase in the quarterly refunding operation • 

2. The existing 10-year issue was not reopened. Evidently, 
Treasury officials decided that they could finance more cheaply 
with a new issue. This is highly debatable given the shortage of 
current 10-years in repo market. 

3. No new auction cycles will be introduced in fiscal 1996. We 
had anticipated new cycles in the new fiscal year to deal with 
the extra rollover need beginning in January 1996, as the old 
monthly 5-year notes begin to fall due. Instead, the sizes of 
existing auctions will be expanded to meet the need. Studies of 
possible new securities (e.g., floating-rate notes) will be 
continued. 

Important Disclosures (code definitions attached or available upon request) 
ECONOHY : No disclosures 
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GS&CO. CODES FOR IMPORTANT DISCLOSURES 

AD GS&Co. (and/or its affiliates) has a principal investment in the 
company; GS&Co. may be deemed an affiliate of the issuer but GS&Co. 
disclaims such status. 

CF GS&Co. or an affiliate has rendered significant corporate finance 
services to the company or affiliates thereof within the past 12 
months. 

CP An affiliate of GS&Co has acted as dealer in the conwnercial paper of 
the company and/or affiliates thereof within the past 12 months. 

DIR A partner and/or employee of GS&Co. is a director of the company. 
DP GS&Co. or an affiliate may deal as principal in any of the securities 

mentioned. 
LA GS&Co. or an affiliate may deal as principal in the listed ADRs of 

this company. 
LP An affiliate of Sumitomo Bank Ltd. is a limited partner of GS&Co. 
H GS&Co. or an affiliate has managed or comanaged a public offering of 

the company's securities- in the past several years. 
HR GS&Co. or an affiliate has managed or comanaged an offering of the 

company's securities in the past several years. 
SD GS&Co. and/or its affiliates has a principal investment in the 

company's securities. 
GS&Co. and/or an affiliate makes an over-the-counter market in various 
securities of the companies it follows. The codes are defined as follows: 

ADRs 
BAS 
BS 
CD 
CPF 
CLA 
CLB 
cs 
CVS 
EC 
ED 
ES 

American Depository Receipts 
Bearer A Shares 
Bearer Shares 
Convertible Debentures 
Convertible Preferreds 
Class A Shares 
Class B Shares 
Cormion Stock 
Convertible Voting Shares 
Euro Convertibles 
Equity Derivatives 
Equity Securities 

For RS 
G 
GDs 
New CLA 
New CLB 
NVS 
OS 
PC 
RBS 
RS 
w 
zc 

Foreign Registered Shares 
Genussschein 
Global Depository Recpts/Shrs 
New Class A Special Shares 
New Class B Shares 
Nonvoting Shares 
Ordinary Shares 
Participating Certificates 
Registered Bearer Shares 
Registered Shares 
Warrants 
Zero Coupon Convertibles 

CPF(RTRSY) News Corp. convertible preferred convertible into Reuters 
ordinary shares 

EC(RTRSY) United News Euro convertibles convertible into Reuters 
ordinary shares 

EC(ENT) Elf Aquitaine Euro convertibles convertible into Enterprise 
Corp. ordinary shares 

EC(HHH) D&K Euro convertibles convertible into Minnesota Mining & Hfrg 
common stock 

GS&Co. or an affiliate may deal as principal in any of the securities 
mentioned. 

(C)1995 Goldman, Sachs & Co. All rights reserved. 
This material is for your private information, and we are not soliciting 
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any action based upon it. This report is not to be construed as an offer to 
sell or the solicitation of an offer to buy any security in any 
jurisdiction where such an offer or solicitation would be illegal. The 
material is based upon information that we consider reliable, but we do not 
represent that it is accurate or complete, and it should not be relied upon 
as such. Opinions expressed are our current opinions as of the date 
appearing on this material only. While we endeavor to update on a 
reasonable basis the information discussed in this material, there may be 
regulatory, compliance, or other reasons that prevent us from doing so. We 
and our affiliates, officers, directors, partners, and employees, including 
persons involved in the preparation or issuance of this material may, from 
time to time, have long or short positions in, and buy or sell, the 
securities, or derivatives (including options) thereof, of companies 
mentioned herein. 

This material has been issued by Goldman, Sachs & Co. and/or one of its 
affiliates and has been approved by Goldman Sachs International, a member 
of The Securities and Futures Authority, in connection with its 
distribution in the United Kingdom and by Goldman Sachs Canada in 
connection with its distribution in Canada. This material is distributed in 
Hong Kong by Goldman Sachs (A9ia) . L.L.C.; and in Japan by Goldman Sachs 
(Japan) Ltd. This material is not for distribution in the United Kingdom 
to private customers, as that term is defined under the rules of The 
Securities and Futures Authority; and any investments, including any 
convertible bonds or derivatives, mentioned in this material will not be 
made available by us to any such private customer. Neither Goldman, Sachs & 
Co. nor its representative in Seoul, Korea, is licensed to engage in the 
securities business in the Republic of Korea. Goldman Sachs International 
and its non-U.S. affiliates may, to the extent permitted under applicable 
law, have acted upon or used this research, to the extent it relates to 
non-U.S. issuers, prior to or immediately following its publication. 
Foreign-currency-denominated securities are subject to fluctuations in 
exchange rates that could have an adverse effect on the value or price of, 
or income derived from, the investment. In addition, investors in 
securities such as ADRs, the values of which are influenced by foreign 
currencies, effectively assume currency risk . 

Further information on any of the securities mentioned in this material may 
be obtained upon request, and for this purpose persons in Italy should 
contact Goldman Sachs S.I.H. S.p.A. in Milan, or at its London branch 
office at 133 Fleet Street, and persons in Hong Kong should contact Goldman 
Sachs (Asia) L.L.C. at 3 Garden Road. Unless governing law permits 
otherwise, you must contact a Goldman Sachs entity in your home 
jurisdiction if you want to use our services in effecting a transaction in 
the securities mentioned in this material • 
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