T l/ \

January 2012 (December 9, 2011-January 13, 2012)

In This Issue:

Banking and Financial Institutions
= The Health of Federally-Insured Credit Unions

Households and Consumers
= Household Financial Position

Inflation and Price Statistics
= Short- and Long-term Inflation Expectations

Monetary Policy
= Central Bank Liquidity Swaps

Regional Economics
= Domestic Migration and its Impact on Ohio

Labor Markets, Unemployment, and Wages
= Some Improvement in the Labor Market

Growth and Production
= Consumption Taking Longer to Respond to
Downturns in GDP

FEDERAL RESERVE BANK
of CLEVELAND



Banking and Financial Markets

The Health of Federally-Insured Credit Unions

Credit Union Industry Structure
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12.20.2011
by Matthew Koepke and James Thomson

Credit unions are cooperatively owned deposi-

tory institutions that provide financial services to
their members. They serve as a viable alternative to
commercial banks and savings associations for basic
depository institution services such as consumer
loans, checking accounts, and savings accounts.
Like banks and savings associations, the credit
union industry has followed a path of consolida-
tion.

From 2004 to June 2011, the number of federally-
insured credit unions has fallen from 9,014 institu-
tions to 7,239 institutions. However, over the same
time period, total credit union assets rose nearly

46 percent from $647.0 billion to $942.5 billion.
Moreover, the number of credit union members has
steadily increased, growing 8.9 percent from 83.6
million members at the end of 2004 to 91.0 mil-
lion members at the end of June 2011.

Fueled by positive loan growth, credit union assets
grew through the end of 2009, before turning nega-
tive in 2010 and 2011. From 2004 to 2009, loans
issued by federally-insured credit unions grew 38.1
percent from $ 414.3 billion to $572.4 billion.
However, like at banks and savings institutions,
from 2010 to midyear 2011, loans at federally-
insured credit unions fell 1.5 percent to $564.0
billion.

It is interesting to note that from 2004 to 2007,
loans as a share of assets grew moderately, increas-
ing from 64.0 percent to 70.0 and started to
decline in 2008, falling 10 percentage points to
59.8 percent of assets by midyear 2011. Based on
the decline in the amount of loans on credit unions’
balance sheets as well as the reduction of the loans’
total share of credit union assets, it appears that,
like commercial banks and savings institutions,
credit unions have not been immune to the ongo-

ing deleveraging by households.

Federally-insured credit union shares have risen
steadily since 2004. Shares, which are the equiva-
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lent of deposits in banks and savings associations,
are the primary source of funds for credit unions,
accounting for roughly 85 percent of total sources
of funds. Like the growth in loans, the annual
growth of credit union shares has fluctuated over
the past 7.5 years, varying between 3.9 percent and
10.5 percent. Overall, shares grew at a robust 4.8
percent annual growth rate over this time period.
From 2004 to June 2011, credit unions have con-
tinued to accumulate capital, with the exception of
2009 when capital fell 1.2 percent. Overall, credit
union capital has increased from $70.6 billion the
end of 2004 to $95.7 billion at the end of June

2011, an improvement of more than 35 percent.

Not surprisingly, since retained earnings are the
only source of capital for credit unions, the pace of
capital accumulation mirrors the general downward
trend in the return on average assets (ROA) and the
return on average equity (ROE) since 2004. The
return on average assets fell from 0.92 percent in
2004 to 0.17 percent in 2009. In 2010, the return
on average assets rebounded to 0.51 percent and
continued to improve to an annualized rate of 0.71
percent for the first half of 2011. Not surprisingly,
over the same time period, the return on equity fol-
lowed a similar pattern. The decline in profitability
for credit unions during the 2007-2009 recession is
due in part to steadily increasing operating expenses

per dollar of assets and the relatively high costs of
funds.

Overall, the health of the credit union industry
appears to be good. Capital as a percent of assets
stands at 10.1 percent at midyear 2011. On the
other hand, asset quality, while improving, contin-
ues to be a concern. Delinquent loans as a share
of total loans has improved, falling from a peak of
1.84 percent in 2009 to 1.58 percent at midyear
2011—well above the pre-financial-crisis loan-de-
linquency rate of 0.68 percent at the end of 2006.



Households and Consumers

Household Financial Position

12.19.2011
Household Wealth and Consumption by O. Emre Ergungor and Patricia Waiwood
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Nonrevolving consumer credit, which consists of
the secured and unsecured credit for student loans,
auto financing, durable goods, and other purposes,
is actually 4.4 percent above year-ago levels.

Part of the decline in outstanding debt is attribut-
able to people defaulting on their obligations and
reducing their debt in bankruptcy. Nonbusiness
bankruptcy filings spiked dramatically in October
2005—before the federal government enacted the
Bankruptcy Abuse Prevention and Consumer Pro-
tection Act, a sweeping reform of the U.S. bank-
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ruptcy code designed to make it more difficult for
debtors to file for Chapter 7 bankruptcy. Following
an initial postreform decline, bankruptcy filings
started to increase, and as of June 2011, the num-
ber of bankruptcies had reached 118,000.

Certain delinquency rates are not likely to return to
their pre-crisis levels soon. As of the third quarter
of 2011, delinquency rates for residential real-estate
and commercial real-estate loans remain extremely
elevated (10.2 and 6.7 percent respectively). On the
other hand, credit card and commercial and indus-
trial (C&I) loan delinquencies are at or below their
respective pre-crisis levels. In the third quarter of
2011, these rates sat at 3.5 and 1.8 percent, respec-
tively.

Indexes of consumer sentiment and confidence
have gained traction since early 2009, likely due

in part to recent small payroll gains, stabilizing
(though still depressed) home sales, and stock mar-
ket performance this past year. Be that as it may,
the indexes still have a ways to go before returning
to pre-recession levels.
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Inflation and Price Statistics

Short- and Long-term Inflation Expectations
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01.03.2012
by Mehmet Pasaogullari and Patricia Waiwood

Annual inflation as measured by the Consumer
price index (CPI) has declined in each month since
September, following decreases in food and energy
prices. As of November, the annual inflation rate

is 3.4 percent. Despite this reassuring signal in the
wake of the first half of the year, when the CPI was
increasing, some households and market partici-
pants are still worried about an impending infla-
tionary period. Those who are concerned point to
the upward trend in underlying inflation measures,
such as the core CPI (CPI excluding food and
energy prices). For example, the annual core CPI
inflation rate increased from 1.0 percent to 2.0 per-
cent from January to August and then continued to
climb, reaching 2.2 percent in December.

Here we review various measures of inflation expec-
tations, because expectations about future inflation
are both an important predictor and a factor in fu-
ture inflation. We look at results from two surveys:
the University of Michigan’s Survey of Consumer
Attitudes and Behavior (UM) and the Philadel-
phia Fed’s Survey of Professional Forecasters (SPF).
First, we look at near- and longer-term measures

of inflation expectations from both surveys, focus-
ing on the median responses. Then, we turn again
to the SPF, looking this time at the likelihood that
participants assign (on average) to various ranges of
inflation rates for this year and 2012.

In general, near- and long-term inflation expecta-
tions appear contained. Both UM and SPF near-
term headline CPI expectations started to decline
in the second quarter of 2011 and continued to
decline through the end of this year. During the
second half of 2011, SPF long-term expectations
have increased slightly and are now more in line
with their historical levels. SPF respondents expect
to see core CPI inflation between 1.5 percent and
2.0 percent in 2012.

Inflation expectations from consumer surveys, like
the UM 1-year expectations series, are sensitive



Survey One-Year Inflation Expectations

Percent
6.0 r

50 r
UM

4.0 r
3.0

20 r
SPF Core CPI

1.0 ¢ SPF CPI

00 1 1 L L L L
1/07 10/07  7/08 4/09 110 10/10  7/11

Sources: Survey of Professional Forecasters; University of Michigan.

2011:Q4 Core CPI Probabilities

Percent

60
=2011:Q1
2011:Q2
m2011:Q3
12011:Q4

50

40

30
20
10 L I

Lower 1.0-1.4 1.5-19 2.0-24 2529 Higher
than 1.0 than 3.0

Ranges for core CPI (percentage point)

Source: Federal Reserve Bank of Philadelphia.

Federal Reserve Bank of Cleveland, Economic Trends | January 2012

to energy prices. Starting in April of 2011, both

gas prices and the UM 1-year measure of inflation
expectations started to decline. They continued to
decline through December, when the expectations
measure bottomed out at 3.1 percent. While still
slightly higher than its average since 2000 (3.0 per-
cent), the UM 1-year expectation currently sits 0.3
percentage points lower than it did at the beginning
of this year and 1.5 percentage points lower than its

peak in April.

According to the SPF measures, short-term infla-
tion expectations decreased from the third to the
fourth quarters of 2011. Over this period, expec-
tations for 1-year CPI inflation ticked down just
slightly to 1.97 percent from 2.0 percent, while
expectations for 1-year core CPI inflation stayed
at 1.8 percent. Currently, these two measures of
expected short-term inflation are more in line with
each other than they were during previous quarters,
when they followed roughly the same path but

did so at different levels (the CPI stood about 0.3
percentage points above core CPI from 2011:Q1-
2011:Q3).

The reason for this dispersion between SPF expecta-
tions for the CPI and the core CPI—and also for
the second-quarter peak of the UM measure—was
some forecasters’ reaction to rising energy prices
during the spring. As energy prices rose, short-term
expectations for the CPI adjusted to a higher level.
Expectations for the core CPI did not adjust in a
like manner because the core CPI excludes energy
prices. This also explains why expectations for the
core CPI did not fall with energy prices through the
second half of the year, like those for the CPI did.

In 2007, the SPF began to ask respondents to as-
sign probabilities to the ranges of annual core CPI
inflation rates they predict for the current and the
following year. These probabilities are assigned

anew each quarter.

We turn first to these predictions for 2011. As

of November 2011, survey respondents thought
strongly that core CPI inflation would most likely
be in the 2.0-2.4 percent range at the end of this
year, as they assigned a 52.3 percent probability to
this outcome. This is the highest probability as-
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signed to this range over the past four quarters. In
the second and third quarters of 2011, the average
survey response expected lower inflation—Dbe-
tween 1.5 and 1.9 percent—assigning to this range
probabilities of 34.2 percent and 38.2 percent,
respectively. In the first quarter, the average survey
response expected the lowest range of core CPI

inflation rates, with a probability of 18.5 percent.

As for current expectations of inflation for 2012,
inflation between 1.5 percent and 1.9 percent is
seen as the most likely outcome for core CPI infla-
tion, with a probability of 31 percent.

The UM expectation for long-term (5- to 10-year)
inflation declined to 2.7 percent in October and
held that level through December. The drop to 2.7
percent was a slight one from 2.9 percent, which
was the level the measure had held firmly since
July. In June, the UM expectation rose slightly to 3
percent from 2.9 percent in April. The UM expec-
tation hit its 2011 peak, 3.2 percent, in March.

Meanwhile, SPF expectations for longer-term infla-
tion have risen slightly. Since the August survey,

the 5-year measure has risen to 2.4 percent from
2.3 percent. During the same period, the 10-year
inflation expectation also increased—again, by 0.1
percentage points—to 2.5 percent. These increases
since the August survey are bringing these two mea-
sures closer to their historical levels.



Monetary Policy
Central Bank Liquidity Swaps

Dollar Liquidity Swaps, by Counterparty
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12.19.2012
by Todd Clark and John Lindner

Two weeks ago, the Federal Reserve took action to
expand the capabilities of its liquidity swap lines
with other central banks. The Fed lowered the

rate that it charges central banks on existing dollar
liquidity swap lines, and it extended the authoriza-
tion of those lines to February 1, 2013. In addition,
the Fed reinstated reciprocal swap lines with other
central banks, so that operations can be conducted
using foreign currencies.

These central bank swap lines were originally put
in place at the beginning of the financial crisis in
2007, and since then they have been used periodi-
cally. A look back at how they were used during the
crisis can help to explain why these recent actions
were taken.

For foreign banks, liquidity problems started in
2007 because of the proliferation of dollar-denom-
inated assets in the global banking system. A large
chunk of securities, such as the now-infamous
mortgage-backed securities (MBS), ended up in the
hands of foreign banks, and those banks had fund-
ed those assets in short-term, wholesale markets.
More simply, the banks were borrowing dollars for
periods of less than 3 months to buy these long-
term securities. That strategy works when markets
are liquid, but by the middle of 2007, that was no
longer the case.

With the financial crisis sharply reducing liquid-
ity in financial markets, foreign central banks used
the swap lines to borrow large amounts of dollar
liquidity in 2008 and 2009. By far, the biggest user
was the European Central Bank, whose outstanding
amounts peaked in late 2008 at over $300 billion.
The Bank of England and the Bank of Japan also
were heavy users, topping out at $95 billion and
$125 billion, respectively. There were seven other
central banks that all conducted operations as well,
but they made up a minority of the outstanding
balances at any one point in time.
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At the very height of the crisis, the swaps were
being drawn at shorter tenors. One-day draws
peaked in October 2008, spiking up to over $150
billion, and tenors within one week topped $150
billion in early November 2008. The same was true
with swap operations that lasted for one month,

as they quickly hit their highest point in the last
three months of 2008. However, by the first part of
2009, swaps of longer tenors easily started domi-
nating the composition of the outstanding opera-
tions. Swaps with tenors of 60 or more days grew to

over $360 billion.

Collectively, these programs helped to improve
liquidity in the interbank lending market. One way
to measure how effective the dollar lending was at
easing conditions is to look at the 1-month and
3-month Libor-OIS spreads. The Libor is the Lon-
don interbank offer rate, a floating rate that fluctu-
ates depending on how risky the borrowers appear
to the lenders. The overnight indexed swap (OIS)
rate is a more stable rate, and it simply measures
the cost of swapping a fixed interest rate for a float-
ing interest rate.

Noticeably, the spreads on the 1-month and
3-month measures widened substantially during the
fall of 2007, meaning lenders saw foreign banks as
more risky than they had in the past. The spreads
spiked from 10 basis points (bp) to 50 bp in a mat-
ter of days, putting strains on the balance sheets of
foreign banks. Following the collapse of Lehman
Brothers in September 2008, both 1-month and
3-month spreads increased from their already el-
evated levels to crisis peaks.

The interesting observation is that when swap
operations began to be used heavily, the spreads

fell below their previously elevated levels. Just two
months after the surge in shorter-term swaps, the
Libor-OIS spreads fell from their peaks to levels
much closer to normal. For example, instead of fall-
ing to the elevated 50 bp threshold, the 1-month
spread tumbled all the way to 30 bp and continued
to soften in early 2009. Similarly, the longer-term
Libor-OIS spread receded to more normal levels as

large amounts of long-term swaps were drawn.

Even though these swaps had expired in February
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2010, they were quickly reauthorized in May 2010
after the beginning of the Greek debrt crisis. Evi-
dence of the strains caused by this crisis can be seen
in the Libor-OIS spreads, which rose to 15 bp and
33 bp in the 1- and 3-month periods, respectively.
Helped in part by the swap lines, as liquidity in the
interbank funding market improved, the spreads

calmed during the summer of 2010.

More recently, with other European countries’
finances under pressure, liquidity in the interbank
market has again deteriorated. The 1-month spread
recently hit 19 bp, and the 3-month spread is now
nearing 50 bp. In response to these conditions, the
Fed and other central banks took action to make
more liquidity available.

Specifically, the Fed lowered the cost of dollar
liquidity to the other central banks. Instead of
charging 100 bp over the OIS rate, the Fed is now
requiring a spread of 50 bp over OIS. By lowering
this rate, the Fed has effectively put a ceiling on

the cost of dollar liquidity. Terms for operations
conducted using foreign currencies have not yet
been determined, but those will be decided upon if
U.S. banks start experiencing greater strains in their
foreign currency funding.

Already European banks have taken advantage of
the extension of dollar liquidity. Last week, the Eu-
ropean Central Bank reported that over $50 billion
of 84-day swaps were drawn by banks in the euro
zone. Although these quantities are very small com-
pared to crisis-level amounts, the swap line actions
taken by the Fed and other central banks should
help support market liquidity.
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Regional Economics

Domestic Migration and its Impact on Ohio
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12.21.2011
by Guhan Venkatu and Kyle Fee

Americans tend to be more mobile than others

in the industrialized world. According to a recent
study*, the fraction of Americans who moved in
2005—roughly 12 percent—was about twice as
high as the fraction that moved in most European
countries outside of Northern Europe during the
same time. While Americans’ annual mobility rates
remain high by international standards, they appear
to have trended down since at least 1980, though
the reasons for this remain unclear.

What has changed less over this period is where
Americans are going. About 2.5 percent of Ameri-
cans move from one state to another in a given year,
and for several decades, these flows have tended to
transfer population from the Midwest and North-
east toward the South and West. More recent data,
from 2005 to 2009, suggest that this general move-
ment of population is continuing to take place.

What accounts for this ongoing trend? Some ex-
planations emphasize economic factors, such as less
onerous land and labor regulations in the South,
likely to be favored by businesses. Other explana-
tions emphasize more desirable weather, as well as
proximity to natural amenities, like mountains or
oceans, likely to be favored by households. Which
of these explanations turns out to be closer to the
truth has important implications for states that
have seen net outmigration on average over the last
few decades. The former explanation suggests that
different policy choices can reverse the observed
trend.

Ohio, like many Midwestern states, saw a net
outmigration over the period from 2005 to 2009,
taking in about 35,000 fewer individuals from
other states than it transferred to them. It received
individuals on net from the District of Columbia
and 16 states which were largely concentrated in
the northeast and upper Midwest, and it made net

transfers to 33 states which were generally in the
South and West.
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Ohio gained the most net migrants from Michi-
gan (+3,043), New York (+1,821), and Illinois
(+1,797); and lost the most net migrants to Florida
(-7,954), North Carolina (-6,417), and Texas
(-5,635).

Net migration flows from Ohio to other states
tended to be consistent with broader, national net
migration flows.

Among these first three states, net inflows from Il-
linois and Michigan were weighted heavily toward
those under 35. For New York, net inflows for indi-
viduals under 35 outpaced those of older individu-
als by about two-to-one. There were meaningful
net inflows of individuals with advanced degrees,
but these were outpaced by inflows of individuals
without a college degree by at least three-to-one.

Migration Flows to and from Ohio by Age for Selected States
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25-34 4497 2841 1656 2,092 1,488 604 2303 1,829 474 3747 4,388 -641 1851 3118 -1,267 1,658 -1,333 2,991
35-44 1569 1,753 -184 953 774 179 864 780 84 2050 3,165 -1,115 918 1,499 -581 1,279 1497 -218
45-54 1,304 1,047 257 684 472 212 528 552 -24 2,057 2484  -427 305 718 -413 759 1553  -794
55-64 812 597 215 431 343 88 328 397 -69 1,001 3012 -2,011 259 630 =371 436 1,017 -581
>65 450 698  -248 414 242 172 199 75 124 2,140 3,635 -1,495 461 799 -338 273 562 -289
All 17,020 13,977 3,043 8497 6676 1821 8985 7,188 1,797 16,604 24,558 -7,954 6,397 12,814 -6,417 7,483 13,118 -5635
Note: Individuals 25 and over only.
Source: American Community Survey, 2005-2009.
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Migration Flows to and from Ohio by Age for Selected States

2011 2011 2011 2011 2013 2016
Education ~In Out  Net In Out  Net N Out Net In Out Net In Out Net In Out Net
High school 3476 2546 930 1620 1234 386 1,505 879 626 6,077 8188 -2,111 1,649 2046 -397 1,889 2,698 -809
diploma or
less
Some college 1,927 1508 419 1,050 509 541 613 472 141 2,311 3332 -1,021 89 1,682 -787 948 1211 263
College 1,586 1,536 50 1,035 981 54 1,189 1565 -376 1,729 3197 -1,468 793 1836 -1,043 783 2204 -1421
degree
More than 1,643 1,346 297 869 595 274 915 77 198 878 1967 -1,089 457 1200 -743 785 1507 -722
college degree
All 8,632 6,936 1,696 4574 3319 1255 4222 3,633 589 10,995 16,684 -5689 3,794 6,764 -2,970 4405 7,620 -3,215

Note: Individuals 25 and over only.
Source: American Community Survey, 2005-2009.
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Among the states to which Ohio lost migrants on
net, there were losses across all age and educational
attainment categories. In North Carolina and
Texas, these losses were weighted toward younger
individuals (those under 34) by at least two-to-
one. For Florida, this ratio was almost two-to-one
in favor of older individuals. As far as educational
attainment, net outflows to Texas and North
Carolina were weighted toward those with at least
a college degree; however, for Florida, net outflows
were weighted modestly toward those without a
college degree.

*nternal Migration in the United States,” by Raven Molloy, Chris-
topher L. Smith, and Abigail Wozniak. 2011. Journal of Economic
Perspectives, vol. 25, no. 3.
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Labor Markets, Unemployment, and Wages

Some Improvement in the Labor Market

Payroll Employment
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01.09.2012
by Timothy Dunne and Kyle Fee

The labor market closed out 2011 on a solid note,
with employment gains in the month of December
at 200,000 and the unemployment rate declining
to 8.5 percent. Average weekly hours expanded by
0.1 percent and average hourly wages rose by 0.2
percent. The gains in employment were widespread
across sectors, with the exception of government
and temporary help services, which saw modest
declines. After being flat for the first two months of
the fourth quarter, the goods sector showed some
life, with employment expanding in mining, manu-
facturing, and construction by 48,000.

According to jobs data from the household sur-
vey, the unemployment rate fell by 0.2 percent to
8.5 percent in December. The Bureau of Labor of
Statistics made some changes to its seasonal adjust-
ments, which smoothed out the sharp decline in
the reported unemployment rate last month. Using
the updated figures, the number of unemployed
individuals fell by 226,000 in December and the
number of employed individuals rose by 176,000.
The labor force participation rate and the employ-
ment-to-population ratio remained unchanged,
hovering near decadal lows.

Opverall, the improvement in December rounded
out a solid, though not spectacular, labor market
performance for the last quarter of 2011. Employ-
ment gains averaged 137,000 in the fourth quarter,
and the unemployment rate dipped 0.5 percentage
points. For the year, the U.S. economy gained back
1.64 million jobs, or 137,000 jobs per month, and
the unemployment rate declined 0.9 percentage
points, averaging 9.0 percent over the year.

Still, compared to peak payroll employment prior
to last recession, employment remains down by 4.4
percent (6.1 million jobs) and well off the typical
recovery path. And while there has been talk of a
recovery in the manufacturing and construction
sectors, employment gains in these industries over
the year have been modest. In total, the goods sec-
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Other Labor Market Measures
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Payroll Employment Changes

Difference since Difference since
December 2012 (millions)  December 2007 (millions)

Goods-producing 0.36 -3.81
Service-providing 1.56 -1.87
Public -0.28 -0.41
Total +1.64 6.10

Note: Individuals 25 and over only.
Source: American Community Survey, 2005-2009.
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tor gained 362,000 jobs during 2011. To put this
figure in perspective, it represents a net employ-
ment loss of 3.8 million jobs relative to the sector’s
peak, or 17 percent of its pre-recession employ-
ment.

Compared to expectations at the start of the year,
the unemployment rate came in well below fore-
casts. On the other hand, forecasters were a bit
overoptimistic with regard to payroll employment
growth. The average forecast at the end of 2010
for monthly payroll employment growth in 2011,
according to Blue Chip Economic Indicators, a
summary of 50 leading forecasters’ projections, was
161,000, somewhat above the current estimate of
137,000 (subject to revision). The forecast for the
average unemployment rate in 2011 was 9.4 per-
cent, when in fact it was 9.0 percent.

The fact that the unemployment rate declined more
steeply than was forecasted, especially in the face of
only modest payroll employment growth, likely re-
flects the fact that analysts expected the labor force
to expand more briskly in 2011 than it did. In fact,
the civilian labor force grew by only 275,000 indi-
viduals on year-over-year basis—a relatively meager
addition. This weak labor force growth is reflected,
in part, in the downward drift in the labor force
participation rate that occurred in 2011. The
implication is that because there was no significant
expansion in the labor force, employment growth
did not have to be very robust in order to bring the
unemployment rate down. Thus, forecasters could
both overpredict employment growth and, at the
same time, underpredict the fall in the unemploy-
ment rate.
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Growth and Production

Consumption Taking Longer to Respond to Downturns in GDP

Consumption during Recent Recessions

Percentage deviation from peak year
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01.13.2012
by Daniel Carroll

Consumption makes up roughly 70 percent of
GDP as measured by the National Income and
Product Accounts. The consumption category as

a whole tends to follow overall GDP fairly closely
over the business cycle, but the three main subcate-
gories of consumption—durable goods, nondurable
goods, and services—differ considerably in their
relationship to GDP over the cycle. For instance,
durable goods consumption is by far the most
volatile, while services consumption is very smooth.
A closer look at the behavior of these three subcat-
egories over the past four recessions suggests that
some changes in the behavior of the subcategories

is affecting consumption overall. Specifically, it sug-
gests that aggregate consumption is taking longer to
respond to declines in GDP, and that this is likely
due to the large and rising share of the services
category in overall consumption.

The behavior of aggregate consumption in response
to the downturn in 1981 was an immediate, sharp
decline of 1 percent followed by a gradual rise over
the next year. In the final quarter of the recession,
consumption was already about 2.4 percent above
its pre-downturn level. The 1990 recession had a
similar response although the initial decline in con-
sumption was more subdued and it took an addi-
tional quarter for consumption to reach its trough.
In addition, consumption had not yet returned to
its previous high by the official end of the recession,
and it took another three quarters to reach its previ-
ous peak. Consumption during the 2001 recession
had a curious pattern in that it continued to grow
(albeit at a much reduced rate) throughout. During
the Great Recession beginning in 2007, consump-
tion behaved more like it did in the 2001 recession
than in the previous ones. It rose for two periods

as GDP declined, only falling below its 2007 peak
after three quarters. During the remainder of the
recession, however, it declined precipitously.

The cause for the delayed response of consumption
can be identified by examining the three principal
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subcategories of consumption. Turning first to
durable goods, this consumption series has fallen
immediately in each of the four recessions studied.
The volatility of the category is also apparent. For
instance, at the end of the last recession durable
goods was almost 18 percent below its peak level,
while aggregate consumption was down only about
5 percent.

Durable goods consumption also takes a while to
recover. Only in the 2001 recession did it rise above
its prerecession level before the end of the down-
turn. In response to a fall in income, consumers are
quick to hold off on large expenditures like auto-
mobiles, TVs, and furniture, and they put off those
purchases until there are strong signals that the
economy is beginning to recover. Overall however,
the behavior of durable goods does not stand out as
the reason for a more lagged response of aggregate
consumption to recessions.

Nondurable goods consumption, which includes
commodities like food, clothing, and gasoline, does
display lagged behavior, typically taking a quarter
or two to decline below its peak level. Beginning
with the 1990 recession, each recession took an ad-
ditional quarter for nondurable goods consumption
to fall below its peak.

Nevertheless, it is not likely the chief cause of the
growing lag in aggregate consumption. This is be-
cause nondurable goods makes up a minority share
of total consumption, and this fraction has been
shrinking over time, falling from 32 percent to 23
percent over the sample.

In contrast to the other two categories, services
make up a large and growing share of total con-
sumption, at 55 percent in 1981 and 66 percent in
2011. Taking these shares as weights, a 1 percent
change in services is equivalent to more than a 6
percent change in durable goods. It stands to reason
that the behavior of services consumption is playing
a major role in determining the course of aggregate

consumption.

Examining the paths of services over each of the
four recessions, it becomes immediately appar-
ent that this component of consumption is much
less responsive to downturns in income. With the
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