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Date: September XXXXX
The purpose of this assignment

· Pointing to the most important trends or shifts of the flow of funds especially corporate equities and mutual fund equities

· Providing the readers with historical and quantitative evidences that will back up our conclusion

Economic environment analysis

This analysis provides with general information about overview of the financial market’s environment.

· Federal Reserve Board monetary policy
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· During 1995, FED cut Federal funds rate several times so that the US. economy can boost up. 

· From 1996 to 1997, the rate gad been stable while the stock market also had been growing up.

· In the middle of 1998, FED cut federal funds rate to deal with the influence from the weak economic situation in Asia, Russia, and Latin America.

· From the beginning 1999 to the middle of 2000, FED raised the rate to deal with the overheating stock market.

· From the beginning of 2001, FED again has been kept cutting the rate to boost weakening economy due to the burst of bubble of the New Economy.
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· The new economy
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· The new economy changed the consumer behavior. After 1995, personal consumption expenditure has been growing 10% every year. 

· The total housing starts in the U.S. also had been in the up-trend until the beginning of 2001. 

· Major crises

· Russian economic crisis – in 1997 the Russian stock market lost more than 40% of its value. Yields on Russian government debt jumped from 17% to more than 50% during November.
· Asian economic crisis - Funds specializing in Asia suffered devastating losses. Diversified Asian funds plunged 26.97%; those that exclude Japan were hurt even more--down 33.16%.
Topics to be discussed
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Figure.3 

· Why nonfinancial corporate business has been selling corporate equities?

· Why the buying back of corporate equities by nonfinancial corporate business reached its peak in 1998?

· Why the amount of purchasing foreign issues by U.S. residents varied in 1997 and 1998? 
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Figure.4

· Why households have kept selling? 
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Figure.5

· Why households have kept purchasing while selling corporate equities? 

Analysis

Correlation of Major Crisis with Flow of Funds in the U.S. Economy

We can see the Flow of Funds in the US economy correlate with foreign markets and major crises in that the influx and outflow of funds occurred between U.S. and the rest of the world; and the Net purchase and Net Issues of U.S. equity and foreign equity.

The Asian financial and economic crisis, beginning in Thailand in the spring of 1997, together with the following Russian rouble devaluation and debt default and the financial turmoil in Brazil and South America, had an impact on the global economy as well as U.S. market. As we can see from the charts of DJI, Nasdaq and SPX 500, there was a fallback in early 97, correlating to the time of the financial crisis.  

”Gross flows to developing countries during this period contracted by 26% compared with the same period in 1997. Flows to East Asian crisis countries in particular practically dried up while Latin America, Europe and Central Asia experienced smaller declines.” Since capital flows withdraw from East Asia and other regions except America, U.S. market benefit from this capital flows shift and the market remained strong in 98, “Because of the capital flight prompted by the collapse in investor confidence in emerging markets, global equity portfolio allocations continued to be skewed towards developed markets in North America and Western Europe despite the stretched valuations of these markets.” 1998 CAPITAL MARKET REVIEW , Business Week, as we can see from F.213 that the Net purchases of foreign issues by U.S. drop from 82.8Bn in 96 to 57.6Bn in 97(Line 3) while the Net purchases of U.S. issues by foreign residents jumped from 11.1Bn in 96 to 67.8Bn in 97(Line 14), which correlate exactly to the event.

Although the financial crisis and the volatility of the market dampened investors’ confidence, “sharply lower asset prices arising from the fire-sales forced upon many Asian businesses and the greatly depreciated currencies have proven to be a great attraction. The World Bank reports that limited preliminary data on FDI flows to developing countries suggest that for East Asia, the low prices and strong efforts to attract FDI flows may see flows increasing in 1998 relative to the year before, although the majority of these flows went to Korea and Japan. However, FDI flows to Latin America have remained relatively unchanged.” 1998 CAPITAL MARKET REVIEW , Business Week,  As we can see from F.213 Line 3, U.S. purchase of Rest of the World’s issues rose from 97’s 57.6Bn to 98’s 101.2Bn, there was again capital flow to Asia and other place due to their comparatively low asset price under devaluation. This is also correlated to the three Federal Reserve interest cut in 1998, due to the lower interest rate and higher value of dollar, the capital in America set out to seek better investment opportunities oversea. 

Correlation of Federal Reserve Monetary Policy with Flow of Funds in the U.S. Economy

As a monitoring institution, Federal Reserve has great influence on the monetary policy and the market performance. And when world financial markets were in danger of melting down in the autumn of 1998(we can see from the above chart that there was an obvious fallback on DJI, Nasdaq and SPX around September 1998), Greenspan rode to the rescue with three rapid-fire rate cuts, which successfully revived the equity market. In F.213, the Net Issues reached –173.0Bn(Net Issues of Nonfinancial corporate business reached –267.0Bn), the highest negative number during the five year period, which indicates there were a lot of stocks buying back  going on in the market, that is basically because a lot of Merger & Acquisition happened at that time and the corporations bought back their stocks. 
However, the three interests raise in 2000(including a 50 basis points raise in March 16, 2000) had a negative effect on the market. Net Issue of Corporate Equities turn to 22.7Bn(F.213, Line1) in first Quarter 2001, indicating the equity market kind of slowed down and the corporations didn’t buy back their stock as they did in the past few years. Accordingly, the Net Issues of Mutual Fund shares fell to the five-year low at 104.7Bn, also reflecting the effect from Federal Reserve’s interesting-raising action. The time of Federal Reserve’s March interest cut also coincide with the Stock Market crash beginning on March 2000(almost all the charts showed a down turn).  

Correlation of Consumer Investing Pattern with Flow of Funds in the US economy


Mutual-funds performed well in 1995 although most of them did not outperform the S&P 500 Index.  “Mutual-fund investors have plenty of reasons to be merry as 1995 draws to a close. The average equity fund turned in a total return of 24.2% for the year, compared with -5.3% a year ago. And bond funds were no slouches, with taxable funds gaining 14% and tax-free funds rising more than 15%.” (BusinessWeek 1995).  The household sector began to sell equities and invested their money in mutual funds.  The money put into mutual funds increased by 129.5 billions in 1996.  Besides, the technology funds’ outstanding performance induced more people to invest in mutual funds.  “The mutual-fund investors with the most to celebrate are those in technology funds, the year's top performers. The average total return of tech funds is 44.6%, including reinvestment of dividends and capital gains”(BusinessWeek 1995).  Consumers abandoned investing by themselves but bought mutual funds to manage their investment.

In 1999, the household sector continued to sell equities but the money put into mutual funds experienced a big drop.  We think there are two reasons to explain this.  One is that in 1998 FED cut interest rate for three time, investors still wait to if these will boost the US economy.  The other reason is that investors wanted to hedge their investments when the outlook of the economy was not clear.  So the funds flowed to “ rest of world “ sector.  “ The World Bank reports that limited preliminary data on FDI flows to developing countries suggest that for East Asia, the low prices and strong efforts to attract FDI flows may see flows increasing in 1998 relative to the year before, although the majority of these flows went to Korea and Japan.”(Capital Market Review 1998). We can conclude that consumers are more aware of risk than before so they invest their money in mutual funds to diversify risks.
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