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Part 1

Monetary Policy and
the U.S. Economy in 1997



Overview: Monetary Policy and the
Economy in 1997

The U.S. economy turned in another The circumstances that prevailed
excellent performance in 1997. Growththrough most of 1997 required that the
was strong, the unemployment ratd-ederal Reserve remain especially atten-
declined to its lowest level in nearly ative to the risk of a pickup in inflation.
quarter-century, and inflation slowedLabor markets were already tight when
further. Impressive gains were alsahe year began, and nominal wages had
made in other important respects: Thetarted to rise faster than previously.
federal budget moved toward balancéersistent strength in demand over the
much more quickly than almost anyoneyear led to economic growth in excess
had anticipated; capital investment, af the expansion of the economy’s
critical ingredient for long-run growth, potential, intensifying the pressures on
rose sharply further; and labor produciabor supplies. In earlier business expan-
tivity, the ultimate key to rising living sions, such developments had usually
standards, displayed notable vigor. produced an adverse turn in the inflation
Among the influences that broughttrend that, more often than not, was
about this favorable performance wereaccompanied by a worsening of eco-
the sound fiscal and monetary policiesiomic performance on a variety of
that have been pursued in recent yearfronts, culminating in recession.
Budgetary restraint at the federal level Robust growth of spending early in
has raised national saving, easing ththe year heightened concerns among
competition for funds in capital marketsmembers of the Federal Open Market
and thereby encouraging greater privat€ommittee (FOMC) that growing
investment. Monetary policy, for its strains on productive resources might
part, has sought to foster an environtouch off a faster rate of cost and price
ment of subdued inflation and sustainfise that could eventually undermine
able growth. The experience of recenthe expansion. Financial market partici-
years has provided additional evidenc@ants seemed to share these concerns:
that the less households and businessiasermediate- and long-term interest
need to cope with a rising price level, orrates began moving up in December
worry about the sharp fluctuations in1996, effectively anticipating Federal
employment and production that usuallyReserve action. When the FOMC firmed
accompany inflationary instability, thepolicy slightly at its March 1997 meet-
more long-term investment, innovation,ing by raising the intended federal funds
and enterprise are enhanced. rate from 54 percent to %z percent, the
market response was small.
_ The economy slowed a bit during the
Note. The discussion here and in the nextsecond and third quarters, and inflation

chapter is adapted froMonetary Policy Report to .
the Congress pursuant to the Full EmploymenrrIOderated further. In addition, the

and Balanced Growth Act of 19780ard of Gov- pmgresslbeing made by the federal gov-
ernors, February 1998). ernment in reducing the size of the defi-
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cit was becoming more apparent. As additional restraint against the possible
consequence, by the end of Septembezmergence of greater inflation pressures.
longer-term interest rates félk percent- In the latter part of the year, develop-
age point from their peaks in mid-April, ments in other parts of the world began
leaving them abou¥s percentage point to alter the perceived risks attending the
below their levels at the end of 1996.U.S. economic outlook. Foreign econo-
The decline in interest rates, togethemies generally had seemed to be on a
with continued reports of brisk growth strengthening growth path at midyear.
in corporate profits, sparked steeBut over the remainder of the summer
increases in equity prices between Apriind during the autumn, severe financial
and September. strains surfaced in a number of econo-
Even with a more moderate pace ofmies in Asia, weakening somewhat the
growth, labor markets continued tooutlook for growth abroad and thus the
tighten, generating concern amongrospects for U.S. exports. The prob-
FOMC members over this period thattlems these economies encountered gen-
rising costs might trigger a rise in infla- erally resulted in severe downward pres-
tion. Consequently, at its meetings fromsures on the foreign exchange values of
May through November, the Committeetheir currencies; in some cases, steep
adopted directives for the conduct ofdepreciations occurred despite substan-
policy that assigned greater likelihoodtial upward movement of interest rates.
to the possibility of a tightening of pol- Asset values in parts of Asia, notably
icy than to the possibility of an easingequity and real estate prices, also
of policy. Even though the Committeedeclined appreciably, leading to losses
kept the nominal federal funds rateby financial institutions that had either
unchanged, it saw the rise in the reainvested in those assets or lent against
funds rate resulting from declining infla-them; nonfinancial firms began to
tion expectations, together with anencounter problems servicing their obli-
increase in the exchange value of thg@ations. In many instances the debts of
dollar, as providing some measure ofonfinancial and financial firms were
denominated in dollars and unhedged.
Selected Interest Rates Concerted international efforts to bring
Percent economic and financial stability to the
Three-year e region were under way as the year drew
Treasury | Treasury to a close. Meanwhile, economic activ-

j 7 ity in Japan stagnated, and the weak-
nesses in the Japanese financial system
became more apparent.

©  The difficulties in Asia contributed to
additional declines o¥4 to ¥ percent-
5 age point in the yields on intermediate-
‘ _ | Three-month and long-term Treasury securities in
o TR e the United States between mid-autumn
1996 1697 and the end of the year. The decreases
Note. Small tick marks refer to dates in 1996 and Were due in part to an international
1997 on which the Federal Open Market Committee heldlight to the safe haven of dollar assets,
scheduled meetings. Dashed lines indicate dates of medtyt they also reflected expectations that
o oy T o v oy Plinese diffculties would exert a moderat-
data are daily. ing influence on the growth of aggre-

Intended
federal funds rat




Overview

gate demand and inflation in the United
States. In light of the ongoing difficul-
ties in Asia and the possible effects on
the United States, the FOMC not only
left interest rates unchanged in Decem-
ber but shifted its instructions to the
Manager of the System Open Market
Account to symmetry between ease and
tightening in the near term. The inflation
risk from a tight labor market and accel-
erating wages seemed to be roughly bal-
anced over the near term by the effects
of a number of other factors, including
the economic weakness in Asia, a slump
in the prices of oil and other commodi-
ties in the latter part of 1997, and the
restraint on import prices from the sub-
stantial appreciation of the dollar against
most other currencies over the preced-
ing few quarters. .



U.S. Economic and Financial Developments
in 1997

The year 1997 was an exceptionally Meanwhile, inflation slowed from the

good one for the U.S. economy. Reahlready reduced rates of the previous
GDP increased®: percent over the four few years. Although wages and total
quarters of the year. Household andhourly compensation accelerated in the
business expenditures continued to riseght labor market, the inflationary

rapidly, owing in part to supportive impulse from that source was more than
financial conditions, including a strongoffset by other factors, including rising

stock market, ample availability of competition from imports, the price

credit, and, from April onward, declin- restraint from increased manufacturing
ing intermediate- and long-term interestapacity, and a sizable gain in labor
rates. In the aggregate, private domestigroductivity.

spending on consumption and invest-

ment rose 5 percent on an inflation-

adjusted basis. The strength of spendrhe Household Sector
ing, along with a further sizable

appreciation of the foreign exchang . ;
value of the U.S. dollar, brought a SurgZConsumptlon Spending, Income,

of imports, the largest in many years.and Saving
The growth of exports, while lagging Bolstered by increases in income and
that of imports, also was substantialyealth, personal consumption expendi-
despite the appreciation of the dollatures rose more than¥3 percent in

and the emergence after midyear 01997, Expenditures were strong for a
severe financial difficulties in Sevel’alwide Variety of durable goods_ Real out-
foreign economies, particularly amongays on home computers continued to
the advanced developing countries ioar, rising even faster than they had

Asia. over the previous few years. Strength
was also reported in purchases of home
Change in Real GDP goods, and consumer expenditures on

Percent, Q4 to Q4 Motor vehicles more than reversed the
small declines of the previous two years.
At the same time, real expenditures on
services scored the largest gain of the
4 past several years, rising 4 percent.
Real disposable personal income—
after-tax income adjusted for inflation—
increased abouts3 percent over 1997, a
rise that was exceeded on only one occa-
sion in the previous decade. Income was
1991 1993 1995 1997 boosted by sizable gains in wages and

Note. The data are derived from chained (1992) dol-.SalarleS apd by another year of Iarge
lars and come from the Department of Commerce. increases in dividends.
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Measured in terms of annual aver-and sales of existing homes increased
ages, the personal saving rate fell furtheabout 3 percent. House prices moved
in 1997. The yearly average of 3.9 perup more quickly than prices in general.
cent was almost/2 percentage point Responding to the strong demand, starts
below the 1996 average and nearly a fulbf new single-family units remained at a
percentage point below the 1995 averhigh level, only a touch below that of
age. It also was the lowest annual readt996; the annual total for single-family
ing in several decades. Various surveyanits exceeded 1 million units for a sixth
of households indicated that consumersonsecutive year, putting the current
had become more optimistic about prosexpansion in single-family housing con-
pects for the economy, and their opti-struction nearly on a par with that of
mism may have led them to spend moréhe 1980s in terms of longevity and
freely from current income. Support forstrength.
additional spending came from the Starts of multifamily units increased
further rise in the stock market, as than 1997 for the fourth year in a row and
capital gains accruing to householdsvere about double the record low of
increased the chances of their meeting993. The increased construction of
longer-run net worth objectives even ashese units was supported by a firming
they consumed a larger proportion ofof rents, abundant supplies of credit, and
current income. declines in vacancy rates in some mar-
kets. The national vacancy rate came
down only slightly, however, and it has
reversed only a portion of the sharp
Real residential investment increasedun-up that took place in the 1980s.
about 92 percent during 1997. Outlays The home-ownership rate—the num-
for the construction of new single-ber of households that own their dwell-
family structures rose moderately, andngs divided by the total number of
spending on the construction of multi-households—moved up further in 1997,
family units continued to recover fromto about 634 percent, a historical high.
the extreme lows that were reached eaifhe rate fell in the 1980s but has risen
lier in the decade. Real outlays for homelmost 2 percentage points in this
improvements and brokers’ commis-decade.
sions, categories that have a combined
weight of more than 35 percent in total
residential investment, moved up subHgpusehold Finance
stantially from the final quarter of 1996
to the final quarter of 1997. Spending orHousehold net worth grew more than
mobile homes, a small part of the total$3%2 trillion during 1997, ending the
also advanced. year at its highest multiple relative to

The indicators of single-family hous- disposable personal income on record.
ing activity were almost uniformly Most of the increase was the result of
strong during the year. Sales of housespward revaluations of household assets
surged, driven by declines in mortgageather than additional saving. In particu-
interest rates and the increasingly favortar, capital gains on corporate equities
able economic circumstances of houseaccounted for about three-fourths of the
holds. Annual sales of new single-increase. Flows of household assets into
family houses were up 6 percent frommutual funds, pensions, and other vehi-
the number sold in the preceding yeargles for holding equities indirectly were

Residential Investment
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exceeded by outflows from directly heldthan 20 percent, to some extent because
equities. of households’ rising debt burden; a
Household borrowing not backed bychange in the federal bankruptcy law
real estate, including credit card bal-and a secular trend toward associating
ances, auto loans, and other consumégss social stigma with bankruptcy also
credit, increased % percent in 1997. may have contributed. Over the same
These obligations grew at double-digitperiod, delinquency and charge-off
rates in 1994 and 1995 but slowed fairlyrates on consumer loans increased
steadily thereafter. Mortgage borrowing significantly.
which has experienced relatively muted In 1997, however, because the growth
swings in growth during the currentof household debt only moderately out-
expansion, increased¥7 percent in paced that of income at the same time
1997, a gain that was only a bit less thahat interest rates were drifting lower,
the rise in 1996. Within the mortgagethe household debt-service burden did
category, however, home equity loansiot change. Reflecting, in part, the sta-
advanced sharply, reflecting in part thebility of the aggregate household debt
increased use of these loans in refinandsurden, delinquency rates for many
ing and consolidating credit card andsegments of consumer credit plateaued,
other consumer obligations. although charge-off rates generally con-
An element in the slowing of con- tinued to rise somewhat. Personal bank-
sumer credit growth may have beenuptcies advanced again in 1997 but
assessments by some households thsibwed considerably in the second half
they were reaching the limits of theirof the year.
capacity for carrying debt and by some Some of the apparent flattening of
lenders that they needed to selectivelyiousehold debt-repayment problems
tighten their standards for granting newmay also have resulted from efforts by
loans. In the mid-1990s, the percentagkenders to stem the growth of losses on
of household income required to meetonsumer loans. In both 1996 and 1997,
debt obligations rose to the upper end oé large percentage of the respondents to
its historical range, in large part becaus¢he Federal Reserve’s quarterly Senior
of a sharp rise in credit card debt.Loan Officer Opinion Survey on Bank
Between 1994 and 1996 personal bank-ending Practices reported tightened
ruptcies grew at an annual rate of morstandards on consumer loans. However,

Household Net Worth _
percent Household Debt-Service Burden

Percent

525
500 17
475
450

425 [ Y I Y I
| L L L L L L 1982 1985 1988 1991 1994 1997
Note. As a percentage of disposable personal income.
19651970 1975 1980 1985 1990 1997 Debt service is the sum of estimated required interest and
Notke. As a percentage of disposable personal incomeprincipal payments on consumer and household-sector
four-quarter moving average. mortgage debt. The data are quarterly.
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the percentages reporting tightening felthe expenditure data for other commer-
a bit in the latter part of that period, cial buildings and industrial buildings.

suggesting that many banks felt that thether indicators of market conditions
had altered their standards sufficiently. pointed to underlying firmness in non-

Although banks pulled back a bitresidential construction. Vacancy rates
from consumer lending in 1997, mostdeclined, for example, and rents seemed
households had little trouble obtainingto be picking up. In some regions of the
credit. Bank restraint most commonlycountry, more builders were putting up
took the form of lower credit limits or new office buildings on “spec’—that
higher finance charges on outstandings, undertaking new construction before
balances; credit card solicitations coneccupants had been lined up. The new
tinued at a record pace. projects were apparently being spurred
to some degree by the ready availability
of financing.

Business inventory investment picked
up considerably in 1997. The level of
inventories held by nonfarm businesses
Adjusted for inflation, business outlaysrose more than 5 percent in real terms
for fixed investment rose 9 percent oveover the course of the year after increas-
1997 after gaining about 12 percent oveing roughly 2 percent in 1996. Accumu-
1996. Spending continued to be spurrethtion was especially rapid in the com-
by rapid growth of the economy, favor-mercial aircraft industry, in which
able financial conditions, attractive pur-production was being ramped up in
chase prices for new equipment, andesponse to a huge backlog of orders for
optimism about the future. Business outhew jet aircraft. With the rate of inven-
lays for equipment, which account fortory growth outpacing the growth of
more than three-fourths of total busi-final sales in 1997, the stock-to-sales
ness fixed investment, moved up aboutatio for the nonfarm sector ticked up
13 percent over 1997, making it theslightly after declining slightly in the
fourth year of the last five in which the preceding year. Nonetheless, businesses
annual gains have exceeded 10 percenih general did not appear to be uncom-
As in previous years of the expansionfortable with the levels of stocks they
the most striking gains were posted fomwere carrying at year-end.
computers, the power of which contin-
ued to advance rapidly at the same tim%
prices continued to decline. Spendinq3
also moved up briskly for many other
types of equipment, including communi-Despite a fourth-quarter downturn, the
cations equipment, commercial aircraftannual economic profits of corporate
industrial machinery, and constructionbusinesses—that is, book profits after
machinery. inventory valuation and capital con-

Real outlays for nonresidential con-sumption adjustments—increased about
struction, the remaining portion of busi-9%2 in 1997 after gaining 18: percent
ness fixed investment, declined slightlyin 1996. Profits from the foreign opera-
in 1997 after moving up in each oftions of these corporations rose only
the four previous years. Construction ofnoderately in 1997, but the profits from
office buildings continued to increase indomestic operations, by far the larger
1997, but sluggishness was reported ishare of the total, posted further strong

The Business Sector

Investment Expenditures

orporate I?rofits and
usiness Finance
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gains—about 16 percent for financialmerger-related retirements. Given these
corporations and more than 9 percenfinancing requirements, the growth of
for nonfinancial corporations, in termsnonfinancial corporate debt picked up to
of annual totals. For the year, the profits88 percent in 1997.
of nonfinancial corporations from With the debt of nonfinancial corpora-
domestic operations amounted to aboutons advancing briskly, the ratio of their
13Y> percent of the nominal domesticinterest payments to cash flow was about
output of those corporations, up fromunchanged in 1997 after several years of
7% percent in 1982 and the highestdecline that had left the ratio at quite a
annual share since the late 1960s. Thiew level. Consequently, measures of
elevated profit share reflected both aebt-repayment difficulties also were
high level of cash flow before interestvery favorable: The default rate on cor-
costs, which was also at a multiyeaporate bonds remained extremely low,
peak relative to output, and the declinesind the number of upgrades of debt
in interest costs that have taken place iabout equaled the number of down-
the 1990s. In their profit announcementgirades. Similarly, only small percent-
for the fourth quarter, few corporationsages of business loans at banks were
reported that they had experienced muctelinquent or charged off. The rate of
fallout from the events in Asia, but business bankruptcies increased a bit but
many warned that profits in the first halfwas still fairly low.
of 1998 could be significantly affected. = Businesses continued to find credit
Despite the rapid growth of profits,amply supplied at advantageous terms
the financing gap for nonfinancialin 1997. The spreads between yields on
corporations—capital expenditures lesinvestment-grade bonds and yields on
internal cash flow—widened over theTreasury securities of similar maturities
year, reflecting the strong expansiorremained narrow, varying only a little
of spending on capital equipment andluring the year. The spreads between
inventories. Furthermore, on net, firmsyields on below-investment-grade bonds
continued to retire a large volumeand those on Treasury securities fell dur-
of equity, adding further to borrowing ing the year, touching new lows before
needs, as substantial gross issuance wagdening a bit in the fall; the widening
swamped by stock repurchases andccurred in large part because these
securities benefited less from the flight
Corporate Profits before Taxes to U.S. assets in response to events in
percent Asia than did securities of the Treasury.
Banks also appeared eager to lend to
businesses. Large percentages of respon-
dents to the Federal Reserve surveys,
12 citing stiff competition as the reason,
said they had eased terms on business
9 loans—particularly the spreads between
loan rates and banks’ cost of funds.
Much smaller percentages reported hav-
S A ing eased standards on these loans. The
lo77 1981 1985 1989 1993 1997 high ratios of stock prices to earnings
NoTE. Profits_ of n_onf_inancial corpor_ations fror_n indicate that equity finance was also
domestic operations, with inventory valuation and capital ite Cheap in 1997. Nevertheless, the

consumption adjustments, as a percentage of the grogsu . A ;
domestic product of the nonfinancial corporate sector. Market for initial publlc offerlngs of

15
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equity was cooler than in 1996: Newthe strength of the economy, which has
issues were priced below the expectededuced outlays for income support.
range more often than above it, and In nominal terms, small to moderate
first-day trading returns were smaller orincreases were recorded in most major
average. expenditure categories in fiscal 1997.
The pickup in business borrowingNet interest outlays, which have been
was widespread across funding sourceaccounting for about 15 percent of total
Outstanding commercial paper, whichunified outlays in recent years, rose only
had declined a bit in 1996, posted stron@ small amount in 1997, as did nominal
growth in 1997, as did bank busines®utlays for defense and for income secu-
loans. Gross issuance of bonds wasty. Expenditures on Medicaid rose
extremely high, particularly bonds ratedmoderately for a second year after hav-
below investment grade. Such lowering grown very rapidly for many years;
rated bonds made up nearly half of alspending in this category has been
issuance, a new record. Although salegestrained of late by the strong economy,
of new investment-grade bonds slowedhe low rate of inflation in the medical
a bit in the fall, corporations were appar-area, and policy changes in the Medi-
ently waiting out the market volatility caid program. Policy shifts and the
at that time. The financing of incomestrong economy also cut into outlays for
properties—residential apartments anébod stamps, which fell about 10 percent
commercial buildings—expanded fur-in fiscal 1997. By contrast, spending on
ther in 1997; banks, real estate investMedicare continued to rise at about three
ment trusts, and commercial-mortgagetimes the rate of total federal outlays.
backed securities were the mosGrowth of outlays for social security
significant sources of funds. also exceeded the rate of rise of total
expenditures.
Real federal outlays for consumption

The Government Sector and gross investment, the part of federal
spending that is counted in GDP,
Federal Expenditures declined slightly, on net, from the fourth

quarter of 1996 to the fourth quarter of
1997. Real outlays for defense, which
Nominal outlays in the unified budgetaccount for about two-thirds of the
increased about?2 percent in fiscal spending for consumption and invest-
year 1997 after moving up 3 percent in

fiscal 1996. Fiscal 1997 was the sixthrederal Receipts and Expenditures

Receipts, and Finance

consecutive year in which the growth of Percent
spending was less than the growitl
of nominal GDP. During that period, Total expenditures "
spending as a percentage of noming
GDP fell from about 222 percent to just 21

over 20 percent. The set of factors tha Total receipts

combined to bring about this resultw 18
includes implementation of fiscal poli-
cies aimed at reducing the deficit, which A ——

has helped slow the growth of discre 1%t 198 1989 1993 1997
Note. As a percentage of nominal GDP. Data on

tlongry Spendmg and ,Spendmg on Som%ceipts and expenditures are from the unified budget;
social and health services programs, an@ars are fiscal years.
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ment, edged lower, as did nondenet redemption of bills, which at times
fense outlays. Because of much largepushed yields on short-term bills down
declines in most other recent years, theelative to yields on other Treasury
level of real defense outlays at the endecurities and on short-term private
of 1997 was down about 23 percenbbligations.
from its level at the end of the 1980s; The year saw the first issuance by the
total real outlays for consumption andTreasury of inflation-indexed securities.
investment dropped nearly 15 percenThe Treasury sold indexed ten-year
over that period. notes in January and April, and five-year
Federal receipts rose faster than nomiotes in July and October; a sale of
nal GDP in fiscal 1997 for a fifth con- indexed thirty-year bonds was sched-
secutive year; receipts were #9per- uled for April 1998. At Treasury auc-
cent of GDP, up from 1¥2 percent in tions, investor interest in the securities
fiscal 1992. The ratio tends to rise durwas substantial, with the ratios of
ing business expansions, mainly becaugeceived bids to accepted bids resem-
of cyclical increases in the share of profbling those for nominal securities. As
its in nominal GDP. In recent years, theexpected, most of the securities were
ratio has also been boosted by the taguickly acquired by final investors, and
increases included in the Omnibus Recthe trading volume as a share of the
onciliation Act of 1993, by a rise in the outstanding amount was much smaller
share of income going to high-incomethan for nominal securities.
taxpayers, and by receipts from surging An important macroeconomic impli-
capital gains realizations, which raisecation of the reduced federal deficit was
the numerator of the ratio but not thethat the federal government ceased to
denominator because capital gains reabe a negative influence on the level of
izations are not part of GDP. In fiscalnational saving. The improvement in the
1997, combined receipts from individualfederal government’s saving position in
income taxes and social insurance taxesgcent years has more than accounted
which account for about 80 percent offor a rise in the total gross saving of
total receipts, moved up abou¥®per- households, businesses, and govern-
cent, even more than in fiscal 1996ments, from about 24 percent of gross
Receipts from taxes on corporate profitsational product earlier in the decade,
were up about 6 percent after increasingvhen federal government saving was at
about 92 percent in fiscal 1996. The a cyclical low and highly negative, to
total rise in receipts in fiscal 1997, more than 17 percent in 1997. This rise
coupled with the subdued rate of in-in domestic saving, along with increased
crease in nominal outlays, resulted in d@orrowing from abroad, has financed the
budget deficit of $22 billion, down from rise in domestic investment during this
$107 billion in the preceding fiscal year.expansion. Still higher rates of saving
With the budget moving close to bal-and investment were the norm two or
ance, federal borrowing slowed sharplythree decades ago, when the personal
in 1997. The Treasury responded to theaving rate was a good bit above its
smaller-than-expected borrowing needevel in recent years.
by selling fewer bills so as to keep its
auctions of coupon securities predict-
able and of suffi%ient volume tolomain-s'[ate and Local Governments
tain the liquidity of the secondary mar-The real outlays of state and local gov-
kets. The result was an unusually largernments for consumption and invest-
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ment moved up 2 percent over the foubeen larger than 3 percent of receipts in
quarters of 1997, a rise similar to theeach of the past three years.

average rate of increase since the start State and local debt expanded about
of the 1990s. Investment expenditures¥- percent in 1997 after changing little
which have grown about?2 percent in 1996 and declining in the two preced-
a year in this decade, rose at less thaimg years. In those earlier years, munici-
half that pace in 1997. However, realpal debt outstanding had been held down
consumption expenditures increasetly the retirement of bonds that were
2¥4 percent, a touch above the averagtadvance refunded” in the early 1990s.
thus far in the decade. Compensatioin such operations, funds that had earlier
of government employees, whichbeen raised and set aside were used to
accounts for about three-fifths of realrefund debt as it became callable. By the
consumption and investment expendiend of 1996, however, the stock of such
tures, rose about3k percent in 1997 debt had apparently been largely worked
and has increased at an annual rate aown.

only about ¥4 percent since the end of

the 1980s.

The efforts of state and local govern-The Labor Market
ments to hold down their labor expense -
were also evident in other data. TheErr]ijll_oggg?rg’ Pr?ductlwty,
employment cost index for nominal upply
hourly compensation of workersMore than 3 million jobs were added
employed by state and local governto nonfarm payrolls in 1997—a gain
ments increased¥2 percent in 1997, a of nearly 24 percent, measured from
little less than in 1996 and the smallesDecember to December. Patterns of hir-
annual increase in the seventeen-yeang mirrored the broadly based gains
history of the series. The increase irin output and spending. Manufactur-
the average hourly wage of state anihg, construction, trade, transportation,
local government employees was abouinance, and services all exhibited appre-
2%. percent, roughly the same as theiable strength. In manufacturing, the
gainin 1996. The average hourly cost 0fL997 rise in the job count followed two
the benefit packages provided to statgears of little change; in the other sec-
and local government employees roséors the 1997 gains came on top of sub-
only 1%4 percent, a percentage point lesstantial increases in other recent years.
than the 1996 increase. Especially rapid increases were posted

With costs contained and receiptdin some of the services industries,
continuing to rise as the economy hasncluding computer services, manage-
grown, financial pressures that were eviment services, education, and recreation.
dent among state and local governmentSmployment at suppliers of personnel, a
earlier in the expansion have dimin-category that includes the agencies that
ished. The increased breathing room isupply help on a temporary basis, also
the budgets of recent years is apparemicreased appreciably in 1997, but the
in the consolidated current account ofjains in this category fell considerably
these governments: Surpluses in thaghort of those seen in most previous
account, excluding those that are earyears of the expansion. Help-supply
marked for social insurance funds, hadirms reported that shortages of work-
dipped to a low of about% percent of ers were limiting the pace of their
nominal receipts in 1991, but they haveexpansion.
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Labor productivity has risen rapidly After moving up a step in 1996, the
over the past two years. The 1996 gaifabor force participation rate continued
in output per hour in the nonfarm busi-to edge higher in 1997. Without the
ness sector was abou¥4percent, and increment to labor supply from
the 1997 increase was larger still—a biincreased participation over these two
more than 2 percent, according to thegears, the unemployment rate would
estimates as of March 1998. Althoughhave fallen to an even lower level.
the average rate of productivity increas€€hanges in the welfare system may have
since the end of the 1980s has been onlgontributed to the small rise in participa-
a little above 1 percent a year, the datéion in 1997; however, the extent of the
for the past two years provide indica-contribution is unclear because of the
tions that sustained high levels of investdifficulties of disentangling it from the
ment in new technologies may finally benormal tendency of participation to rise
translating into a stronger trend. when the labor market is tight. Even

The civilian unemployment rate fell though one-third of the adult population
more than¥z percentage point from remained outside the labor force in
the fourth quarter of 1996 to the fourth1997, the vast majority of those indi-
quarter of 1997, to an average of juswiduals likely were in pursuits that
under &4 percent. For most of the year,tended to preclude their workforce par-
the rate was somewhat below the lowedicipation, such as retirement, schooling,
rate during the expansion of the 1980sor housework. The percentage of the
A variety of survey data indicated thatworking age population interested in
firms were having increased difficultywork but not actively seeking it moved
filling jobs. down further, to 24 percent in the

fourth quarter, a record low in the his-

Labor Market Conditions tory of a series that began in 1970.

Millions of jobs, Dec. to Dec.
Net change in payroll employment Wages and HourIy Compensation

Total nonfarm

The employment cost index for hourly
compensation in private industry
increased 3.4 percent from December
1996 to December 1997. This rise
exceeded that of the preceding year by
' ' ' ' ' ' 0.3 percentage point and that of 1995 by
Percent (0.8 percentage point. Although the

Civilian unemployment rate patterns of change in hourly pay varied

considerably by industry and occupation
/w'f-/\\‘\\ 7 from 1995 to 1997, the overall step-up

seems to have been prompted, in large
5 part, by the tightening of labor markets.
The implementation of a higher mini-
| | . . . . mum wage also appears to have been a
1991 1993 1995 1997 factor in some industries and occupa-
Note. The data are from the Department of Labor.tiONS, although its impact is difficult to
The break in the unemployment rate data at January 1994ssess precisely.

marks the introduction of a redesigned survey; data from
that point on are not directly comparable with those of The wage and salary Component of

earlier periods. hourly compensation rose faster in 1997

o+ N N o
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than in any previous year of the expanworkers—stock options and signing
sion. Annual increases in the employbonuses, for example.
ment cost index for wages and salaries
in private industry amounted to 2.8 Perolices
cent in both 1994 and 1995, but the
increases in 1996 and 1997 werdndications of a slowing of inflation in
3.4 percent and 3.9 percent respectivelfyL997 were widespread in the various
Wages and salaries in the servicemeasures of aggregate price change. The
producing industries accelerated nearlgonsumer price index, which rose more
a full percentage point in 1997, pushedhan 3 percent over the four quarters of
up, especially, by sharp pay increase$996, increased slightly less than 2 per-
in the finance, insurance, and reatent over the four quarters of 1997 as
estate sector, in which commissions anénergy prices turned down and increases
bonuses were boosted by high levels ofh food prices slowed. The CPI
mortgage refinancing and trading activexcluding food and energy—a widely
ity. By contrast, hourly wages in theused gauge of the underlying trend of
goods-producing industries slowed adnflation—rose only 24 percent in 1997
couple of tenths of a percentage point irafter increasing 3 percent in 1995 and
1997; the annual gains in these indus2¥2 percent in 1996. The CPI for com-
tries have been around 3 percent, omodities other than food and energy rose
average, in each of the past six years. about¥z percent over the four quarters
Although the costs of the fringe bene-of 1997 after moving up slightly
fits that companies provide to theirmore than 1 percent over 1996. Price
employees also picked up in 1997, théncreases for non-energy services, which
2.3 percent increase was not large bhave a much larger weight than com-
historical standards. As in other recenmodities in the CPI excluding food and
years, benefit costs in 1997 were
restrained by a variety of influences.Change in Prices
Most notably, the price of health care Percent, Q4 to Q4
continued to rise at a subdued pace, ar consumer
the ongoing strength of the economy
limited the need for payments by firms
to state unemployment trust funds. Evel
though some firms reported seeing
renewed sharp increases in health cal
costs during the year, the employmen
cost data suggest that most firms wer
still keeping those costs under fairly
tight control.
With nominal hourly compensation in 6
almost all industries moving ahead at ¢
pace faster than inflation, workers’ pay
generally increased in real terms—an
the real gains were substantial in man
occupations. Indeed, the employmen
cost index does not capture some of the 49, 1993 1995 1997
forms of Compensatlon that employer's Note. Consumer price index for all urban consumers.
have been using to attract and retaiBased on data from the Department of Labor.

Consumer excluding food and energy
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Change in Prices the goods and services purchased)—
Percent increased % percent after rising

Price measure 1994 1097 274 percent in 1996. The smaller 1997

rise in the price index for aggregate

Eixed—weight_ - 4 Lo purchases relative to that for aggregate
S b e ey | S 35 production was mainly a reflection of

. declines in the prices of imports. Both
Chain-type

Personal consumption expenditures 2.7 15 the price measure for production and the

o =Xduding food and energy ... 23 15 price measure for purchases were influ-
ross domestic purchases....... 2.3 13 . X
Gross domestic product.......... 2.3 1.8 enced importantly by falling computer

Note. Changes are based on quarterly averages arBrlceS; the CPI v_vas less mfluenc_ed by
are measured to the fourth quarter of the year indicatethese prices, as it gave small weight to
from the fourth quarter of the preceding year. computers through 1997. (|t has started
eighting them more heavily in 1998.)

energy, also slowed a little in 1997; the"/ .
9y In real terms, imports of goods and

3 percent rise was abodt percentage

point less than the increase during 1996??)“”065 acc]?u?]t for Iappror?imatelyf
Only small portions of the slowdowns 12 Percent of the total purchases o

from 1996 to 1997 in the total CPI andhOUSEh?'dS’ gusi”eﬁsesu .""”g overn-
in the CPI excluding food and energyMents located in the United States.

were the result of technical changed!oWever, that figure probably under-

implemented by the Bureau of LaborStates the degree of restraint that falling

Statisticst import prices have imposed on inflation
Other aggregate price measures ald 'eCent years, because the lower prices
decelerated in 1997. The chain-typ or imports aIsp make domestic produc—
price index for gross domestic €S of competing products less likely to
purchases—the broadest measure GfiSE€ Prices. Prices have also been

prices paid by U.S. households busi_restrained by large additions to manu-

nesses, and governments—increasgacwring capacity in this country,

slightly more than ¥ percent in 1997 &mounting to more than 5 percent a year
after moving up 2 percent in 1996. over the past three years; this capacity
The chain-type price index for groSSgrowth has helped to stave off the bottle-

domestic product—a measure of pric ecks that have so often developed in
change for the goods and service e advanced stages of other postwar

produced in this country (rather thanPUSINeSS expansions. A gain in manu-
facturing production of more than 6 per-

cent in 1997 was accompanied by only a

1. In recent years, the Bureau of Labor Statis- . . _
tics has introduced a number of technical changegmderate increase in the factory operat

in its procedures for compiling the CPI, with the INJ_rate, which at year-end rgmained
aim of obtaining a more accurate measure of pricevell below the highs reached in other
change. Typically, the changes have had onlyecent expansions and the peak for this

small effects on the results for any particular yearexpansiOn which was recorded at the
but their cumulative effects are somewhat larger ’

and have tended to hold down the reporteoStart of 1995' .

increases relative to what would have been Reflecting the ample domestic supply
reported with no changes in procedures. Aparand the effects of competition from
from the procedural changes, the reported rate Qjoods produced abroad, the producer

rise from 1998 forward will also be affected by - . f . .
an updating of the CPI market basket, an actiorpnce index for finished goods declined

that the BLS undertakes approximately every te@00Ut¥2 percent from the fourth quarter
years. of 1996 to the fourth quarter of 1997,
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excluding food and energy, it rose onlyCredit, Money, Interest Rates,
fractionally. Prices of domestically pro-and Equity Prices

duced intermediate materials (other than

food and energy) also rose only slightlyCredit and Depository

on net. The prices of raw industrial com-Intermediation

modities, many of which are tradedThe debt of the domestic nonfinancial

in international markets, declined over ectors grew about 5 percent in 1997, in

the year; the weakness of prices in thes ; .
markets was especially pronounced i%hg rg'gsllg %fng]eatr)%z?eth?tggﬁge;s blx

late 1997, when the crises in Asia wer 996, when it grew B percent. The

worsening. slight deceleration was attributable to

After moving up more than 4 percent .
in 1996, the consumer price index forthe federal component, which, because

food increased only3k percent in 1997. of the reduced budget def'?'t’ rose
Impetus for the large increase in 199 ess than 1 percent after having risen

had come from a surge in the price ¥ percent in 1996. Nonfederal debt

of grain, which peaked around theIrew 6/2 percent, a bit. more thgn in
middle of that year; thereafter, grainlg%’ as the step-ups in borrowing by

prices dropped back considerably. Arpusinesses and by state and local gov-
echo of the up-and-down price patter rnments more than offset the decelera-

for grain appeared at retail in the form ion of ho.useh.old.de.bt. . .
of sharp price increases for meats, poul- Depository institutions mcrea;ed the'|r
try, and dairy products in 1996 foII(’)Wedshare of credit flows in 1997, with credit

by small to moderate declines for mosP! their bQOkS expanding¥e percent,
of those products in 1997. Moderat Up appreciably from growth in 1996.

price increases were posted at retail fo he growth of bank credit, adjusted to

most other food categories over the yeafSMOVe the effects of mark-to-market
ccounting rules, picked up to an

The CPI for energy traced out an eve Y2 percent pace, the largest rise in ten

larger swing than the price of food: A - ke sh : .
jump of 72 percent over the four quar- years; and banks’ share of domestic non-
ters of 1996 was followed by a declineTm"‘mCIal debt outstanding climbed to

of about 1 percent over the fourquarterét? highest level hsm;:e 1988. Holdings
of 1997. As is usually the case in this® securities—which constitute about

sector, the key to the changes in conone-fourth of bank credit—expanded at

sumer energy prices was the price of
crude oil, which in 1997 more than Total Domestic Nonfinancial Debt

reversed the run-up of the preceding Trillions of dollars
year. . ) Actual
Surveys in which respondents are % e
asked to state their expectations o /l'// '
future rates of price increase showel - 150
inflation expectations coming down a '
bit further in 1997. A lowering of infla- 145

tion expectations has long been viewe: Range
as an essential ingredient in the pursu’_ | |
of price stability, and the data of recent 1996 1997

years have pomted to ongoing progress Note. The range was adopted by the FOMC for the
in that regard. period from 1996:Q4 to 1997:Q4.
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a brisk pace in 1997 after declininghigh in 1997, and thrifts also were
in 1995 and remaining flat in 1996.aggressive lenders. The outstanding
Loans—which make up the remainderamount of credit extended by thrifts
of bank credit—advanced a bit moregrew about/z percent, but the sluggish-
quickly in 1997 than in 1996, thoughness was due entirely to the acquisitions
more slowly than in 1995. of thrifts by commercial banks; among
The increase in bank loans occurredhrifts not acquired during the year, asset
despite a net decline in consumer loangrowth was similar to that of banks.
on banks’ books resulting both from
sharply slower growth in loans origi-T
nated by banks and from continued
securitization of those loans. Real estatBoosted in part by the need of deposi-
loans at banks, by contrast, posted solitbry institutions to fund substantial
growth, boosted by a pickup in homegrowth in their credit, M3 shot up
mortgages, rapid growth in home equityin 1997, expanding 8 percent; this
loans, which in part were substitutinggrowth was well above the 2 percent to
for consumer loans, an acceleration if6 percent annual range established by
commercial real estate lending, and théhe FOMC and intended to suggest the
acquisition of thrift institutions by rate of growth over the long run that
banks. Commercial and industrial loansvould be consistent with price stability.
also expanded considerably in 1997M3 was also boosted by a shift in
reflecting both the general rise in thesources of funding—mostly at U.S.
demand by businesses for funds and doranches and agencies of foreign
increase in banks’ share of the nonmortbanks—from borrowings from related
gage business credit market as thegffices abroad, which are not included in
competed vigorously for business loansM3, to large time deposits issued in the
The rapid growth of banks’ assets wadJnited States, which are. Also contribut-
facilitated by their continued high profit- ing to the strength in M3 was the rapid
ability and abundance of capital; at thegrowth of institution-only money funds,
end of the fourth quarter, 98 percent result of gains by such funds in provid-
of bank assets were at well-capitalizedng corporate cash management ser-
institutions. Problems with the repay-vices. Corporations that manage their
ment performance of consumer loans—ewn cash often keep their funds in short-
which, while not deteriorating further, term assets that are not included in M3.
remained elevated by historical Although the growth of M2 did not
standards—hurt some banks; howevematch that of M3, it did increase at a
overall loan delinquency and charge-ofbrisk 572 percent rate in 1997. As the
rates stayed quite low, and measures @dommittee had anticipated, the growth
banks’ profitability held at the elevatedof this aggregate was somewhat above
levels they have occupied for severathe upper bound of its 1 percent to 5 per-
years. Profits at a few large bank hold€ent annual range, which, like that of
ing companies were reduced in thevi3, had been chosen to be consistent
fourth quarter by trading losses resultingvith expected M2 growth under condi-
from the events in Asia. Nonethelesstions of price stability. Because short-
the profits of the industry as a wholeterm interest rates responded only
remained robust. slightly to System tightening in March,
The profits and capital levels of thrift the opportunity cost of holding M2—the
institutions, like those of banks, wereinterest earnings forgone by owning M2

he Monetary Aggregates
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assets rather than money market instruv2 Velocity and M2 Opportunity Cost
ments such as Treasury bills—was abouatio scale Percentage points, ratio scale
unchanged over the year. As M2 grew at

about the same rate as nominal GDP, itsg - b :

. . velocity
velocity was also essentially unchanged. o
The ups and downs of M2 growth in19 -
1997 tended to mirror those of the
growth of nominal output. M2 expanded® ©
more slowly in the second quarter than
in the first, consistent with the cooling >’ =
of nominal GDP growth and almost Ly el Gty ——
unchanged opportunity costs. In the sec- 1979 1985 1991 1997
ond half of the year, M2 growth picked A A . A

. . Note. The velocity of M2 is the ratio of nominal gross
up, roughly pacing the grOWth of nomi- domestic product to the stock of M2. The opportunity
nal GDP. In the fall, M2 may also havecost of M2 is a two-quarter moving average of the three-
bee_n boosted a I|tt.Ie by V0|atl|lty in :)nnoggz;;eﬁsclrl:)é:gIi;alt/?zléss the weighted average return
equity markets, which may have led
some households to seek the relativeosts, along with some residual upward
safety of M2 assets. drift. This drift suggests that some

For several decades before 1990, Mhouseholds may still have been in the
velocity responded positively to changeprocess of shifting their portfolios
in its opportunity costs and otherwisetoward non-M2 assets. There was no
showed little net movement over time.uptrend in velocity over the second half
This pattern was disturbed in the earlyof 1997, perhaps because of the declin-
1990s in part by households’ apparening yields on intermediate- and long-
decision to shift funds out of lower- term debt and the greater volatility and
yielding M2 deposits into higher- lower average returns of stock mutual
yielding stock and bond mutual funds,funds. However, given the aberrant
which raised M2 velocity even as oppor-behavior of velocity during the 1990s
tunity costs were declining. The move-in general, considerable uncertainty
ments in the velocity of M2 from 1994 remains about the relationship between
into 1997 appear to have again beethe velocity and opportunity cost of M2
explained by changes in opportunityin the future.

—_—

Stock of M3 Stock of M2
Trillions of dollars Trillions of dollars
Actual
5.4
5.2
5.0
1 1 | 1 1 1 1 1 1 1 1 1 1 1
1996 1997 1996 1997

Note. The range was adopted by the FOMC for the Note. The range was adopted by the FOMC for the
period from 1996:Q4 to 1997:Q4. period from 1996:Q4 to 1997:Q4.
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Annual Rate of Change in Reserves, Money Stock, and Debt Aggregates
Percent

1997

Item 1994| 1995 1996
Year‘ Ql‘ QZ‘ Qs‘ Q4

Depository institution reservés

Total. .o .-1.2 -49 -116 -63 -83 -143 -18 -13
Nonborrowed plus extended credit. ......... -14 -49 -116 -64 -72 -16.0 -34 7
Required..............coii ..-1.1 -52 -119 -73 -84 -150 -24 -41
Monetary bas@ ... . 84 4.0 3.8 6.0 5.3 3.7 6.3 8.1
Concepts of money
ML .. 25-16 -45 -12 -14 -45 3 .8
CUITENCY vt .10.1 54 5.7 7.5 6.9 6.4 7.0 8.7
Demand deposits. .............c.oovun.. . .6 14 29 -2.0 6 49 .0 -37
Other checkable deposits. ............... . -1.8 -106 -22.8 -12.2 -16.0 -20.1 -10.1 -4.7
M2 .. .6 3.9 4.6 5.6 5.1 4.4 5.4 6.8
Non-M1 components.................... . =2 6.6 8.7 8.2 7.7 7.9 7.3 9.0
Savings (including MMDAS)........... -42 -33 120 9.9 9.3 9.6 7.1 122
Small denomination time deposits. . .. .. 24 153 1.8 1.9 1.8 2.4 2.6 7

Retail money market mutual funds .. .. | 76 185 145 158 147 135 161 156

M3 .17 6.1 6.9 8.8 8.0 7.7 810.2
Non-M2 components 6.7 154 157 20.0 180 189 16.8 20.8

Large-denomination time deposits. . .. . . 73 159 164 181 184 209 16.1 127
Institution-only money market mutual
funds........oooi —4.1 247 209 210 184 181 19.6 220
Repurchase agreements.............. . 135 5.8 45 170 6.1 6.8 135 383
Eurodollars. ......................oos .21.5 114 217 304 358 322 186 234
Domestic nonfinancial sector debt............ 4.9 5.4 5.3 4.9 4.4 5.0 4.2 5.8
Federal ...................oooo .. 57 4.4 3.7 .6 1.8 A4 -6 .9
Nonfederal............coooiiiiiiiiiiiiin .. 4.6 5.8 5.8 6.5 5.4 6.6 5.9 7.4

Note. Changes for quarters are calculated from the M2 is M1 plus savings deposits (including money
average amounts outstanding in each quarter. Changes forarket deposit accounts); small-denomination time
years are measured from Q4 to Q4. Based on seasonallieposits (including retail repurchase agreements), from
adjusted data. which have been subtracted all individual retirement

1. Data on reserves and the monetary base incorporaéecounts (IRAs) and Keogh accounts at commercial
adjustments for discontinuities associated with regulatorypanks and thrift institutions; and balances in taxable and
changes in reserve requirements. tax-exempt retail money market mutual funds (money

2. The monetary base consists of total reserves; pluinds with minimum initial investments of less than
the currency component of the money stock; plus, for alts50,000), excluding IRAs and Keogh accounts.
quarterly reporters, and for all weekly reporters without M3 is M2 plus large-denomination time deposits at all
required reserve balances, the excess of current vault cadepository institutions other than those due to money
over the amount applied to satisfy current reserve requirestock issuers; balances in institution-only money market
ments. For further details, see the Federal Reserve’s Hi8tual funds (money funds with minimum initial invest-
Statistical Release. ments of $50,000 or more); wholesale RP liabilities (over-

3. M1 consists of currency in circulation excluding night and term) issued by all depository institutions, net
vault cash; travelers checks of nonbank issuers; demaraf money fund holdings; and Eurodollars (overnight and
deposits at all commercial banks other than those due term) held by U.S. residents at all banking offices in
depository institutions, the U.S. government, and foreigrCanada and the United Kingdom and at foreign branches
banks and official institutions, less cash items in theof U.S. banks worldwide, net of money fund holdings.
process of collection and Federal Reserve float; and othéfor further details, see the Federal Reserve’s H.6 Statisti-
checkable deposits, which consist of negotiable ordersal Release.
of withdrawal and automatic transfer service accounts at
depository institutions, credit union share draft accounts,
and demand deposits at thrift institutions.
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M1 fell 1¥%a percent in 1997. As has unavoidable daily mismatches between
been true for the past four years, theeserves made available through open
growth of this aggregate was depressecharket operations and desired reserves
by the adoption by banks of retail sweepypically have been fairly small, and
programs, whereby balances in transtheir effect on the federal funds rate has
actions accounts, which are subject tbeen muted. However, banks also hold
reserve requirements, are “swept” intoreserve balances at the Federal Reserve
savings accounts, which are not. Sweefp avoid overdrafts after making pay-
programs benefit depositories by reducments for themselves and their custom-
ing their required reserves, which earrers. This component of the demand for
no interest. At the same time, they daeserves is difficult to predict, varies
not restrict depositors’ access to theiconsiderably from day to day, and must
funds for transactions purposes, becaudee fully satisfied each day. As required
the funds are swept back into transacreserves have declined, the demand for
tions accounts when needed. The initiabalances at the Federal Reserve has
tion of programs that sweep funds out obecome increasingly dominated by these
NOW accounts—in 1997 the most com-more changeable daily payment-related
mon form of retail sweep programs—needs. Nonetheless, federal funds vola-
appears to be slowing, but sweeps dfility did not increase noticeably in
household demand deposits have picketR97. In part this was because the Fed-
up, and the estimated total amount byral Reserve intervened more frequently
which sweep account balances increasetan in the past with open market opera-
in 1997 was similar to that in 1996.tions of overnight maturity in order to
Adjusted for the initial reduction in better match the supply of and demand
transactions accounts resulting from théor reserves each day. In addition, banks
introduction of new sweep programsmade greater use of the discount win-
M1 expanded 6 percent in 1997, a littledow, increasing the supply of reserves
above its sweep-adjusted growth invhen the market was excessively tight.
1996. Significant further declines in reserve

The drop in transactions accountdalances, however, do risk increased
caused required reserves to faluper- federal funds rate volatility, potentially
cent in 1997. Despite this decline, thecomplicating the money market opera-
monetary base grew 6 percent, boostetibns of the Federal Reserve and of the
by a hefty advance in currency. Cur-private sector. One possible solution to
rency again benefited from foreignthis problem is to pay banks interest on
demand, as overseas shipments contitheir required reserve balances, reducing
ued at the elevated levels seen in recemieir incentive to avoid holding such
years. Moreover, domestic demand fobalances.
currency expanded sharply in response
to the strong domestic spending.

The Federal Reserve has been connterest Rates and Equity Prices
cerned that as the steady decline in
required reserves of recent years ifnterest rates on intermediate- and long-
extended, the federal funds rate mayerm Treasury securities moved lower,
become significantly more volatile.on balance, in 1997. Yields rose early in
Required reserves are fairly predictabléhe year as market participants became
and must be maintained on only a twoconcerned that strength in aggregate
week average basis. As a result, thedemand would further tighten resource
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utilization margins and increase infla-indexed securities is sufficiently small
tion unless the Federal Reserve tookhat their yields can fluctuate tempo-
countervailing action. Over the laterarily as a result of moderate shifts in
spring and summer, however, as growtlsupply or demand. Indeed, much of the
moderated some and inflation remainedse in the indexed yield came late in
subdued, these concerns abated signiflhe year, when, in an uncertain global
cantly, and longer-term interest ratesconomic environment, investors’
declined. Further reductions came in théeightened desire for liquidity may have
latter part of the year as economic probmade nominal securities relatively more
lems mounted in Asia. On balanceattractive.
between the end of 1996 and the end With real longer-term interest rates
of 1997, the yields on ten-year andremaining low and corporate profits
thirty-year Treasury bonds fell aboutgrowing strongly, equities had another
70 basis points. At year-end, rates wergood year in 1997, and major stock
approaching their levels of the lateindexes rose 20 percent to 30 percent.
1960s and early 1970s, when thelthough stocks rose early in the year,
buildup of inflation expectations was inthey fell with the upturn in interest rates
its early stages. in February. As interest rates subse-
Survey measures of expectations foguently declined and earnings reports
longer-horizon inflation generally did remained quite upbeat, the markets
move lower in 1997, but by less than theagain advanced, with most broad
drop in nominal yields. As a result, esti-indexes of stock prices reaching new
mates of the real longer-term intereshighs in the spring. Advances were
rate calculated by subtracting these meanuch more modest, on balance, over
sures of expected inflation from nominalthe second half of the year. Valuations
yields indicate a slight decline in realseemed already to have incorporated
rates over the year. In contrast, yields owery robust earnings growth, and in
the inflation-indexed ten-year TreasuryOctober, deepening difficulties in Asia
note rose about a quarter percentagevidently led investors to lower their
point between mid-March (when marketexpectations for the earnings of some
participants seem to have become mord.S. firms, particularly high-technology
comfortable with the new security) andfirms and money center banks. Through
the end of the year. The market for thehe remainder of the fourth quarter,

Selected Treasury Rates Major Stock Price Indexes
Percent Index, December 1996 = 100

15

Thirty-year 120

S&P 500
10
100
’ 5 NASDAQ
Three-month  Five-year 80
| I I I I I I
1965 1970 1975 1980 1985 1990 1995 |
) Y S S [ A |
Note. The twenty-year Treasury bond rate is shown 1996 1997

until the first issuance of the thirty-year Treasury bond, in
February 1977. The data are quarterly. Note. The data are monthly.
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stock prices remained volatile but dis-
played little trend.

Despite the strong performance of
earnings in 1997 and the slower rise of
stock prices in the second half of the
yeatr, valuations seemed to reflect a com-
bination of expectations of quite rapid
future earnings growth and a historically
small risk premium on equities. The gap
between the market's forward-looking
earnings—price ratio and the real interest
rate, measured by the ten-year Treasury
rate less a survey measure of inflation
expectations, was at the smallest sus-
tained level in 1997 in the eighteen-year
period for which these data are avail-
able. Declines in this gap generally
imply either that expected real earnings
growth has increased or that the risk
premium over the real rate investors use
when valuing those earnings has fallen,
or both. Survey estimates of stock ana-
lysts’ expectations of long-term nominal
earnings growth were, in fact, the high-
est observed in the fifteen years for
which these data are available. Because
inflation has trended down over the past
fifteen years, the implicit forecast of the
growth in real earnings departs even
further from past forecasts. However,
even with this forecast of real earnings
growth, the level of equity valuation
suggested that investors were also
requiring a lower risk premium on equi-
ties than has generally been the case in
the past, a hypothesis supported by the
low risk premiums evident in corporate
bond yields in 1997. .
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International Developments in 1997

In 1997 economic growth accelerated ifJnion also showed signs of growth. The
the major foreign industrial countries,countries of central and eastern Europe
with the exception of Japan, wherecontinued to experience generally mod-
growth slowed sharply under fiscalerate growth. Economic activity in
tightening imposed in an atmosphereéfrica expanded, but more slowly than
of already depressed confidence in thduring the spurt of the previous year,
economy and distress in the bankingand activity in the Middle East, which
system. Unemployment remained neanad been showing signs of acceleration,
its record high level in Japan and stayedtagnated again in 1997.
high or rose in continental Europe The U.S. trade deficit in goods and
despite a pickup in economic growth.services in 1997, at $114 billion, was
Budget deficits declined in several Eurolittle different from that in the preced-
pean countries, partly under the influing year. Both exports and imports
ence of measures inspired by the Maasxpanded vigorously, especially during
tricht Treaty objective for 199%,and the first half of the year. Exports slowed
the budget moved into surplus in Candater in the year, even before the effects
ada. Improving budget balances anaf deteriorating economic and financial
steady or falling inflation—which in conditions in Asia began to be felt.
1997 was less than 2 percent on average The current account deficit widened
in the foreign G-10 countries—helpedin 1997, to $166 billion from $148 bil-
move long-term interest rates signifi-lion in 1996, as a result of rising net
cantly lower abroad. payments on the large, negative U.S.
Economic growth in most Asian investment position. A record net accu-
developing countries slowed in 1997 mulation of assets in the United States
with widespread financial turmoil in the by private foreigners exceeded the level
area depressing activity in the latter parof net capital inflows needed to balance
of the year. The pace of economic activihe current account deficit in 1997. For-
ity also generally moderated in Latineign official assets in the United States
America, except in Mexico and Venezu-also increased, but only slightly, in sharp
ela, where growth was more robust. Outeontrast to the massive inflows of the
put expanded slightly in Russia afterprevious two years.
declining for six straight years; most of The exchange value of the dollar rose
the other republics of the former Sovietover 1997 in terms of all major foreign
currencies except the U.K. pound. The
dollar moved up sharply against the cur-

1. According to the Maastricht Treaty, only yancies of most continental European
those countries that had a general government

deficit of 3 percent of gross domestic product orCOl'!n_trles and Japan, where economic
less in 1997 may participate in the EuropearAClivity was moderate or even slow rela-
Monetary Union upon its scheduled commencetive to that in the United States. The
ment at the start of 1999. dollar also appreciated dramatically in

2. The G-10 (Group of Ten) countries are - .
Belgium, Canada, France, Germany, Italy, Japa erms of the currencies of several major

the Netherlands, Sweden, Switzerland, the United\Sian countries, particularly in the
Kingdom, and the United States. second half of the year, when these
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economies were disrupted by financial Economic growth remained robust in
turmoil. the United Kingdom through most of
the year, largely because the service sec-
tor expanded at a rapid pace; growth
Foreign Economies in manufactur_ing was weak. By mid-
year, output likely exceeded the level
In Germany and France, economiagegarded as sustainable. The official
growth was slow early in 1997 butunemployment rate fell sharply to 5 per-
picked up as the year progressedcent, its lowest point in nearly two
Growth continued to be led by netdecades. Some of the decline was
exports, although domestic demand didelated to changes in the system of
accelerate in both countries from itsunemployment benefits. An apprecia-
sluggish pace in 1996. In Italy, by con-tion in sterling relative to other major
trast, net exports were depressed by theurrencies reduced import prices,
lingering effects of the lira’'s apprecia-
tion relative to the dollar and other
major currencies in 1996, somewhaf-hanges in GDP, Demand, and Prices
dampening otherwise solid growth. The Percent, from previous year
stronger lira had reflected, in part, Grossdomestic product
improved prospects for Italy’s inclusion
in the first round of European Monetary
Union.

The shortfall of actual output from
estimated potential narrowed slightly / \V4
in the major countries of continental | | |
Europe, but the improvement had little Total domestic demand
effect on stubborn unemployment.

Reductions in employment subsidies ir

the eastern states of Germany raised tf

unemployment rate there. In Italy, where

a sizable output gap remained, the slac

in the economy contributed to a signifi- _/| \|/|
cant decline in inflation for a second
straight year; prices rose aboutz1per-
cent, the smallest increase since th
late 1960s. Inflation in Germany an 4
France was also below 2 percent.

Efforts to curtail spending in order to 2
reduce the general government budge
deficit achieved notable success in Italy. o,
Germany and France also undertook _ _

. . Norte. Data for the foreign G-10 countries are from
several measures to narrow their def'ﬁational sources. The data are weighted by the countries’
cits, including spending cuts and tempo4987-89 GDP as valued after adjusting for differences in
rary tax increases. These moves werll FEAiets PO 20 (o tee o ©PF o
motivated by the desire of the MaJOr pata for the United States are from the Departments of
countries 1o partieipate I oD e fom chaned (1090) dollas.
Monetary Union from its commence- ,

For GDP and domestic demand, the data are quarterly;
ment, scheduled for January 1999. for consumer prices, the data are monthly.

Foreign G-10

o+ w

Consumer price index

| | | | | |
1994 1997




International Developments 27

but underlying retail price inflation force on growth was exerted by exports,
remained somewhat above the officiabpurred by the lagged effect of the
target of 22 percent, as retailersyen’s depreciation over the past two
appeared to increase their profit margingears. Japan’s weak economy produced
in the face of strong demand. In these widening output gap, and unemploy-
circumstances, the Monetary Policyment remained near its postwar high
Committee of the newly independentof 3%2 percent. Inflation rose—from zero
Bank of England began to tighten monein 1996 to 2 percent in 1997—but
tary conditions. only because of the consumption tax

In Canada, both consumption andncrease.
business investment moved significantly Economic growth elsewhere in Asia
higher in 1997, spurred by the moneslowed in 1997, largely because of
tary easing of the previous year. Theséinancial turmoil in the region in the
expenditures overcame a sharp drop isecond half of the year. Thailand was
net exports to narrow the output gaphe first to be affected, but severe disrup-
substantially and push the unemploytions in financial markets soon spread
ment rate below 9 percent. With someo other countries, notably Indonesia
slack left in the economy, however,and South Korea. These developments
inflation fell from the midpoint of the appeared to be triggered by a crisis of
Bank of Canada’s target range of 1 pereonfidence in the medium-term pros-
cent to 3 percent to just below the botpects for these economies given a clus-
tom of the range. Nonetheless, shortter of factors: substantial external defi-
term interest rates were raised sharply igits in some of the economies, exchange
the second half of the year, largely inrates that generally appeared to be over-
response to the depreciation of the Canasalued, weak financial systems, and
dian dollar. With Canada a major com-government policy responses to the ini-
modity exporter, the currency was hurtial disruptions that were widely viewed
by the expectation that global demands inadequate. Pressures persisted de-
for commodities would be adverselyspite the provision of financial assis-
affected by developments in Asia. Thetance to several countries under pro-
achievement of a budget surplus in Cangrams supported by the International
ada reflected sharp spending reductioniglonetary Fund, and the need for struc-
over the past four years as well as aural reforms became apparent.
surge in tax receipts from a booming
economy and a rising stock market.  Exchange Value of Selected Asian

Japan’s economic activity picked upCurrencies versus the Dollar
early in the year in anticipation of the December 1996 = 100
April 1 increase in the consumption tax
but fell in the second quarter after the
tax came into effect. Economic and
financial performance later in the yeal
was impeded by concerns that problem
in other Asian economies would spill
over, adversely affecting trade and bani
solvency. As a result of these difficul-
ties, domestic demapd decli_ned during 1997
1997' with consumption and 'nvesm_‘em Norte. Dollars per unit of foreign currency. The data
particularly weak. The only positive are monthly.

A Hong Kong dollar

100

Korean won
80
Thai baht

60
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South Korea and the major econofemained relatively favorable: Growth,
mies of Southeast Asia—Thailand, Ma-though easing from the very rapid pace
laysia, Indonesia, and the Philippines—ef the preceding year, continued to be
all experienced abrupt and deepobust, inflation declined further, and the
currency depreciation, a collapse intrade balance remained in surplus.
equity prices, and a sharp increase in
interest rates. As a result, activity sub-
sided throughout the region and actuall
declined in the fourth quarter in severalThe vigorous growth of the U.S. econ-
of these countries. For 1997 as a wholegmy in 1997 spurred another year of
only Thailand’s economy contracted,strong expansion in real imports of
but growth rates were down sharply ingoods and services. A surge in imports
the other countries. Weaker growth anakarly in the year subsided only slightly
depreciated currencies in the affectech later months, resulting in an inflow
countries caused their external balancesbout 14 percent greater than in 1996;
to start swinging sharply toward sur-imports had also expanded briskly in the
plus late in the year. The sharp currencearlier year, at a rate of about 12 per-
depreciations also boosted inflation
rates. . . . U.S. International Trade

The sprea_ld of financial turm0|l_ also Billions of dollars, SAAR
affected China and the economies of
Hong Kong and Taiwan, although not as
virulently as elsewhere. The peg of the
Hong Kong currency to the U.S. dollar
was maintained, and the Chinese
authorities did not change the value
of the yuan. In Taiwan, the authorities
allowed the currency to depreciate — L1 I I |
somewhat ear|y in the crisis after br|ef|y Ratio scale, billions of chained (1992) dollars
attempting to defend the peg to the dol: Trade in goods and services
lar. Growth rates in these economies
slowed only moderately on balance fromr
the rapid pace of the previous year. Ir
China, surging exports contributed ta
the largest trade surplus in the country’
history. I R R B B B

Growth generally moderated in Latin Ratio scale, 1992 = 100
America, except in Venezuela, Where Gpp price index (chain-type)

a strong recovery from the downturn
of the previous year began. Late in the
year, many Latin American economies
experienced spillover effects from the
financial crisis in Asia. Hardest hit was
Brazil, where interest rates had to be
raised sharply to defend the crawling

currency peg, leading to an abrupt slow-
Note. The data are from the Department of Com-

Ing of aCtIVIIy in the f!r]al q!larter Qf merce; they are quarterly and seasonally adjusted. Data
the year. Overall, conditions in MeXico for trade are at annual rates.

.S. International Transactions
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U.S. International Transactions
Billions of dollars, seasonally adjusted

Quarter
Year
Transaction 1996 1997
1996 | 1997 | Q4 Q1 ‘ Q2 ‘ Q3 ‘ Qa

Goods and services, net............oiiiii i ~111 -114  -26 -29 -26 -30 -29

EXPOIS . vt .. 849 932 220 224 235 235 238
Merchandise. ... .. 612 678 158 162 171 170 175
SEIVICES . . ittt .. 237 253 62 62 63 64 64

IMPOIS ..t .. 9601,045 246 253 260 265 267
Merchandise. ... .. 803 877 206 212 218 222 224
SEIVICES . . ottt ettt .. 157 168 40 41 42 42 43

Investmentincome, net................ooo . 3 -14 1 -2 -3 -4 -5
Direct investment, net..................ocoiienn.n. . 67 68 19 17 18 17 16
Portfolio investment, net.......................... . —64 -82 -18 -19 -21 -21 -21

Unilateral transfers, private and government, net. . ... | -40 -39 -12 -9 -9 -9 -12

Current accountbalance ............................ .-148 -166 -37 -40 -38 -43 -46

Private capital flows, net (outflows) .................. . 67 246 8 21 58 51 117
Bank-related capital, net (outflows) ................ -88 -9 -28 45 * -21 56
U.S. net purchases) of foreign securities........... -108 -79 -30 -15 -22 -39 -4
Foreign net purchases (+) of U.S. securities. . ...... 289 352 100 87 97 97 72

Treasury SeCUrities .. ........ooveveiirernnnennn. . 156 163 68 48 45 36 34
Corporate and other non-Treasury bonds. ... .... 121 122 31 29 30 37 27
Corporate StocKS ... ... - 13 67 1 10 22 23 12

Direct investment flows, net (outflows) ............ -11 -12 -13 4  -10 3 -8
U.S. direct investment abroad. ................... . 88 -119 31 -27 -37 -23 -33
Foreign direct investment in United States. ... ... 7 108 18 31 27 26 25

Foreign holdings of U.S. currency .................. . 17 25 8 3 5 7 10

Other corporate capital flows, net.................. . 32 -32 -29 -14 -12 4 =10

Foreign official assets in United States (increase, +)...[ 122 18 33 29 -5 22 =27

U.S. official reserve assets, net (increase, ............ 7 -1 * 4 * -1 -5

U.S. government foreign credits and other claims,.net . -1 * * * * * *

Total diSCrepancy. . ..........ovvvviinieieiiiaaannnn. .. —47 -97 -3 -14 -14 -29 -40
Seasonal adjustment discrepancy. ................. . 0 0 3 7 -1 -8 3
Statistical discrepancy................ooviiiin. . —47 -97 -6 -21 -13 -21 -43
Note. Components may not sum to totals because of p Preliminary.

rounding. Source. Department of Commerce, Bureau of Eco-
*In absolute value, greater than zero and less thamomic Analysis.

$500 million.

cent. Also encouraging imports waseconomic activity in many U.S. trading
another round of falling prices for goodspartners. Growth of U.S. exports to Latin
other than oil, importantly influenced by America and Canada was particularly
the strong dollar. The most pronouncedtrong, and exports to western Europe
increases in imports were in capitalalso increased at a healthy pace.
goods, consumer goods, and automotive With imports expanding at a some-
products. what faster pace than exports, the
Exports also exhibited strong growthalready sizable U.S. trade deficit wid-
in 1997, particularly during the first half ened a bit further in 1997, from
of the year. Real exports of goods ancé111 billion to $114 billion. Because
services rose 10 percent after increasingayments of investment income by U.S.
9 percent the preceding year. Exportsesidents to foreigners exceeded the
accelerated despite the appreciation akverse flow, the current account deficit
the dollar because of the pickup inincreased by a larger amount. That
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payments of investment income exdin the United States amounted to a
ceeded receipts—for the first time inrecord $108 billion, largely the conse-
this century—reflects the large deteriogquence of an ongoing trend of mergers
ration in the country’s net internationaland acquisitions between U.S. and for-
investment position that has accompaeign companies.

nied persistent current account deficits U.S. direct investment abroad reached
over the past decade and a half. a record high of $119 billion in 1997.

Both foreign ownership of assets inU.S. net purchases of foreign securities
the United States and U.S. ownershipvere $76 billion in the first three quar-
of assets abroad increased substantialtgers of 1997, a little below the pace for
in 1997, as they have for several yearsl996, but net purchases in this category
Worldwide, asset holders have becoméll sharply in the fourth quarter, prob-
increasingly willing to expand their ably reflecting wider perception of
portfolios across borders. The gatheringncreased risk as a result of the financial
financial storm in Asia led, particularly market turmoil in Asia. Banks in the
in the last quarter of the year, to sig-United States reported a large increase
nificant and opposite net shifts in thein net claims on foreigners in the first
holdings of assets in the United Stateguarter, but much of this outflow was
by foreign authorities and privatereversed later in the year.
foreigners. Recorded net outflows of capital

Foreign official assets in the Unitedexceeded the current account deficit by
States rose somewhat in the first nin@ substantial margin in 1997 for the
months of 1997 but declined sharplysecond year running. This negative sta-
late in the year; the net inflow for thetistical discrepancy indicates that net
year was only $18 billion, comparedpayments in the current account or net
with $122 billion the year before. The outflows in the capital account have
net outflow in the fourth quarter wasgone unrecorded. Although the U.S.
concentrated among Asian countries anthternational accounts rarely sum to zero
a few developing countries elsewherén practice, the size of the discrepancy
that were experiencing exchange-markeind its shift from a positive to a negative
pressures. number recently are puzzling.

The increase in 1997 in the holdings
of U.S. securities by private foreignersF
surpassed previous annual increases. Ne
purchases of U.S. stocks by privateThe dollar gained 1% percent to
foreigners were particularly strong, al5 percent against the mark and other
record $67 billion. Net purchases of U.Scontinental European currencies tightly
Treasury securities by private foreignlinked to the mark (measured as the
parties remained robust; more tharthange between the average for Decem-
$30 billion net were purchased in Octo-ber 1996 and that for December 1997).
ber alone, when developments in Asidalhis increase was consistent with strong
increased the attractiveness of holdingb.S. economic growth and more moder-
in the United States. (Later in the yearate growth in continental Europe. Un-
some Asian investors liquidated theircertainties related to the prospective for-
holdings to obtain needed funds.) Nemation of European Monetary Union
purchases of U.S. corporate and othemay also have played a role. The mark
bonds also stayed high. In addition toappreciated somewhat in terms of the
these inflows, foreign direct investmentdollar during the late summer and fall as

Preign Exchange Developments
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the Bundesbank raised interest ratesiated briefly, but later evidence that
When conditions in Germany subsegrowth had stalled after the tax increase
quently made it seem less likely that theundermined the currency again. Down-
Bundesbank would tighten further, theward pressure intensified when Japan’s
mark weakened again. weakened financial system and sluggish
The dollar moved little in terms of the economy were exposed to further stress
U.K. pound. Sterling was boosted relafrom economic and financial collapse in
tive to other European currencies byseveral key Asian countries.
a strong economy and the Bank of The dollar appreciated substantially
England’s moves to tighten monetaryin terms of the currencies of most East
policy. Versus the Canadian dollar, theAsian economies during the second half
U.S. currency firmed nearly 5 percentof 1997. Because a large portion of the
chiefly toward the end of the year. Theexternal debt of these countries was
Asian financial crisis dampened prosdenominated in foreign currencies and
pects for worldwide economic growth,had short maturities, the devaluations
putting downward pressure on pricegreatly hobbled the ability of borrowers
for primary commodities, an importantto roll over their liabilities. The Mexican
part of Canada’s economy. Its currencyeso, which had firmed vis-as the dol-
declined even in the face of significantar earlier in the year, also came under
monetary policy tightening by the Bankpressure as investors feared that diffi-
of Canada. culties in Asia would spread to Latin
Versus the yen, the dollar rose nearlyAmerica. On balance, the dollar appreci-
14 percent on balance. Early in the yealted 32 percent in terms of the peso in
concerns about the resilience of Japan$997.
banking system in the face of proposed
financial deregulation weakened the ye : .
The schedule% increase in taxes on %oﬂf_orelgn Exchange Operations
sumption in April also undermined pros-U.S. authorities did not intervene in
pects for sustained economic growthforeign exchange markets in 1997.
When domestic demand initially seemedReported net sales of dollars by major
to weather the tax increase and nefioreign central banks were $10 billion
exports also burgeoned, the yen appreén 1997, in contrast to net purchases of
$46 billion in 1996.
Exchange Value of the Dollar At the end of the year, the Federal
versus Selected G-10 Currencies Reserve held the equivalent of $17,046
December 1996 =100 million, valued at current exchange
rates, in marks and yen. With the dol-
lar's appreciation versus both currencies
in 1997, the cumulative gains on Sys-
tem foreign currency holdings declined
$2,593 million, to $358 million. In the
absence of transactions in foreign cur-
rencies, the System did not realize any
gains or losses. .

German mark

115

Japanese ye
105

Canadian dollar
L L L L L L L L L L L
1997

Notke. Foreign currency units per dollar. The data are
monthly.




33

Monetary Policy Reports to the Congress

In this chapter are reports submittedtively moderately, and further success in
to the Congress on February 26 andcontrolling health care costs helped to
July 22, 1997, pursuant to the Fulltemper the rise in benefits. Moreover,
Employment and Balanced Growth Acsignificant declines in the prices of U.S.
of 1978. imports, owing to low inflation abroad
and appreciation of the dollar on for-
eign exchange markets, tended to hold
Report on February 26, 1997  down domestic prices. Damped inflation
expectations probably contributed as
. well to the favorable price performance:
'I\Eﬂgglﬁct)zrir:%:: Fg&'ﬁgo?(nd the A Ien.gthening run of years during which
inflation has been in a more moderate
The economy performed impressivelyrange, together with an understanding
this past year, and the members of thef the Federal Reserve’s commitment to
Board of Governors and the Reservenaintaining progress toward price sta-
Bank presidents anticipate that 199ility, may have discouraged aggressive
will bring further appreciable economic pricing behavior. Business firms con-
expansion with relatively low inflation. tinued to rely on cost control and gains
In 1996, solid advances in the real expenin productivity, rather than on price
ditures of households and businesses lédcreases, as the primary channels for
to sizable gains in output. Employmentachieving profit growth.
rose briskly, and the unemployment Still, the Federal Open Market Com-
rate edged down to its lowest level ofmittee (FOMC) recognized the danger
the current expansion. Consumer pric¢hat pressures emanating from the tight
inflation increased owing to the likely labor market might trigger an accel-
temporary effects of firmness in fooderation of prices, which could eventu-
and energy markets, but some broadelly undermine the ongoing economic
price measures showed inflation holdingexpansion. Consequently, although con-
steady or even declining. With the econditions last year were not deemed to
omy strengthening, intermediate- andvarrant immediate policy action, the
long-term interest rates rose on net, buEommittee’s policy directives starting
credit continued to be amply availablein mid-1996 reflected a perception that
to businesses and most households, aride most likely direction of any policy
equity prices soared. action would be toward greater restraint
Several factors helped to restrainn the provision of reserves to the bank-
price increases this past year in the facilg system. Forestalling a disruptive
of high levels of resource utilization. buildup of inflationary pressures in the
With workers still concerned to somenear term and moving toward price
degree about job security, acceleratiostability over time remain central to the
in hourly compensation was not soSystem’s mission of promoting maxi-
pronounced as in comparable periods imum sustainable growth of employment
the past; wage increases picked up reland production.
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Monetary Policy, Financial cated its view that near-term economic
Markets, and the Economy in 1996developments were more likely to lead
to a tightening of policy than to an eas-
The FOMC eased the stance of moneing. Labor markets continued to be taut
tary policy twice around the beginningover the balance of the year, and this
of last year—in December 1995 andbias toward restraint was included in
in January—Ilowering the federal fundsdirectives adopted at all of the Commit-
rate ¥> percentage point in total, totee’s remaining meetings in 1996.
5Y4 percent. These actions were taken to After having peaked during mid-
offset the effect on the level of the realsummer, interest rates moved down on
federal funds rate of declines in inflationbalance through the fall, as expansion of
and inflation expectations in the second¢onsumer spending and economic activ-
half of 1995 and thereby to help ensuréty in general appeared to be moderating
the resumption of moderate economi@and markets saw less likelihood of a
growth after the marked slowdown andneed for Federal Reserve firming action.
inventory correction in late 1995. By theEquity prices fell back for a time during
spring, economic growth had becomehe summer, reversing some of the sub-
more vigorous than either the Commit-stantial increase registered over the first
tee or financial markets had foreseen. lhalf of the year, but by autumn they had
response, intermediate-and longer-termeached new highs. Interest rates and
interest rates as of mid-May were updollar exchange rates turned back up
around a full percentage point from thelate in the year when signs of rapid
two-year lows reached early in the yeargrowth and more intense use of the
In combination with some softening ofeconomy’s resources re-emerged. Since
economic activity abroad and declinegear-end, interest rates have changed
in interest rates in major foreign indus-little, on net. The foreign exchange
trial countries, these developments convalue of the dollar has posted fur-
tributed to a further appreciation of thether gains, in part reflecting greater-
dollar, building on the rise that hadthan-expected weakness in Europe and
started in mid-1995. The Committeerenewed pessimism about economic and
anticipated that the increase in thdinancial prospects in Japan. Equity
cost of credit, along with the higherprices have registered new highs
exchange value of the dollar, would besince the start of the year. As of mid-
sufficient to foster a downshift in eco-February, intermediate- and long-term
nomic expansion to a more sustainabl@terest rates were up abotto ¥4 per-
pace and contain price pressures; thus,entage point, on balance, since early
left its policy stance unchanged at its1996, and the value of the dollar was up
spring meetings. around 9 percent against an average of
By early summer, however, the con-other Group of Ten currencies.
tinued momentum in demand and pres- For the nonfinancial business sector,
sures on labor resources that were beintipe effect of the higher intermediate-
reflected in faster growth in wages wereand long-term interest rates on the over-
seen as posing a threat of increasedll cost of funds last year was offset to
inflation. Core inflation remained mod-some degree by an easing of lending
erate, but in light of the heightened riskterms at banks and a narrowing of yield
that it would turn upward, the Commit- spreads on corporate bonds over Trea-
tee in its early July directive to the Man-suries, as well as by declines in the cost
ager of the Open Market Account indi-of capital in the equity market. Encour-
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aged, perhaps, by the prospects of sugconomic Projections for 1997
tained economic expansion and low

inflation, banks, market lenders, andwith the economy free of serious imbal-
equity investors displayed a strong appeances, prospects appear favorable for
tite for business obligations and seemetlurther growth of activity and expansion
willing to require less compensation forof job opportunities in the coming year,
the possible risks entailed. Some houselthough resource constraints seem
holds, by contrast, faced a tightening ofikely to keep the pace of growth below
standards and terms with respect tthat of 1996. The central tendency of
credit card debt and some other typethe growth forecasts of gross domes-
of consumer debt last year, as bank#ic product put forth by the members
reacted to a rising volume of delinquen-of the Board of Governors and the
cies and charge-offs on these instruReserve Bank presidents is from 2 per-
ments. However, credit availability cent to 24 percent, measured as the
under home equity lines increased, parchange in real output between the final
ticularly from finance companies butquarter of 1996 and the final quarter
also from banks. Overall debt growthof 1997. Output growth of this mag-
slowed slightly but remained near thenitude is expected to result in little
midpoint of its 3 percent to 7 percentchange in the civilian unemployment
monitoring range. The growth rates ofrate, which is projected to be between
M2 and M3 edged up last year and, a&¥s percent and % percent in the
was anticipated in the monetary policyfourth quarter of this year. These fore-
reports to the Congress last Februargasts of GDP growth and unemploy-
and July, both aggregates ended 199ent are similar to those of the Admin-
near or above the upper end of theiistration. The central tendency of the
growth ranges. Again last year, thepolicymakers’ forecasts of the con-
growth of M2 relative to nominal sumer price index for 1997 spans the
income and interest rates was generallselatively narrow interval of 24 per-

in line with historical relationships, in cent to 3 percent, with the lower bound
contrast to its behavior during the earlynear the inflation forecast of the
years of the decade. Administration.

Economic Projections for 1997

Percent
Federal Reserve governors
and Reserve Bank presidents
Indicator Administration
Central
Range tendency
Change, fourth quarter
to fourth quartef
Nominal GDP ... . W4-5Y4 AY—4a 4.6
RealGDP ... ... . 232 2-2Y4 2.0
Consumer price indeX. .................... . 23> 2¥4-3 2.6
Average level,
fourth quarter
Civilian unemploymentrate ............... 5:-5Y> 5Y4-5Y> 5.4

1. Change from average for fourth quarter of preced- 3. All urban consumers.
ing year to average for fourth quarter of year indicated.
2. Chain-weighted.
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Consumer spending, which account3§he major reason for expecting a
for about two-thirds of total GDP, smaller CPI increase this year is a more
should be supported in coming quarteréavorable outlook for food and energy
by further gains in income and the subyprices. Prices of farm products have
stantial increase in household net wortldropped back from the highs of last
that has occurred over the past twesummer, and, barring further weather
years; debt problems, although rising oproblems, this year's rise in food prices
late, do not seem to be so widespreadt retail should be considerably smaller
as to threaten the ongoing expansiothan that of 1996. Oil prices have
of household expenditures in the aggrerecently declined and seem likely to ease
gate. In the business sector, balancmirther in coming months as world
sheets are strong, profits have beeproduction and consumption come back
rising, and efforts to bolster efficiencyinto better balance; this price relief is
through the use of technologicallyimportant not only because of the direct
advanced equipment are continuing agffects on the price of gasoline and other
an intense pace. In the commercial reatonsumer energy items but also because
estate market, the supply—demand bapetroleum is a major element in the cost
ance has shifted in many locales to &f producing and distributing many
point at which interest in office building other goods. By contrast to the favorable
projects has picked up noticeably. Theseutlook for food and energy prices,
conditions, together with the readysome risk exists that core inflation could
access to a wide variety of sources ofurn up during the coming year. The
finance that businesses currently areminimum wage will be moving up
enjoying, should keep investmentfurther in 1997, compounding whatever
spending on an upward trajectory. Foreost pressures might be in train as a
eign demand for U.S. products shouldesult of labor market tightness, and the
continue to rise with growth of the degree to which businesses can continue
world economy, even in the wake of theto absorb stepped-up increases in labor
significant appreciation of the dollarcosts without raising prices more rap-
since the first half of 1995; however,idly is not certain.
imports also seem likely to remain on a As noted in the July 1996 monetary
clear upward trend, given the prospectpolicy report, the CPI forecasts of the
for continued expansion of the U.S.governors and Reserve Bank presidents
economy. Government expenditures fomcorporate allowances for the technical
consumption and investment probablymprovements to this index that have
will follow recent trends, with further been made by the Bureau of Labor Sta-
cutbacks in real outlays at the federatistics. These technical changes are esti-
level and moderate increases in thenated to have trimmed the reported rate
combined purchases of state and localf CPI inflation slightly in each of the
governments. past two years, and additional changes

Although the risk of increased infla- will be affecting the rise in the index
tion pressures is significant, especiallyn 1997. In view of the remaining diffi-
in view of the tightness of the labor culties of accurately measuring price
market and the strength in activity thatchange in a highly complex and rapidly
has been evident recently, Federathanging economy, alternative price
Reserve policymakers expect this year'sndexes will continue to be given sub-
rise in the consumer price index to bestantial weight, along with the CPI, in
somewhat smaller than that of 1996monitoring progress toward the long-
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run goal of price stability. Some of therates that heightened the attractiveness
broad measures of inflation derived fronof capital market instruments relative to
the GDP accounts slowed in 1996; théank deposits; and the expanding avail-
Committee is concerned that, even if thebility and growing acceptance of stock
CPI decelerates as expected in 199A4nd bond mutual funds as household
other indexes—with different scope andnvestments.
weights—may pick up in reflection of With the waning of all but the last of
the pressures on productive resources. these influences, movements in velocity
have become more predictable over the
past couple of years. This recent evi-
Money and Debt Ranges for 1997 dence of stability, however, covers only
Again in 1997, the Committee has seh relatively brief period, and its durabil-
ranges for M2 and M3 that would ity remains uncertain. In these circum-
encompass monetary growth expectestances, the Committee has opted to
to be consistent with approximate pricecontinue treating the ranges as bench-
stability and a sustainable rate of reamarks for the trends of money growth
economic growth, assuming that theconsistent with price stability rather than
behavior of velocity is in line with as short-run targets for policy. Mean-
historical norms. These ranges aravhile, the actual behavior of the mone-
unchanged from those for 1996: 1 pertary measures will be monitored for such
centto 5 percent for M2 and 2 percent tanformation as it may convey about
6 percent for M3. underlying economic developments.

As has been the case for several years, The central tendency of the Commit-
the 1997 ranges for M2 and M3 were setee’s expectations for nominal GDP
against a backdrop of uncertainty abougrowth in 1997 is slightly below that
the stability and predictability of their registered in 1996. Thus, if velocity
velocities. A long-run pattern of rea-behaves as it did last year, M2 and M3
sonably stable velocity behavior brokemight decelerate a bit but even so would
down in the early 1990s when the pub-again expand around the upper ends
lic’'s holdings of monetary assets wereof their growth ranges. Debt of the
depressed by several factors: the comonfinancial sectors is anticipated to
traction of the thrift industry; a tight- increase this year at around the pace of
ening of credit supplies and delev-last year, remaining near the midpoint of
eraging by businesses and householdis unchanged 3 to 7 percent range.
an extremely wide spread between
short- and intermediate-term mteres‘Economic and Einancial

Developments in 1996 and

Ranges for Growth of Monetary Early 1997

and Debt Aggregates The economy turned in a remarkably

Percent favorable performance this past year.
Preliminary estimates indicate that real

Aguregate| 1995 | 1996 | 1997 GDP rose more than 3 percent over

M2 .. 15 1-5 1-5 the four quarters of 1996, one of the

Meil 28 0 2% larger gains of the past several years

and appreciably more than the FOMC
Note. Change from average for fourth quarter of

preceding year to average for fourth quarter of yearwas eXp.eCtmg a year ago. A!thOUQh
indicated. intermediate- and long-term interest
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rates moved up, credit remained readilyronic equipment outpaced the growth
available to most borrowers, and equityof other household outlays by a
prices rose substantially. Expansion ofvide margin in 1996. Sizable increases
the debt of nonfinancial sectors continwere also reported for most other types
ued at about the 5 percent rate it hasf consumer durables. However, real
maintained over the past several yeargxpenditures on vehicles changed little
and growth of the stock of moneyon net over the year, as gains achieved
picked up a little to its most rapid paceduring the first half were reversed after
this decade. These financial develmidyear. Late in 1996, sales of light
opments provided support for strongvehicles may have been constrained to
advances in the real expenditures ofome degree by supply shortages that
households and businesses, and thaose during strikes in the United States
growth of exports held up well in the and Canada; early in 1997, vehicle sales
face of an appreciating dollar. Tightnesstrengthened. Consumer purchases of
of the labor market led to a moderatenondurables rose%4 percent in 1996
pickup in wage increases in 1996. How-after having increased 1 percent dur-
ever, acceleration of prices was confinethg 1995. Spending for services rose
largely to the food and energy sectors2¥2 percent last year, about the same as
prices for other consumer productghe average gain in previous years of the
decelerated, as did prices paid byexpansion.
businesses for capital goods and mate- After-tax personal income increased
rials. Economic data for early 19975 percentin nominal terms over the four
show the unemployment rate holding inquarters of last year. Wages and salaries
a low range with the inflation trend still rose briskly, and the income of farm
subdued. proprietors surged. Other types of
income generally exhibited moderate
gains. Given the low level of price infla-
Economic Developments tion, the rise in nominal income trans-
lated into another significant advance in
real disposable income—abou¥s2per-
cent over the year.
After having risen less than 2 percent in As in 1995, strong cross-currents con-
1995, real personal consumption expertinued to shape individual households’
ditures moved up % percent in 1996. willingness—and ability—to spend
Although debt problems arose withfrom current income. Huge increases
greater frequency this past year, housen stock market wealth provided some
holds benefited from healthy increasefouseholds the wherewithal to boost
in real income and another year of sizspending at a pace considerably faster
able gains in wealth. Consumers wer¢han the growth of disposable income.
relatively optimistic about prospects forBut a number of households were likely
the economy at the start of 1996, andheld back by the need to divert income
they became more so as the yeato the servicing of debt, and according
progressed. to some survey evidence, households
Real outlays for consumer durablesave become more concerned about sav-
rose more than 5 percent in 1996 after ing for retirement. Responding to these
gain of only ¥4 percent during 1995. influences, the annual average of the
As has been true for many years, regbersonal saving rate was up slightly
expenditures on computers and elecrom that of 1995; however, it remained

The Household Sector
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relatively low compared with its longer- Although market conditions for multi-
run average. family properties varied considerably
Residential investment expendituregrom city to city in 1996, the national
posted a gain of 4 percent in real terms&verage vacancy rate for multifamily
over the four quarters of 1996, morerental units remained relatively high,
than reversing a small decline in theand demographic influences were prob-
previous year. Demand for single-familyably less supportive of multifamily
housing was especially strong. Althougthousing than they were a decade or so
interest rates on longer-term fixed-ratego. Also, manufactured houses have
mortgage loans moved up considerablprovided an increased number of fami-
in 1996, a substantial number of homelies with an alternative to rental apart-
buyers sidestepped at least the initiainents in recent years.
costs by using adjustable-rate loans that
were available at lower rates. The effeqtﬁ.he Business Sector
of the rate increases on the single-family
market were cushioned by other influ-Business fixed investment recorded a
ences as well, most notably the growtHifth consecutive year of strong expan-
of employment and income. Even forsion in 1996, rising about 9 percent
fixed-rate loans, mortgage financingaccording to the initial estimate. As in
costs held at a level that, by historicalother recent years, investment was
standards, was low relative to householdriven by rising profits, favorable trends
incomes. All told, sales of new homesin the cost of capital, and the ongoing
surged to the highest annual total okfforts of businesses to boost efficiency.
the current expansion, and sales oAlthough much of the investment spend-
existing homes established a historicaing was to replace depreciated equip-
high. New construction of single-family ment, the net addition to the aggregate
dwellings also rose but not so dramaticapital stock appears to have been sub-
cally as sales, as builders apparentlgtantial. The rate of rise in the stock has
chose to work off some of their inven-picked up over the past two or three
tories of unsold units, which hadyears after subpar growth through the
climbed in 1995. Mild sluggishness inlatter half of the 1980s and first few
starts toward the end of 1996—whichyears of the 1990s; the resulting rise in
was probably exacerbated by poothe level of capital per worker should
weather in December—was followed byenhance labor productivity and potential
more upbeat indicators of new construceutput.
tion in January of this year. Equipment outlays moved up almost
Construction of multifamily units 9%z percent in real terms in 1996. Busi-
maintained a path of recovery from theness purchases of office and computing
extreme lows of the early 1990s, mov-equipment once again rose much faster
ing up about 13 percent in terms ofthan the outlays for other types of equip-
annual totals. The number of multifam-ment. Computer purchases were pro-
ily units started—about 315,000—waspelled by many of the same forces that
double the number started in 1993, whehave been at work in other recent
construction of these units was at ayears—most particularly, the expansion
low. However, compared with previ- of networks and the availability of new
ous peaks, the 1996 total was lessodels of computers embodying sub-
impressive—starts were twice as higtstantially improved computing power
in some years of the 1970s and 1980wt highly attractive prices. Outlays for
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communications equipment also rosenoderate on average. Stocks at year-end
quite rapidly in 1996. Gains for other generally appeared to be at comfortable
types of equipment were generally mordevels relative to recent trends in sales.
modest. Business profits turned in another
Investment in nonresidential struc-strong performance in 1996. Economic
tures also rose substantially over therofits of all U.S. corporations rose at
four quarters of 1996, posting the largesan annual rate of more than 10 percent
advance in several years. BusinesBom the final quarter of 1995 to the
spending on structures went through athird quarter of 1996. Profits earned by
extended contraction in the latter parforeign subsidiaries of U.S. corporations
of the 1980s and early 1990s, and untifluctuated from quarter to quarter but
recently the subsequent recovery hasemained at high levels, and returns
been relatively slow. That the 1996 gairfrom domestic operations rose substan-
in nonresidential investment would betially, for both financial and nonfinancial
so large was not evident until late in thefirms. Domestic profits of nonfinancial
year, when incoming data began to traceorporations amounted to 10.7 percent
out sizable increases in new construcef the nominal value of these firms’
tion for many types of buildings. Invest- output in the third quarter, the highest
ment in office buildings scored an espereading of the current expansion.
cially large gain over the year, amid
widespread reports of firming marketT
conditions and reduced vacancy rates,
and real outlays for other commercialReal federal expenditures on consump-
structures moved up for a fifth consecution and gross investment—the part of
tive year. Financing appears to be irfederal spending that is included in
ample supply for commercial construc-GDP—rose about 2 percent, on net,
tion, and according to reports from thefrom the fourth quarter of 1995 to the
District Reserve Banks, speculativefourth quarter of 1996, but the rise was
office building projects—that is, thosemostly an artifact of late-1995 real pur-
without pre-committed tenants—arechases having been pushed to especially
becoming more common. low levels by government shutdowns.
Inventory investment was relatively The underlying trend of federal con-
subdued in 1996. The stock of nonfarnmsumption and investment expenditures
business inventories rose less than 2 peprobably is better represented by the
cent over the four quarters of the year2¥> percent annual rate of decline from
the smallest increase since 1992. Busihe fourth quarter of 1994 to the final
nesses had been moving toward guarter of 1996. Reductions have been
reduced rate of stockpiling over much ofapparent over the past two years both
1995, and the rate of accumulation cam real defense purchases and in real
almost to a halt in early 1996, whennondefense purchases.
stocks of motor vehicles plummeted in Federal expenditures in the unified
conjunction with a strike at two plantsbudget increased about 3 percent in
that manufacture auto parts. Thereaftenominal terms in fiscal 1996 after hav-
inventory developments were relativelying increased 3 percent in fiscal 1995.
uneventful. Stocks of vehicles changed&lower growth was recorded across
little on net over the final three quartersmany budgetary categories this past
of the year, and accumulation of inven-year, and outright declines were reported
tories by other nonfarm businesses was some. Combined expenditures on

he Government Sector
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health, social insurance, and incomevhich make up the next biggest portion
security—items that account for moreof state and local purchases, rose about
than half of all federal outlays—moved4¥2 percent in real terms. In the aggre-
up 4v> percent, the smallest increase thigiate, the budget picture for state and
decade. Defense spending was dowilocal governments was relatively stable
about 24 percent in nominal terms, andin 1996, as the surplus of nominal
net interest outlays rose much less rapreceipts over nominal current expendi-
idly than in fiscal 1995. Measured rela-tures changed little from the positive
tive to the size of nominal GDP, total readings of other recent years.
outlays in the most recent fiscal year
were the smallest since 1979. Leglsla=|.he External Sector
tive restraint has led to cuts in a number
of discretionary programs in recentThe nominal trade deficit for goods and
years, and the expanding economy haservices widened to $115 billion in 1996
relieved pressure on those outlays thdtom $105 billion the previous year. For
tend to vary inversely with the strengththe first three quarters of the year, the
of activity. current account deficit totaled $165 bil-
Federal receipts increased abouton at an annual rate, somewhat greater
7%2 percent in fiscal 1996, the third yearthan the $150 billion deficit recorded in
in which growth of receipts outpaced1995.
growth of nominal GDP by a significant The quantity of imports of goods and
margin. Receipts from individual services rose strongly over the four
income taxes climbed more than 11 perguarters of 1996—about¥8 percent
cent in the most recent fiscal year, inaccording to the preliminary estimate—
conjunction with healthy increases inafter having expanded only74 percent
households’ taxable earnings from capithe previous year. The pickup in U.S.
tal and labor. Taxes on corporate profitseal output growth boosted the demand
also continued to rise rapidly, more orfor imported goods, as did the declines
less in step with the growth of businessn the prices of non-oil imports. Sizable
earnings. The rapid growth of receiptsjncreases in import volume were wide-
coupled with the restrained growth ofspread among most major merchandise
expenditures, brought the unified budgetrade categories, with the notable excep-
deficit down to $107 billion in fiscal tions of oil and semiconductors.
1996 from almost $165 billion in fiscal Very strong export growth in the
1995. The deficit as a share of nominafourth quarter of 1996 raised the yearly
GDP was 1.4 percent, the smallest igain in the quantity of exports of goods
more than twenty years. and services to % percent. Growth in
The aggregate consumption andhe economies of our major trading part-
investment expenditures of state anders was only moderate on average but
local governments rose¥2 percent in was somewhat faster than in 1995. As
real terms over 1996. This gain wasa consequence, growth of exports was
about the same as those of the two prevsimilar to the 1995 rate despite the
ous years. Outlays for services, whichappreciation of the dollar. Over the past
consist mainly of employee compensayear, most of the rise in the value of
tion and account for more than two-merchandise exports went to Canada
thirds of all state and local purchasesand Latin America. Exports to Western
rose roughly ¥ percent in real terms Europe and Asia were only marginally
last year. Investment expenditureshigher than they were a year earlier.
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In most of the major industrial coun-a strengthening of the price-adjusted
tries abroad, real economic activityvalue of the peso contributed to a reduc-
accelerated last year from a relativelytion in the Mexican merchandise trade
weak performance in 1995. In thesurplus over 1996. Argentina and
United Kingdom, real output growth Brazil also continued to recover from
firmed through the year, as growthrecessions. In Chile, real GDP growth
in consumption spending reboundednoderated from the very high rate
from its low 1995 rate. In Germany andrecorded in 1995 to about 6 percent
France, real GDP growth strengtheneth 1996. In Venezuela, windfall oil
but was still too low to prevent a furtherrevenues softened the decline in real
rise in the unemployment rate in bothGDP in 1996 and improved the pros-
countries. In Italy, output growth slowedpects for 1997.
as the rebound in the lira from its pre- In our major trading partners in Asia
vious depreciation sharply reduced thether than Japan, real output growth
growth of exports and depressed invesigenerally slowed from its 1995 pace,
ment spending. For most continendespite a pickup in many countries
tal European countries, further fiscaltoward year-end in response to more
restraint is planned this year as governaccommodative monetary policies and
ments hoping to participate in the thirda partial recovery in export markets. In
stage of European Monetary UnionChina, the slowdown of growth to about
strive to meet the Maastricht Treaty’s10 percent last year from the 12 percent
1997 reference standard of a budgeb 14 percent annual rates experienced
deficit no larger than 3 percent of GDPduring 199294 reflected a substantial
In Japan, fiscal stimulus spurred ecodeceleration in investment spending,
nomic expansion early last year; subewing to China’s efforts to reduce infla-
sequently, slower private consumptiontion by tightening central bank credit to
reduced inventory accumulation, andstate-owned enterprises and by restrict-
decreased government investmerihg investment.
spending reduced output growth. In con- Consumer price inflation in Mexico
trast, Canada’s real output growth rosevas about 28 percent in 1996, signifi-
over 1996 as inventory adjustment wagantly lower than the 1995 inflation rate
completed during the first half of theof more than 50 percent. Venezuela’s
year and as exports strengthened. inflation rate in 1996 exceeded 100 per-

Except in the United Kingdom, infla- cent, but inflation in most other Latin
tion pressures in the foreign indus-American countries was at levels well
trial countries continued to decline orunder 10 percent. Inflation rates gener-
remained subdued during 1996. Conally remained low in Asia.
sumer prices in Japan were flat. Con-
sumer price inflation fell sharply in Italy The Labor Market
and remained below 2 percent in Ger-
many and France. In the United King-The number of jobs on nonfarm payrolls
dom, consumer prices excluding mortrose more than2 million from Decem-
gage interest payments accelerated to doer 1995 to December 1996, an increase
annual rate of more than 3 percent. of about 24 percent. Employment gains

The Mexican economy continued onwere substantial in each quarter last
a course of recovery that returned GDRear, and the labor market report for
to its pre-crisis level in the fourth January of this year showed a further
quarter of 1996. Increases in income andizable expansion of payrolls.
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Employment in the private service- Growth of output per hour in the non-
producing sector, in which nearly two-farm business sector as a whole picked
thirds of all nonfarm workers are up in 1996, rising about % percent
employed, increased about 3 perceriver the year according to preliminary
during 1996. Moderate employmentdata. However, coming after a three-
gains were posted in retail trade, transyear period in which output per hour
portation, and finance, and sizable gainshanged little, this rise left the aver-
in hiring continued in some otherage rate of productivity growth in the
service-producing industries, such a4990s a bit below that of the 1980s and
data processing, computer services, andell below the average gains achieved
engineering and management. Jom the first three decades after World
growth at suppliers of personnel—aWar Il. The sustained sluggishness
category that includes temporary helpn measured productivity growth this
agencies—was about¥s percent, a decade is difficult to explain, as it has
touch faster than in 1995 but muchoccurred during a period when high
slower than it had been over 1992-94levels of investment in new capital
with the tightening of labor markets inand extensive restructuring of business
the past couple of years, longer-lastingperations should have been boosting
commitments in hiring may have comethe efficiency of workers. Of course,
back into greater favor among someneasurement problems could be distort-
employers. ing the data. As a summary measure that

Employment changes among protelates aggregate output to aggregate
ducers of goods were mixed in 1996input of labor, the nonfarm productivity
In construction, employment climbedindex is affected by whatever deficien-
about 3% percent, to a new high thatcies might be present either in adding
was almost 4 percent above the peallp the nominal expenditures for goods
of the last business expansion. In manuand services in the economy or adjust-
facturing, increases in factory jobsing those expenditures for price change.
through the latter part of 1996 were notA considerable amount of recent
sufficient to reverse declines that hadesearch suggests that growth of output
taken place earlier in the year. On netand productivity is in fact understated,
last year's loss of factory jobs amountedut whether the degree of understate-
to about¥2 percent, a shade less tharment has been increasing over time is
the average rate of decline since 1979ess clear.
the year in which manufacturing In contrast to the experience of most
employment peaked. Manufacturerdther recent years, this past year's rise
of durable goods boosted employmenin employment was accompanied by a
slightly last year, but many producerssustained pickup in the labor force par-
of nondurables implemented furtherticipation rate. The rise in participation
job cuts. As in many other recentboosted the labor supply and helped to
years, reductions in factory employ-relieve pressures on the labor market.
ment were accompanied by strongNonetheless, hiring during 1996 was
gains in worker productivity. Con- sufficient to reduce the civilian unem-
sequently, increases in output wer@loyment rate from a December 1995
sizable—the rise in the Federalrate of 5.6 percent to a December 1996
Reserve’s index of manufacturing pro+ate of 5.3 percent. In January of
duction cumulated to % percent over this year, the rate remained low, at
the year. 5.4 percent.
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Tightness of the labor market appearseemed likely to be of temporary dura-
to have exerted some upward pressurtiion. The CPIl excluding food and
on the cost of labor in 1996, even asnergy—often called the “core” CPI—
some workers continued to expressose just a touch more thar¥2percent
anxiety about job security. The employ-after having increased 3 percent during
ment cost index (ECI) for the private 1995. Both the total CPl and the core
nonfarm sector of the economy showedPI| have been affected in the past two
compensation per hour moving upyears by technical improvements imple-
3.1 percent over the year. The index hadthented by the Bureau of Labor Statis-
risen 2.6 percent in 1995. The step-up itics that are aimed at obtaining more
hourly pay increases was to some extergiccurate readings of price change; the
the result of a hike in the minimum rise in the CPI in 1996 would have been
wage that took place at the start osomewhat greater if procedures used
October. More generally, however, busithrough 1994 had not been altered.
nesses probably had to boost hourly Other price indexes generally rose
compensation either to attract workerdess rapidly than the CPI. Like the
or to retain them at a time when alternaoverall CPI, the chain-type price index
tive employment opportunities were perfor personal consumption expenditures
ceived to be more widely available. (PCE) accelerated somewhat in 1996,

As in 1995, increases in hourly com-but its rate of rise, shown in the accom-
pensation in 1996 came more as wagpanying table, was significantly lower
and salary increases than as increas#isan that of the CPI. The two measures
in fringe benefits. According to the ECI, of consumer prices differ to some degree
the rise in wage rates for workers inin their weights and methods of aggrega-
the nonfarm sector amounted to nearlyion. They also differ somewhat in their
3Y2 percent this past year after a rise obelection of price data, with the PCE
2% percent in 1995. By contrast, themeasure relying on alternative data in
ECI measure of the hourly cost of benesome areas in which the accuracy of
fits rose only 2 percent, slightly lessthe CPI has been questioned. The chain
than it did in 1995 and much less than itype price index for gross domestic
rose on average over the past decadpurchases, which takes account of the
Increases in the cost of benefits have
been held down in recent years by
reduced inflation for medical services”
and by the actions that many firms havéereent

Iternative Measures of Price Change

taken to shift employees into managed Price measure 1995 1996
care arrangements and to require them Soeicht
to assume a greater portion of the cost c@;ﬁst}\pln%?price index........| 2.7 3.2
health insurance and other medical Excludingfoodandenergy ... 3.0 26
benefits. Chain-type
Personal consumption
efpgnditfureds. . d ......... 2.1 2.5
. Excluding food and energy .|.. 2.3 2.0
Prices Gross domestic purchases. . .. 2.3 2.2
i . Gross domestic product....... 25 2.1
The consumer price index rose mor% flat
- : eflator
rapldly than in 19951 but the Step'quros.sdomesticproduct ....... 25 1.8

was concentrated in the food and energyN o — — §

; ; ; ore. Changes are based on quarterly averages an
sectors—areas In WhI_Ch. p!’ICGS Werec\re measured to the fourth quarter of the year indicated
affected by supply limitations that from the fourth quarter of the previous year.
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prices paid by businesses and goverrsome retail foods. Consumer prices for
ments as well as those paid by conpork, poultry, and dairy products regis-
sumers, moved up?2 percent during tered their largest increases in several
1996, about the same as the percentagears. Retail beef prices also rose but
rise during 1995. By contrast, price meaonly moderately: Expansion of the cattle
sures associated with GDP deceleratelderd in previous years had laid the
in 1996 to thirty-year lows of around groundwork for a high flow of product
2 percent or less. Conceptually, the GDRo consumers, and herd reductions that
measures are indicative of price changesccurred in 1996 augmented that flow.
for goods and services that are produceHIsewhere in the food sector, accelera-
domestically rather than price changesion was reported in the price index for
for goods and services purchasedood away from home—a category that
domestically—foreign trade accountinghas a weight of almost 40 percent in the
for the difference. CPI for food; the rise in the minimum
The 1996 outcomes for all these meawage appears to have been an important
sures reflected an economy in whicHactor in the acceleration. All told, the
inflation pressures were muted. Shari996 rise in CPI food prices amounted
declines in non-oil import prices duringto 4¥4 percent, the largest increase since
the year lowered input costs for many1990.
domestic firms and likely caused other The energy sector was the other
firms to restrain their product prices formajor part of the economy in which
fear of losing market share to foreignsignificant inflation pressures were evi-
competitors. Also important, in all like- dent this past year. Crude oil prices,
lihood, were the favorable imprints thatwhich had started firming in the latter
several years of moderate and relapart of 1995, continued on an upward
tively stable rates of inflation have leftcourse through much of 1996, rising
on inflation expectations. Despite themore than 30 percent in total. Stocks of
uptick in hourly compensation andcrude oil and petroleum products were
adverse developments in the food antight during the year, even after allow-
energy sectors, survey data showed littleng for an apparent downward trend
change in consumers’ expectations oin firms’ desired inventories. Inventory
inflation, and private forecasters’ viewsbuilding was forestalled by production
of the prospects for prices held steadydisruptions at refineries, a string of
Businesses commonly described theveather problems here and abroad that
situation as one in which competitiveboosted fuel requirements for heating
pressures were intense and the “leverer cooling, and a reluctance of firms to
age” for raising prices simply was nottake on inventories that seemed likely to
present. fall in value once renewed supplies from
Food and energy prices were thdrag became available. Natural gas, too,
exceptions. In the food sector, steepvas in tight supply at times, and its
increases in grain prices in 1995 and therice surged. With retail prices of gaso-
first few months of 1996 caused produciine, fuel oil, and natural gas all moving
tion adjustments among livestock farm-up substantially, the CPI for energy rose
ers and substantial price increases fabout #2 percent over the four quarters
some livestock products. Later in theof 1996, the largest increase since the
year, grain prices fell back, but livestockGulf War.
production could not recover in time to The CPI for goods other than food
prevent significant price advances forland energy rose 1 percent during 1996,
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one of the smallest increases of recerffinancial Developments
decades. As in 1995, price increases for

new vehicles were moderate last yeapDebt

and prices of used cars turned dow , :
after several years of sizable advance$rowth of the debt of nonfinancial

Prices of apparel and house furnishingS€ctors slowed slightly last year, to
also fell; these prices, as well as the””* Percent. The growth of household

prices of vehicles, may have beerpCtor debt dropped from¥8 percent
{0 7¥2 percent, a deceleration accounted

import prices. Moderate increases werf" entirely by a sharp slowing of con-
ofumer credit. The expansion of business

ghorrowing was held below its 1995 pace

Qy an increase in internally generated

less than¥: percent over 1996: com- funds, but at 8 percent, it was faster

puter prices continued to plunge, and th&1an inhany fcl)ther year since 1989. lts
prices of other types of equipment ros&t"enat | rfe ectebcf robg_st Spde.r?d'”g’
moderately, on balance. Materials price§Xifemely favorable credit conditions,

were weak: Prices of intermediate?nd financing needs associated with a

materials excluding food and energ)}‘igh level of mergers and acquisitions.
declined about %: percent from the Federal government debt grews3per-

fourth quarter of 1995 to the final quar-c€Nt: the lowest rate in more than two

ter of 1996, and the producer pricedecades. The debt outstanding of the

index for crude materials excludingState and local sectors was unchanged.
food and energy dropped more than
6%2 percent over that period. Productive The Household Sector. Consumer
capacity was adequate among domesredit grew & percent last year, just a
tic producers of materials, and suppliebit over half the pace of the preceding
of many materials were readily avail-two years. The sharp retrenchment
able at competitive prices on the worldikely reflected the burdens associated
market. with a substantial accumulation of out-
The CPI for non-energy servicesstanding consumer debt over recent
increased 31« percent in 1996. The years as well as some tightening of lend-
rise was somewhat smaller than théng terms and standards by commercial
increases of most other recent yeardanks, particularly with respect to credit
Prices of medical services deceleratedards.
for a sixth consecutive year, and The slowing in consumer credit
increases in the cost of shelter were helgrowth also was associated with a shift
down by another year of moderatetoward increased use of home equity
advances in residential rent and ownerdoans. These loans were marketed
equivalent rent. Large increases wergigorously, particularly by finance com-
evident only in scattered categoriespanies, in part as a vehicle for con-
Airfares posted a large increase, andolidating credit card and other out-
educational costs, maintaining a longstanding consumer debt. Some of the
established trend, continued to risggrowth in home equity loans reflected
quite rapidly relative to prices in moves by finance companies and
general. banks into the “subprime” market—



Monetary Policy Reports, February 47

lending either to higher-risk customersrates on residential mortgages remained
or on terms entailing unusually highlow.
loan-to-value ratios, or both. The push In the segment of the finance com-
to expand home equity lending last yeapany market that deals in subprime auto
offset to some degree the effect oloans, some problems emerged last
tighter lending standards and terms omonth. A small firm in this market
credit cards and other forms of con-defaulted on its commercial paper after
sumer credit. it restated earlier earnings at lower
The shift toward home equity loans,levels, and another firm filed for bank-
along with a strong housing market, ledruptcy. Although the share prices of
to a pickup in mortgage debt growth lasthese and other firms primarily engaged
year to a rate of 7%z percent, the largest in sub-prime lending declined along
advance since 1990. Mortgage borrowwith their earnings outlook, this sector
ing for home purchases was restrainedonstitutes a very small part of the over-
surprisingly little by the increase in all auto loan market, and the implica-
interest rates over the first half of thetions for the availability of credit to the
year. As noted previously, many borrow-household sector overall appear slight.
ers were able to put off, at least for a Charge-off rates on consumer loans
time, much of the impact of the increasaose at banks in 1996 to around the peak
in rates by shifting to adjustable-ratelevels of the last recession in 1990-91.
mortgages, the rates on which rose mucAccording to Federal Reserve surveys
less last year than those on fixed-ratef senior loan officers, banks had antici-
mortgages. pated some deterioration in the quality
Although the growth of household of their consumer loan portfolios last
sector debt fell off a bit from the pace ofyear, but they were surprised by its
recent years, it still exceeded that oextent. These surveys also showed
disposable income. With loan rates ughat banks considered the rate of
on average for mortgages and down onlgharge-offs last year to be high rela-
a little on consumer loans, debt-servicdive to the level of delinquencies and
burdens continued to rise last year, anthat the credit-scoring models most
some households experienced diffibanks use to evaluate consumer lend-
culties servicing certain kinds of debt.ing decisions have tended to be too
Delinquency rates on banks’ consumeoptimistic. An important reason for the
loans, particularly credit card loans,high level of charge-offs and the appar-
posted a second year of considerablent shortcomings of the credit-scoring
increase, although they remained belownodels was a 30 percent increase
levels in the early 1990s. At financein personal bankruptcies. This surge
companies that are subsidiaries of autsstemmed in part from changes in the
makers, auto loan delinquency rates rosgankruptcy code that became effective
to very high levels; but this rise appar-at the beginning of last year against a
ently resulted in large part from a busi-backdrop of an apparently reduced
ness strategy to compete in the vehiclstigma associated with this method of
market by easing lending standardsdealing with financial problems. Banks
Auto loan delinquency rates at commerfesponded to the deterioration in their
cial banks also rose but remained weltonsumer loan portfolios by tighten-
within historical ranges. Delinquencying standards and terms, especially
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on credit cards. In contrast, banks easeidstruments over Treasuries narrowed,
terms and conditions on home equityparticularly in the case of high-yield
loans. bonds. Surveys by the National Federa-
Despite the rise in delinquenciestion of Independent Business revealed a
on consumer debt, household balancesing tendency of small businesses to
sheets appear healthy overall, as growthorrow over 1996, with credit availabil-
of household assets over the past twity reported to be in a range more favor-
years has more than kept pace with thable than at any time in the current
growth of debt. Although year-end bal-economic expansion.
ance sheet figures are not yet complete, On a gross basis, a pickup in bond
the net worth of households appears ttssuance by nonfinancial firms last
have risen approximately $5 trillion year was accounted for mainly by
from the end of 1994 to the end of 1996 speculative-grade offerings, likely in
an amount that is equal to almost a fulpart a reaction to the improved pric-
year’s personal disposable incomeing. In the fourth quarter, however,
Roughly two-thirds of that gain has beennvestment-grade issuance was sub-
accounted for by the surge in the pricestantial, responding to the decline in
of corporate shares, which has liftednterest rates that began in late summer.
the value of a wide range of householdCommercial paper declined in the final
investments, not only directly held months of the year, primarily because of
stocks but also assets held in other formgaydowns from bond proceeds, but bank
such as pension plans. The ratio ofending to businesses was strong, owing
household net worth to personal disposin some part to robust merger activity.
able income continued to climb this pasDespite a marked increase in gross stock
year, moving to its highest level inissuance—with strong gains both for
recent decades. initial public offerings and for sea-
soned offerings—equity continued to be
The Business SectoAlthough many retired on net last year, as merger activ-
interest rates rose last year, businesséy remained brisk and businesses used
continued to find credit readily availableample cash resources to repurchase their
and at favorable terms. This accommoeutstanding shares.
dation likely resulted in part from the
strong financial condition of this sector, The Government Sectofhe growth
reflected in minimal delinquency ratesof federal debt was held down in 1996
on bank loans to businesses and veryy legislative constraints on spending
low default rates on corporate bondsand by the boost to tax receipts from
including those of low-rated issuers.both the stronger economy and a boom-
With securitization of household debting stock market. Two years of con-
instruments proceeding apace and witkraction of state and local government
high levels of capital, banks appearediebt ended last year. The declines
to have ample room on their balancéhad occurred as issues that were pre-
sheets for business loans. This situatiorefunded earlier in the decade, when
encouraged the development of a highlynterest rates were unusually favorable,
competitive lending environment in matured or became eligible to be called.
which banks further eased a variety oPre-refunded debt continued to be called
credit terms, such as covenants antast year, albeit at a reduced pace, but
markups over base rates. In capital mathis decline was just offset by gross
kets, interest rate spreads of private deli$suance, which picked up.
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Depository Intermediation. The ex- classified as “well capitalized.” Under-
pansion of depository credit slowedlying thrift profits were also stronger
last year, entirely reflecting a slowerlast year. However, profits at thrift insti-
advance in bank credit. Growth at thrifttutions and at banks with deposits
institutions picked up, benefiting frominsured by the Savings Association
strong demand for residential mortgagetnsurance Fund (SAIF) were held down
and improved capital positions. Growthtemporarily by a special assessment on
of commercial bank loans moderateddeposits to recapitalize SAIF. (Some
as loans to businesses and, especiallgank deposits are SAIF-insured because
consumers decelerated from elevatedf mergers with thrift institutions or
rates of growth in 1995. Bank portfolio acquisitions of them.)
expansion also appears to have been
damped somewhat by a faster pace
asset securitization, likely spurred b)(/)F he Monetary Aggregates
receptive capital markets. For exampleDespite the slowing of depository
real estate loan growth at banks was aredit, growth of the broader monetary
subdued 4 percent last year, despite aggregates strengthened last year: M3
robust housing market and a pickup irexpanded 7 percent, up 1 percentage
commercial real estate. At the same
time, outstanding securities backed by
mortgage pools expanded at a $179 bilsrowth of Money and Debt
lion annual rate in the first three quartergercent

of last year, well above the pace of Domestic
1995. Commerc[all banks are a major pgiog ML | M2 | Mg | MO
source of securitized mortgages. The debt
outstanding amount of consumer credit .
e nnual
that had begn securitized by banks alsgygy ™. 75 87 96 9.5
rose at a brisk pace last year, although®8t........... 255‘; 9.0 124 102
not so rapidly as in 1995. As a result ofigs2........... 8.8 88 97 9.9
i i 983........... 10.3 11.8 9.5 11.9
the sIOW|pg of bank c_redlt, the share ofi984 ___________ = 61 108 145
last year's advance in nonfederal debt
1985........... 12.0 8.6 7.7 14.2
that ended up on the books of deposizgsg 155 o1 60 132
tories fell to about 38 percent, down19s7... 63 42 58 100
f d 44 tinth di d988 ........... 4.3 5.7 6.3 9.0
rom aroun percentin the precedingogy. .......... 5 52 40 7.9
two years. . 1990........... 4.1 4.1 1.8 6.9
The balance sheets and operatingpor.. ... | " 7.9 31 12 46
i i i 992........... 14.4 1.8 .6 4.7
_results of deposﬂo_nes remained str_ong993 ___________ o6 3 1 =1
in 1996. Bank profits through the third1994........... 25 6 17 5.2
quarter were at historically high levelsise- | 3¢ 40 62 53
for the fourth consecutive year, reflect- o
ing the maintenance of relatively wide@mmual tatey
interest rate margins, further loani®%:Ql........ RS- 29
growth, and substantial fee income &3....))] -65 34 54 53
related to sales of mutual funds as well Q4 - 74 50 85 49

as to securitization and other o0ff- 1. From average for fourth quarter of preceding year to
balance-sheet activities. As of the thir(ﬁvzera/gg_for fc(;Ufrth qhqgrter c;lf gsvar indicated. 1061

. Adjusted for shifts to accounts in .
quarter' almost 99 percent of commer- 3. From average for preceding quarter to average for

cial bank assets were held at bankguarter indicated.
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point from 1995 and also 1 percentageleclining. However, these instruments
point above the upper end of its 2 perexpanded briskly even in the third quar-
cent to 6 percent annual range. MZer, when short-term rates were rising,
grew 4> percent, ug/z percentage point suggesting that part of the attractiveness
and in the upper portion of its 1 per-of MMMFs is the convenience they
cent to 5 percent range. As noted aboveffer those investors engaged in moving
the ranges for monetary growth lasfunds in and out of stock and bond
year had been chosen to be consistentutual funds, which expanded at a
with approximate price stability andrecord pace last year. In addition,
a sustainable rate of real economidnstitution-only funds seem to be having
growth, rather than as indicators ofconsiderable success in marketing cash
the range of money growth rates likelymanagement programs that capture
to prevail under expected economiaxcess cash of corporations and munici-
conditions. palities. Likely reflecting the attrac-
The acceleration of M3 was causediveness of money market and capital
partly by a shift in the way banks market mutual funds last year, deposits
financed their credit—specifically, sub-in M2 actually showed little growth
stituting issuance of large time depositsn 1996. Retail deposit growth also
for borrowings from offices abroad.may have been damped by a lack of
Both foreign and domestically charteredaggressive pricing of deposits on the
banks paid down net borrowing frompart of banks, as demand for their loans
foreign head offices and branches lastlipped and they apparently found it
year. For domestic banks, this paydowrtheaper to finance a larger share of loan
may have been related to the reductionriginations through securitizations and
to zero of insurance assessments darge time deposits.
deposits, beginning with the last quarter The behavior of M2 relative to
of 1995. In addition, the greater growthincome last year, as summarized by its
of M3 relative to that of M2 reflected income velocity, again bore a fairly sys-
the need to fund particularly strong loartematic relationship to M2’s opportunity
growth at U.S. branches and agencies afost—the return on M2 assets relative
foreign banks, which do not offer theto yields available on alternative instru-
retail accounts that dominate depositenents. The relationship of velocity to
in M2. opportunity costs was reasonably stable
Growth of both M2 and M3 was historically, but it broke down in the
supported again last year by continuearly 1990s, a period characterized by
ing robust advances in money markeextensive restructuring of balance sheets
mutual funds (MMMFs). Because theby households, businesses, and banks.
yields on these funds are based on thim the process, M2 velocity rose sub-
average return earned on their assetstantially and, apparently, permanently.
they lag changes in yields on new marSince 1993, velocity no longer appears
ket instruments; thus, the funds tend tdo be shifting higher, and M2 veloc-
attract additional inflows when marketity and opportunity costs are moving
rates are falling. Accordingly, MMMFs together about as they did before 1990.
advanced most rapidly in the early parHowever, the recent period of relative
of last year, when the monetary easingstability in this relationship has been too
of December and January pulled dowrshort for the Federal Reserve to place
short-term rates, and also later in théncreased reliance on M2 as a guide to
year, when short-term rates were agaipolicy at this time.
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M1 contracted 4 percent last year, offset by increases in their holdings of
as the pace at which new arrangementgquired clearing balances—an arrange-
were established to sweep reservablment whereby depositories pay for
retail transactions deposits to nonresenservices provided by the Federal
able nontransaction accounts acceleReserve through the holding of specified
ated. The initial amounts removedamounts in reserve account balances. In
from transaction accounts by sweepddition, advances in banks’ techniques
arrangements established last yeasf monitoring balances at the Federal
amounted to $116 billion, comparedReserve and gauging their clearing
with $45 billion in 1995. M1 continued needs have enabled them to operate effi-
to be supported by currency growthciently and smoothly at relatively low
last year, when foreign demands, whiclevels of balances. Sweeps have had an
were depressed earlier in the yeaeffect on Federal Reserve earnings and
partly in anticipation of the new the amounts it remits to the Treasury.
$100 hill, picked up in the secondThe decline in reserve balances of about
half. Adjusted for the initial amounts $12 billion owing to sweeps must be
removed from transaction accounts bynatched by an accompanying lower
sweep arrangements, M1 grews5er- level of Treasury securities on the books
cent last year. The sweeping of transef Reserve Banks. The Federal Reserve
action deposits contributed to a contraceontinues to monitor sweep activity
tion of almost 12 percent in requiredclosely.
reserves—twice the rate of decline of
Ejheeceﬁtra?gltggs oﬁ; r'aTIri]t(talem(r)\g(\j\}g\r/)érbzssﬁqtere‘c't Rates, Equity Prices,

. . ' ' “~and Exchange Rates
growth of its major component, cur-
rency, was little changed between 1995 Interest Rates. Declines in interest
and 1996. rates during the second half of last year

Continued declines in the levels ofon evidence that economic growth had
required reserves have the potential tonoderated only partially reversed the
impinge on the Federal Reserve’s abilityincreases over the first half. Reflect-
to exert close day-to-day control overing the surprising strength in economic
the federal funds rate—the overnightactivity last year, longer-term Treasury
rate on reserves traded among deposiates rose on balance on the order of
tory institutions. Depositories hold bal-¥-> percentage point over the year, and
ances at Reserve Banks to meet dailjntermediate rates were up somewhat
clearing needs in addition to satisfyingmore. Spreads between most private
statutory reserve requirements. At lowates and Treasuries narrowed markedly
enough levels, reserve balances malast year, reflecting the high quality of
provide inadequate protection againsbusiness balance sheets. Municipal rates
adverse clearings, and banks’ attemptsioved up comparatively little over the
to avoid overdrafts could generatefirst half of 1996, as earlier relative
highly variable daily demands for bal-increases in these yields associated with
ances at the Federal Reserve and a voldiscussions of fundamental tax reform
tile federal funds rate. To date, howeverwere reversed when the likelihood of
no serious problems have emergedsuch changes to the tax code dimin-
in part because the substantial drop imshed. Movements in interest rates over
depositories’ required reserve balancethe year appeared to be basically in their
attributable to sweeps has been partiallyeal component, as inflation expecta-
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tions were little changed, according toeconomies in the first two quarters
surveys. reinforced market expectations that U.S.
monetary policy was less likely to be
Equity Prices. The substantial rise eased than was policy in the other
in equity prices last year was only a bitindustrial countries. These expectations
below that registered in 1995. Howeverpoosted U.S. long-term interest rates
in contrast to 1995, when bond rateselative to those abroad and contributed
declined substantially, the equity gaindo upward pressure on the dollar. The
last year came despite the net rise idlollar fluctuated somewhat from June
bond rates. Corporate earnings weréhrough December but on balance
robust last year, but their advance felchanged little. Over the course of 1996,
short of share price increases, and pricethe dollar appreciated 12 percent in
earnings ratios rose to unusually higherms of the yen and ¥ percent in
levels; dividend—price ratios were everterms of the mark. During the first
more out of line with historical expe- weeks of 1997, the dollar's average
rience. Market participants appear tovalue against the G-10 currencies has
be anticipating further robust earningsagain moved up, appreciating about
growth, and they also seem to be requir? percent since the end of December, as
ing much less compensation for theeconomic data have suggested addi-
extra risk of holding equities comparedtional strength in the U.S. economy and
to, say, Treasury bonds. Such evaluahave raised questions about the vigor of
tions may be based on a perceived enveconomic expansions in several foreign
ronment of persisting low inflation andindustrial countries.
balanced economic growth that would On average, yields on ten-year gov-
lower the odds of disruptions to eco-ernment securities in the major foreign
nomic activity. Other asset prices werdndustrial countries fell about 80 basis
generally subdued. Commodity pricegoints last year, with most of the decline
were flat to down. Commercial realcoming in the second half. In Italy,
estate prices, although no longer falliong-term rates declined much more,
ing, rose at little more than the rate ofabout 375 basis points, in response to
inflation. Residential real estate pricesow growth in real output, substantial
increased moderately. progress in lowering inflation, and
sizable, credible measures to reduce the
Exchange Rates. The foreign ex- government deficit. In contrast, long-
change value of the dollar in terms ofterm rates in the United Kingdom rose
the currencies of the other G-10 counslightly as the economy strengthened.
tries rose about 4 percent during 1996Rates in Japan rose early in the year as
When measured in terms of the currenthe economy spurted, but subsequent
cies of a broader group of U.S. tradingndicators of a weakening expansion
partners and adjusted for differencegaused rates to turn back down; over the
in consumer price inflation, the appre-year, they declined about 40 basis points
ciation of the dollar last year was alsoon net. Long-term rates abroad have
about 4 percent. Much of the rise in themoved down slightly further so far this
exchange value of the dollar occurred/ear. Short-term market rates in the
during the first half of the year. Indica- foreign industrial countries on average
tions of greater-than-expected underédeclined about 120 basis points during
lying strength in the U.S. economy andl996. Except in Japan, official central
signs of weakness in some Europeabank lending rates were lowered in the
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foreign G-10 countries last year, contrib-by several European countries whose
uting to the decline in market rates. currencies strengthened against the
Equity prices in most industrial coun-mark. About half reflected increases
tries rose strongly last year. The majoin reserves of newly industrializing
exception was Japan, where prices ooountries.
balance fell slightly. The general decline Private foreigners also added substan-
in long-term interest rates abroad andially to their assets in the United States
moves toward monetary ease werén the first three quarters of 1996. Net
among the factors contributing to thepurchases of U.S. Treasury securities by
upward movement in stock prices. private foreigners amounted to $85 bil-
The dollar appreciated in nominallion through September, and net pur-
terms about 2> percent on balance chases of corporate and government
against the Mexican peso during 1996agency bonds were equally large. For-
with much of that appreciation comingeign direct investment in the United
over a few weeks in October. After hav-States surged to a record $71 billion in
ing fluctuated in a narrow range for mosthe first three quarters, reflecting numer-
of the year, the Mexican peso deprecious mergers and acquisitions of U.S.
ated in terms of the dollar when mar-companies by foreigners.
ket participants became concerned about U.S. private investors also added rap-
the loss of competitiveness of Mexicanidly to their holdings of foreign assets in
exports during the year and abouthe first three quarters of 1996. In con-
the partial nature of the government’srast to foreign investors in the United
planned privatization of the petrochemi-States, U.S. portfolio investors favored
cal industry. Peso interest rates rose iforeign stocks over bonds. Net pur-
October and November, but have sincehases in Japan were particularly large
more than retraced that increase as thia the first half of the year. In addition,
peso has stabilized. In January, Mexicall.S. direct investment abroad remained
officials repaid all remaining outstand-strong, reflecting acquisitions and con-
ing obligations to the Exchange Stabili-tinued privatizations of foreign firms.
zation Fund of the U.S. Treasury, com-
pleting repayment to the United States
of all borrowings that were made fol-
lowing the peso crisis in late 1994; aReport on July 22, 1997
partial early repayment was made to the
International Monetary Fund as well.  Monetary Policy and the
In the first three quarters of 1996,Economic Outlook
large increases were reported in both
foreign ownership of assets in theThe economy continued to perform
United States and U.S. ownership ofxceptionally well in the first half of
assets abroad. Over the same period997. Real output grew briskly, while
foreign official assets in the Unitedinflation ebbed. Sizable further increases
States increased almost $90 billion. Paiin payrolls pushed the unemployment
of this increase was associated withiate below 5 percent for the first time
exchange market intervention by thdn nearly twenty-five years. Although
Japanese authorities to counter a brigfrowth in real gross domestic product
strengthening of the exchange value ofppears to have slowed in the spring,
the yen early in the year, but a largetthis slackening came on the heels of a
part reflected the repurchase of reservetramatic surge in the opening months
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of the year; all indications are thatresources under increasing strain. If
the expansion remains well intact. Thesuch unsustainable growth persisted, the
members of the Board of Governors andesulting inflationary imbalances would
the Reserve Bank presidents anticipateventually undermine the health of the
that the economy will grow at a mod-expansion—the all too frequent pattern
erate pace in the second half of thiof past business cycles. To protect
year and in 1998 and that inflation will against the possibility of such an out-
remain low. Conditions in financial mar- come, the Committee tightened policy
kets are supportive of continued growthslightly. With the softening of demand
Longer-term interest rates are in then the spring, the Committee was able
lower portion of the range observed into maintain a steady posture in the
this decade, the stock market has regisnoney market while closely monitoring
tered all-time highs, and credit remainseconomic developments. The ongoing
readily available to private borrowers. objective of monetary policy is to help

Since the February report on monethe nation achieve maximum sustain-
tary policy, Federal Reserve policymak-able economic growth and the highest
ers have revised upward their expectaaverage living standards. The Federal
tions for growth of real activity in 1997 Reserve recognizes that it can best
and trimmed their forecasts of inflation.accomplish this objective by keeping
This combination of revisions highlightsinflation in check, because an environ-
the extraordinarily positive conditions ment of price stability is most conducive
still prevailing more than six years intoto sound, long-term planning by house-
the current economic expansion. In partholds and businesses.
the recent confluence of higher-than-
ﬁxpected output and Iower. |nflat|on%20ne,[ary Policy, Financial
as reflected the favorable influence

. . S arkets, and the Economy

on prices of retreating oil prices and 3ver the First Half of 1997
strong dollar. But it may also be attrib-
utable to more durable changes in ouhe rapid economic growth observed in
economy, notably a greater flexibilitythe closing months of 1996 continued
and competitiveness in labor and prodin the first quarter of this year, with
uct markets and more rapid, technologyreal gross domestic product advancing
driven gains in efficiency. In essencealmost 6 percent at an annual rate. Con-
the economy may be experiencing asumer spending surged, fueled by a
upward shift in its longer-range outputsignificant increase in income, upbeat
potential. consumer attitudes, and the effects of

To the extent that aggregate supplyhe huge run-up in equity prices over the
is expanding more rapidly, monetarypast couple of years on household net
policy can accommodate extra growthworth. Business fixed investment was
in demand without fostering increasedstrong, and companies restocked inven-
inflationary pressures. In late Marchories that had become thin as sales
however, the Federal Open Markesoared. The advance in real output
Committee (FOMC) concluded thatprovided support for considerable new
there was a significant risk that aggrehiring; rising pay and greater job avail-
gate demand would grow faster in theability drew additional people into the
coming quarters than available supplyworkforce, lifting the labor force partici-
which, with utilization already at a very pation rate to a new high during the first
high level, would place the economy’squarter of the year. The underlying trend
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in consumer price inflation was still market uncertainty about economic per-
subdued. Inflation pressures were helfbrmance abroad.
in check by smaller food price increases, As the second quarter progressed, it
declining prices for non-oil imports, the became increasingly evident that eco-
marked expansion of industrial capacitynomic activity had indeed decelerated.
in recent years, and continuing effortsThe expansion of consumer spending
by businesses to boost efficiency. eased considerably, while business fixed
At their meeting in late March, investment remained strong. Employ-
FOMC members expected that thement continued to climb rapidly, push-
growth of economic activity would easeing the unemployment rate down below
in the coming months, but they were5 percent on average in the second
uncertain about the likely extent of thatquarter—the lowest level since the early
slowing. Although the first-quarter burst1970s. Despite high levels of employ-
in production had owed importantly to ament and production through the first
number of temporary factors, many ofhalf of the year, there were few signs
the fundamentals underlying consumethat inflation was deviating signifi-
and business demand remained quiteantly from recent trends. Although
positive. The Committee was concerneaverall consumer price inflation dipped
about the risk that if outsized gains inin the second quarter as energy prices
real output continued, pressures on costieclined, consumer prices excluding
and prices would emerge that couldood and energy increased at about the
eventually undermine the expansionsame pace in the first half of the year as
Therefore, to help foster more sustainin 1996.
able trends in output and guard against Continued favorable price movements
potential inflationary imbalances, theand the slowing of economic growth
Committee firmed policy slightly by suggested to financial market partici-
raising the expected federal funds ratpants that inflation might remain
from around %2 percent to around damped without a further tightening of
5% percent. financial conditions, and this belief
The unsustainably strong pace ofrompted a substantial drop in interest
economic growth in the first quarterrates from late April to mid-July, revers-
weighed on financial markets. Interestng the earlier advance. With resource
rates rose substantially, even before thetilization still at very high levels, and
System’s action, despite favorable newsvith economic and financial conditions
on inflation. Because the policy tighten-conducive to robust increases in spend-
ing was widely anticipated, rates wereng, the FOMC at its May meeting
little affected by the announcement, butontinued to view the risks as skewed
they moved up a little more in thetoward the re-emergence of inflationary
following weeks as incoming data sug-pressures. But the moderation in aggre-
gested persistent strength in economigate demand and uncertainty about the
activity. Equity prices rose early in therelationship between utilization rates
first quarter and then declined, changand inflation led the Committee to leave
ing relatively little on net. The trade- reserve conditions unchanged in May
weighted value of the dollar in termsand again in July. The drop in market
of the other G-10 currencies increasedhterest rates in the second quarter may
about 7 percent in the first quarteralso have been encouraged by favorable
reflecting the unexpectedly strong econews about this year’s federal budget
nomic growth in the United States anddeficit and by the agreement between
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the President and the Congress to babf M2 in the first part of the year

ance the budget in fiscal year 2002was again reasonably well explained by

Spurred by lower rates and greater optichanges in nominal GDP and interest

mism about the long-term outlook forrates.

earnings, the stock market surged in the

second quarter and into July. The valu : S

of the dollar rose somewhat further in%colné)grglc Pdroi%%téons

foreign exchange markets, on balancg,Or an

an increase more than accounted foAfter growing swiftly on balance over

by an appreciation against continentathe first half of the year, economic activ-

European currencies. ity is expected to expand more moder-
During the first half of the year, credit ately in the second half of 1997 and in

remained available on favorable termd998. For this year, the central tendency

to most households and businessesf the GDP growth forecasts put forth

High delinquency rates for consumetby members of the Board of Governors

loans encouraged many banks to tighteand the Reserve Bank presidents is

standards, but consumer loan rate8 percent to 34 percent, measured as

generally stayed fairly low relative to the change in real output between the

benchmark Treasury rates, and confinal quarter of 1996 and the final quar-

sumer credit continued to grow faster

than income and only a little below

the pace of 1996. Home mortgage debtconomic Projections for 1997 and 1998

advanced at a moderate rate, with homg,

equity loans expanding especially rap-

idly in the spring. Businesses continued Federal Reserve governors

to have access to ample external fund- Reserve Bank presidents

ing both directly in capital markets and Central

through financial intermediaries. The Range | tendency

spreads between yields on corporate

bonds and Treasury securities stayed

low or fell further, and, relative to mar- Change, fourth quarter

Indicator

1997

ket rates, bank business loan rates helgouth auatet 56 -
iRealGDP............... 3% 3-3a
near the lower end of the range seen @msumer sicsinda | 2o .

the current expansion.
Total domestic nonfinancial debt{y§ags e o
expanded more slowly in the first halfcivilian unemployment
of 1997 than in 1996, mainly because of ~ "a®: oo WS HS
a reduced pace of federal borrowing. 1998
Trends in the monetary aggregates dur-

ing the first half of 1997 were similar to g e, coares "

those in 1996, with M2 near the uppergggig%gDP ----------- 4";?;4 4*’252&
end of the range set by the FOMC and@onsumer price index. ...| 243 23

M3 somewhat above its range. This OUts erage level

come was in line with FOMC expecta—in.thlgs fourth quarter
. ilian unemployment
tions, because the ranges had been _set% e, - POYIME | sy 4%S
be consistent with conditions of price o - PR —— g
HR H o H . ange from average for fou quarter or preced-
Stablllty' and Inﬂatlon' while damde'ing year to average for fourth quarter of year indicated.

remained above this level. The behavior 2. All urban consumers.
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ter of 1997. For 1998, most of the fore-markets since last year could damp
casts anticipate growth of real GDPexport sales and encourage U.S. firms
within a range of 2 percent to¥2 per- and households to purchase foreign-
cent. With this pace of continued eco-produced goods and services.
nomic expansion over the next six quar- Federal Reserve policymakers believe
ters, the central tendency of forecasts fathat this year’'s rise in the CPI will
the civilian unemployment rate remainsbe smaller than that of 1996, mostly
a little under 5 percent through 1998 because of favorable developments in
about the average for the second quarteéhe food and, especially, energy sectors.
of this year. After last year’s run-up, crude oil prices
Economic activity appears to havehave dropped back significantly, pulling
entered the second half with considdown the prices of petroleum products.
erable positive momentum. Household$ood price increases also have been
have experienced hefty gains in employsubdued this year, as the decline in grain
ment, income, and wealth, and theiprices that began in the middle of last
optimism about the future is quite high.year has been working its way through
These factors seem likely to outweighto the retail level. Looking ahead to
any drag on consumer demand thatext year, the governors and Reserve
might be associated with the debtBank presidents expect larger increases
servicing problems that some housein the CPI, with a central tendency
holds have experienced. Lower mortfrom 2%z percent to 3 percent. Food and
gage rates are buttressing demand fanergy prices are not expected to repeat
homes. In the business sector, healththis year's salutary performance, and
balance sheets and profits and a modenon-oil import prices may be less of
ate cost of external funds, along with aa restraining influence than in 1997,
continuing desire to install new tech-absent a continued uptrend in the dollar.
nology, are providing support and impe-Moreover, there is a risk that high
tus for investment in equipment. Meandevels of resource utilization could begin
while, investment in structures shouldputting upward pressure on business
follow last year's strong performancecosts.
with further increases, because of As noted in past monetary policy
declining vacancy rates in some sectorseports, the CPI forecasts of Federal
and ready access to financing. Reserve policymakers incorporate the
Notwithstanding the economy’s posi-technical improvements that the Bureau
tive momentum, growth is expected toof Labor Statistics is making to the CPI
be more moderate in the next year anth 1997 and 1998. A series of technical
a half than in the first half of 1997. In changes is estimated to have trimmed
part, this deceleration is likely to reflectreported rates of CPI inflation slightly in
the influence on demand of the substarrecent years, and the additional changes
tial buildup of stocks of household dura-will affect the index this year and next.
bles and business plant and equipmen light of the challenges of accurately
thus far in the expansion. As well, themeasuring price changes in a complex
pace of inventory investment will needand dynamic economy, the governors
to slacken considerably relative to thatand Reserve Bank presidents will con-
observed in the first part of this year, lestinue placing substantial weight on other
stock-to-sales ratios become uncomprice indexes, along with the CPI, in
fortably high. In the external sector, thegauging progress toward the long-run
strength of the dollar on exchangegoal of price stability.
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The Administration has not yetbehavior of the velocities of the two
released an update of the economiaggregates. For several decades until the
projections contained in the Februaryl990s, these aggregates exhibited fairly
Economic Report of the Presiderithe stable trends relative to nominal spend-
earlier Administration forecasts wereing, and variations in M2 growth around
broadly similar to those in the Federalits trend were reasonably closely related
Reserve’s February report, with Admin-to changes in the spread between market
istration forecasts for growth and infla-rates and yields on the assets in M2.
tion within or near the range anticipatedThese relationships were disrupted in
by Federal Reserve policymakers irthe first part of this decade. Between
February. Because of developments i1991 and early 1994, the velocities of
the economy since that time, the centrall2 and M3 climbed well above the
tendency of forecasts for real GDPlevels that were predicted by past expe-
growth put forth by the members ofrience, as households shifted substantial
the Board of Governors and the Reservamounts out of lower-yielding deposits
Bank presidents has moved highernnto higher-yielding stock and bond
while their forecasts for the CPI havemutual funds, and as banks and thrift
moved down. institutions sharply curtailed their lend-
ing to focus on rebuilding capital. Since
mid-1994, the velocities have been
M?q%%?g?]giggganges moving more nearly in line with their

historical patterns with respect to
At its meeting earlier this month, thechanges in opportunity costs—albeit at
Committee reaffirmed the ranges fothigher levels. This recent period of
1997 growth of money and debt that itrenewed stability is still brief, however,
had established in February: 1 percent tand has occurred at a time of relatively
5 percent for M2, 2 percent to 6 percenstable financial and economic condi-
for M3, and 3 percent to 7 percent fortions, leaving open the important ques-
the debt of the domestic nonfinanciakion of whether the stability would be
sectors. The Committee also set provisustained in the future under a wider
sional ranges for 1998 at the same levelgariety of circumstances.
as for 1997. In light of this uncertainty, the Com-

In choosing the ranges for M2 andmittee again decided to view the ranges
M3, the Committee recognized theas benchmarks for monetary growth
continuing uncertainty about the futurerates that would be consistent with

approximate price stability and histori-
cal velocity relationships. If velocities

Ranges for Growth of Monetary change little over the next year and a
and Debt Aggregates half, Committee members’ expectations
Percent of nominal GDP growth in 1997 and
Provisional 1998 imply that M2 and M3 will Iikely
Aggregate 1996 1997 1f358 ﬂmgh arounq the upper boundaries of
their respective ranges each year. The

M2 1-5 1-5 1-5 debt of the domestic nonfinancial sec-
Ml 38 0 2%  tors is expected to remain near the

middle of its range this year and next.

Note. Change from average for fourth quarter of . . . .
preceding year to average for fourth quarter of yearThe Committee will continue to monitor

indicated. the behavior of the monetary aggregates
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and domestic nonfinancial debt—asadvance in spending slowed thereafter—
well as a wide range of other data—forpartly because of unusually cool weather
information about economic and finan-n late spring—underlying fundamentals
cial developments. for the household sector remain favor-
able to further solid gains; notably, real
incomes have continued to rise, and
many consumers have benefited from
sizable gains in wealth. With this good
The economy has continued to perforrmews in hand, consumers have become
exceptionally well this year. Real grossextraordinarily upbeat about the econo-
domestic product surged almost 6 permy’s prospects. Indexes of consumer
cent at an annual rate in the first quartesentiment—such as those compiled by
of 1997, and available data point tothe Survey Research Center at the Uni-
a healthy, though smaller, increase irversity of Michigan and the Confer-
the second quarter. Financial condience Board—have soared to some of
tions remained supportive of spendingthe highest readings since the 1960s.
Despite a modest tightening of moneyDespite this generally healthy picture,
market conditions by the System, mossome households still face difficulties
interest rates were little changed omeeting debt obligations, and delin-
declined a bit on net during the first halfquency rates for consumer loans have
of the year, and equity prices surgedemained at high levels.

ahead. With relatively few exceptions, Real outlays for consumer durables
credit remained readily available fromsurged 184 percent (annual rate) in the
both intermediaries and financial mardirst quarter of this year but apparently
kets on generally favorable terms. Theslowed considerably in the second quar-
rapid increases in output led to a furtheter. After changing little, on net, last
tightening of labor markets in the firstyear, consumer purchases of motor vehi-
six months of 1997, and labor coststles increased rapidly early in the year, a
accelerated a little from the pace of aesult of sound fundamentals, a bounce-
year earlier. Price inflation has been subback from the strike-depressed fourth
dued, held down in part by declinesquarter, and enlarged incentives offered
in energy prices, smaller increases iy automakers. In the second quarter,
food prices, and lower prices for non-oilsales were once again held down notice-
imports that have followed in the wakeably by strike-related supply constraints,
of the appreciation of the dollar. In addi-as well as by some payback from the
tion, intense competition, adequate plantlevated first-quarter pace. Smoothing
capacity, and ongoing efficiency gainghrough the ups and downs, the under-
have helped to restrain inflation preslying pace of demand in the first half
sures in the face of rising wages. of the year likely remained reasonably
close to the 15 million unit rate that has
prevailed since the second half of 1995.
Purchases of durable goods other than
motor vehicles also took off in the first
quarter; computers and other electronic
After posting a sizable increase in 1996equipment were an area of notable
real personal consumption expenditurestrength, as households took advantage
jumped 52 percent at an annual rateof rapidly falling prices to acquire the
in the first quarter of 1997. Although thelatest technology. According to avail-

Economic and Financial
Developments in 1997

The Household Sector

Spending, Income, and Saving
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able monthly data, purchases of duranet worth. One such factor could be
bles other than motor vehicles and eleca greater focus on retirement savings,
tronic equipment moderated in theparticularly among the large cohort
second quarter. Although a pause in thef the population reaching middle age.
growth of spending is not surprisingConcerns about the adequacy of saving
after the strong first quarter, unusuallyfor retirement have likely been height-
cool spring weather, leading to the postened by increased public discussion of
ponement of purchases of some sedhe financial problems of social security
sonal items, may also have contributeénd federal health programs. In addi-
to the moderation. tion, debt problems may be restraining
Growth of real spending for nondu-the spending of some households.
rables also appears to have slowed con-
S|derably f_rom a strong f'rSt'quarte.rResidential Investment
pace. Within services, weather condi-
tions held down growth of real outlays The underlying pace of housing activity
for energy services in the first quartethas remained at a high level this year,
and boosted them in the second. Growtbven though some indicators suggest
of real outlays for other services—that activity has edged off a bit from last
typically the steadiest component ofyear’s pace. In the single-family sector,
consumption—picked up at the end ohousing starts through June averaged
1996 and appears to have stayed aheddl4 million units at an annual rate, a
of last year's 2> percent pace in the shade below the pace of starts in 1996.
first half of 1997. Although starts dipped in the second
Consumer spending continued taguarter, the decline was from a first-
draw support from healthy advances imuarter level that, doubtless, was
income this year, as gains in wages antoosted by mild weather. Mortgage rates
salaries boosted personal disposableave zigzagged moderately this year;
income. These gains translated into #éhe average level has differed little from
4 percent annual rate advance in redhat in 1996. With mortgage rates low
disposable income in the first quarterand income growth strong, a relatively
after a significant 24 percent advance large proportion of families has been
last year. Although month-to-monthable to afford the monthly cost of
movements were affected by unevenpurchasing a home. Home sales have
ness in the timing of tax payments, theemained strong, helping to keep inven-
underlying trend in real disposabletories of unsold new units relatively
income remained strong into the seconttan—a favorable factor for prospective
quarter. building activity. Other indicators of
On top of rising incomes, further demand remain quite positive. Accord-
increases in net worth—primarily ing to the latest survey by the National
related to the soaring stock market—Association of Homebuilders, builders’
have given many households the finanratings of new home sales strengthened
cial wherewithal to spend. In light of thein recent months to the highest level
very large gains in wealth, the impetussince last August. Moreover, consum-
to consumption appears to have beears’ assessments of conditions for home-
smaller than might have been anticibuying, as reported by the Survey
pated on the basis of historical relaResearch Center at the University of
tionships, suggesting that other factordichigan, remained very favorable
may be offsetting the effect of higherinto July. In addition, the volume of
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applications for mortgages to purchaseble indicators, probably stayed at
homes has moved up recently to a higlhoughly the same rate during the sec-
level. ond quarter.

The pace of multifamily starts has The estimated ratio of required pay-
been well maintained. These starts avements of loan principal and interest to
aged close to 320,000 units at an annualisposable personal income remained
rate from January to June, a little abovéigh in the first quarter, after climbing
last year’'s figure for starts. Even soyrapidly between early 1994 and early
the pace of multifamily construction 1996 and rising more slowly in the sec-
remains well below peaks in the 1970nd half of last year. This measure of
and 1980s, partly because of changes ithe debt-service burden of households
the nation’s demographic compositionhas nearly returned to the peak reached
as the bulge of renters in the 1980s hatward the end of the last business cycle
moved on to home ownership. Anotherexpansion. Adding estimated payments
factor that has restrained multifamilyon auto leases to households’ scheduled
construction is the growing popularity monthly debt payments boosts the ratio
of manufactured housing (“mobile a little more than 1 percentage point and
homes”), which provides an alternativeplaces it just above its previous peak.
to rental housing for some households. Indicators of households’ ability to
In particular, the price of a typical man-service their debt have been mixed. The
ufactured unit is considerably lessdelinquency rate for mortgage loans past
than that of a new single-family house,due sixty days or more is at its lowest
making manufactured homes especiallfevel in two decades, but delinquency
attractive to first-time buyers and torates for consumer loans are relatively
people purchasing second houses drigh. According to data from the Report
retirement homes. Shipments of thesef Condition and Income filed by banks
homes trended up through last fall andqthe Call Report), the delinquency rate
then flattened out at a relatively highfor credit card loans was roughly
level. unchanged in the first quarter of 1997,
remaining at its highest value since
late 1992, when the economy was in
the midst of a sluggish recovery and
Household balance sheets strengthend¢dde unemployment rate was more than
in the aggregate during the first half of2 percentage points higher than today.
1997, but debt-payment problems confor auto loans at the finance companies
tinued at a high level in several marketaffiliated with the major manufactur-
segments. Indebtedness grew less raprs, the delinquency rate rose again in
idly than it had in 1996, and furtherthe first quarter, continuing the steady
gains in equity markets pushed up theun-up in this measure over the past
ratio of household net worth to dis-three years.
posable personal income to its highest Anecdotal evidence suggests that the
mark in recent decades. Consumer crediecent increases in consumer credit
increased at a% percent annual rate delinquency rates had been partly antici-
between December 1996 and May 199hated by lenders, reflecting the normal
compared with 8 percent in 1996. seasoning of loans as well as banks’
The growth of mortgage debt wasefforts to stimulate borrowing by mak-
somewhat slower in the first quartering credit more broadly available and
than in 1996 and, according to avail-automakers’ attempts to stimulate sales

Household Finance
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using the same approach. During th&he Business Sector
past several years, lenders have aggres-
sively sought business from peoplgnyestment Expenditures
who might not have been granted
credit previously, in part because ofFollowing a fifth year of sizable
lenders’ confidence in new “credit increases in 1996, real business fixed
scoring” models that statistically eval-investment rose at an annual rate of
uate an individual’s creditworthiness.11 percent in the first quarter. The
Despite these new tools, banks eviunderlying determinants of investment
dently have been surprised by thespending remain solid: strong business
extent of the deterioration of their con-sales, sizable increases in cash flow, and
sumer loans and have tightened lenda favorable cost of capital, especially for
ing standards as a result. Nearly halfigh-tech equipment. To be sure, a sig-
the banks responding to the Federdhificant portion of this investment has
Reserve’s May survey on bank lend-been required to update and replace
ing practices had imposed more strindepreciated plant and equipment; never-
gent standards for new credit cardheless, the current pace of investment
accounts over the preceding threémplies an appreciable expansion of the
months, with a smaller fraction rein-capital stock.
ing in other consumer loans. About Real outlays for producers’ durable
one-third more of the responding bank€quipment jumped at an annual rate of
expected Charge-off rates on condlZ2¥a perce_nt_ in the first quarter of this
sumer loans to increase further over thiear after rising 9 percent last year. As
remainder of the year than expectedn recent years, purchases of computers
charge-off rates to decrease; many oknd other information processing equip-
those expecting an increase cited coriment contributed importantly to this
sumers’ growing willingness to declaregain. The computer sector has been pro-
bankruptcy. Rising delinquency ratesPelled by declining prices of new and
have also put pressure on firms speciamore powerful products and by a drive
izing in subprime auto loans, with somein the business sector to improve effi-
reporting reduced profits and acuteciency with these latest technological
liquidity problems. developments. Real purchases of com-
According to the most recently avail-munications equipment also have been
able data, personal bankruptcies surge@bust, boosted by rapidly growing
again in the first quarter of the year aftelemand for wireless phone services and
rising 30 percent in 1996. The rapidinternet connections as well as by
increases of late are partly related to thePgrades to telephone switching and
same increase in financial stress evidefansmission equipment in anticipation
in the delinquency statistics, but theyof eventual deregulation of local phone
may also be tied to more widespreadnarkets. In addition, purchases of air-
use of bankruptcy as a means of deapraft by domestic airlines moved higher
ing with such stress. Changes in federg®n net in 1995 and 1996 and—on the
bankruptcy law effective at the start ofbasis of orders and production plans of
1995 increased the value of assets thaircraft makers—are expected to rise
may be protected from |iquidati0n, andCOﬂSlderab|y further this year. For the
there may also be a secular trend towargecond quarter, data on orders and

less stigma being associated with declashipments of nondefense capital goods
ing bankruptcy. in April and May imply that healthy
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increases in equipment investment haveles, stocks rose in the first quarter, with
continued. particularly sizable increases coming
Real business spending for nonresifrom a continued ramp-up in produc-
dential structures posted another sizabligon of aircraft and from a restocking
increase in the first quarter after advancef petroleum products during a period
ing a hefty 9 percent in 1996. Althoughwhen prices eased. Nevertheless, with
the latest data suggest a slowing of thextraordinarily strong sales, inventory—
pace of advance in the second quartesales ratios still moved down further
the economic factors underlying thisin the major sectors. Available monthly
sector point to continued increasesdata suggest that vigorous inventory
Vacancy rates have been falling andnvestment outside of motor vehicles
rents have been improving. Financingcontinued through mid-spring, as firms
for commercial construction report-responded to strength in current and
edly is in abundant supply, especiallyprospective sales. For motor vehicles,
with substantial amounts of capitalinventories moved up some in the first
flowing to real estate investment trustgjuarter of this year, after strike-related
(REITS). reductions in the fourth quarter. In the
Trends in construction continue tosecond quarter, the monthly pattern of
differ among sectors. Increases in officenotor vehicles stocks was bounced
construction were especially robust imaround somewhat by strikes; cutting
recent quarters, as vacancy rates fethrough the noise, inventories of light
for both downtown and suburban propvehicles still appear to be in balance.
erties. With office-based employment
expanding, this sector has continued t%orporate Profits and
recover from the severe slump of theBusiness Finance
late 1980s and early 1990s; even so, the
level of con struction activity is barely The continued rapid advance of busi-
more than half that of the mid-1980s.ness investment this year has been
Construction of other commercial build-financed through both strong cash flow
ings has increased steadily during thand substantial borrowing at relatively
past five years, and the gain in the firstavorable terms. Economic profits (book
quarter of this year was sizable. Sincerofits after inventory valuation and
the current expansion began, the nonzapital consumption adjustments) in the
office commercial sector has providedirst quarter were ¥4 percent higher
a large contribution to overall construc-than a year earlier. For the nonfinancial
tion spending. Industrial constructionsector, domestic profits were more than
dropped back in the first quarter after9 percent higher, reaching their highest
jumping at the end of last year; the trendshare of those firms’ domestic output
for this sector has been relatively flat orin the current expansion. Despite abun-
balance in recent years. dant profits, the financing gap for these
During 1996, investment in real non-companies—the excess of capital expen-
farm business inventories was modedtitures (including inventory investment)
compared with the growth of sales, andver internally generated funds—has
the year ended with lean inventoriesvidened somewhat since the middle of
in many sectors. In the first quarter 0f1996. To fund that gap, and the ongoing
this year, businesses moved to rebuildet retirement of equity shares, non-
stocks, and inventory investment pickedinancial corporations increased their
up substantially. Outside of motor vehi-debt 6% percent at an annual rate in the
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first quarter, compared with¥s percent their borrowing from banks. The out-
during 1996. standing commercial paper of these cor-

External funding has remained readporations also increased on net from
ily available to businesses on favorablédecember through June, after declining
terms. The spreads between yields oa little in 1996. Meanwhile, these busi-
investment-grade bonds and yields omesses’ net issuance of long-term bonds
Treasury securities have stayed lown the first half of the year exceeded
since the beginning of the year, whilelast year’'s pace, with speculative-grade
the spreads on high-yield bonds havefferings accounting for the highest
declined further to historically narrow share of gross issuance on record.
levels. Price—earnings ratios are high, At the same time, the pace of gross
implying a low cost of equity financing. equity issuance by nonfinancial corpo-
Further, banks remain accommodativeations dropped considerably in the
lenders to businesses. According to thérst half of this year. In particular, the
Federal Reserve’s most recent survey aharket for initial public offerings has
business lending, the spreads betwedreen cooler than in 1996, despite some
loan rates and market rates have helgickup of late; new issues have been
about steady for borrowers of all sizespriced below the intended range more
with rate spreads for large loans near theften than above it, and first-day trad-
lower end of the range seen over théng returns have been relatively low.
past decade. Moreover, surveys by thélet equity issuance has been deeply
National Federation of Independeninegative again this year, as gross issu-
Business indicate that small businessemnce has been more than offset by retire-
have not had difficulty obtaining credit. ments through share repurchases and

The plentiful supply of credit prob- mergers. The bulk of merger activity
ably stems from several factors. Mosin the 1980s involved share retire-
banks are well positioned to lend: Theirments financed by borrowing, but the
profits are strong, rates of return orrecent surge—which largely involves
equity and on assets are high, and capfriendly intra-industry mergers—has
tal is ample. In addition, continued sub-been financed about equally through
stantial inflows into stock and high-borrowing and stock swaps. Structuring
yield bond mutual funds suggest thatleals as stock swaps can reduce share-
investors may now perceive less riskholders’ tax liabilities and enable the
in these areas or may be more willingcombined firm to use a more advanta-
to accept risk. In fact, businesses gengeous method of financial accounting.
erally are in very good financial con-The dollar value of nonfinancial merg-
dition, with the estimated ratio of oper-ers in which the target firm was worth
ating cash flow to interest expense fomore than a billion dollars set a record
the median nonfinancial corporationin 1996, and merger activity appears to
remaining quite high in the first part of be on a very strong track this year as
the year. Moreover, delinquency ratesvell.
for business loans at banks have stayed
extremely low, as has the default rate o
speculative-grade debt. "he Government Sector

The increase in the pace of busmesﬁederal
borrowing in the first half of 1997 was
widespread across sources of financ&he federal budget deficit has come
Nonfinancial corporations stepped uplown considerably in recent years and
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should register another substantiatecent years. Although still restrained,
decline this fiscal year. Over the firstoutlays for defense have ticked up this
eight months of fiscal year 1997—thefiscal year after trending down for sev-
period October through May—the defi-eral years.
cit in the unified budget was $65 billion, As for the part of federal spending
down $43 billion from the comparablethat is included directly in GDP, real
period of fiscal 1996. The recent reducfederal expenditures on consumption
tion in the deficit primarily reflected and gross investment decline&s3per-
extremely rapid growth of receipts forcent in the first quarter of 1997, a shade
the second year in a row, although anore than the average rate of decline
continuation of subdued growth in out-in recent years. An increase in real non-
lays also contributed to the improve-defense spending was more than offset
ment. Given recent developments, théy a decline in real defense outlays.
budget deficit as a share of nominal The substantial drop in the unified
GDP this fiscal year is likely to be at itsbudget deficit reduced federal borrow-
lowest level since 1974. ing in the first half of 1997 compared
Federal receipts were almosiz=8per-  with the first half of 1996. The Treasury
cent higher in the first eight months ofresponded to the smaller-than-expected
fiscal year 1997 than in the year-earlieborrowing need by reducing sales of
period and apparently are on trackbills; this traditional strategy of allow-
to outpace the growth of nominal GDPing borrowing swings to be absorbed
for the fifth year in a row. Individual primarily by variation in bill issuance
income tax payments have risen sharplgnables the Treasury to have predictable
this fiscal year—on top of a hefty coupon auctions and to issue sufficient
increase last year—reflecting strongjuantities of coupon securities to main-
increases in households’ taxable labotain their liquidity. The result this past
and capital income; preliminary dataspring was an unusually large net
from the Daily Treasury Statement indi-redemption of bills, which pushed yields
cate that individual income tax revenue®n short-term bills down relative to
remained strong in June. Moreoveryields on other Treasury securities and
corporate tax payments posted anotham short-term private paper.
sizable advance through May of this The issuance of inflation-indexed
fiscal year. securities at several maturities has been
Federal outlays during the first eighta major innovation in federal debt man-
months of the fiscal year roseé/8per- agement this year. The Treasury sold
cent in nominal terms from the com-indexed ten-year notes in January and
parable period last year. Although thisApril and added five-year notes earlier
increase is up from the restrained rate athis month. A small number of agency
growth in fiscal 1996—which was heldand other borrowers issued their own
down by the government shutdown—inflation-indexed debt immediately after
spending growth remained subduedhe first Treasury auction, and the Chi-
across most categories. Outlays focago Board of Trade recently introduced
income security programs rose modestljutures and options contracts based
in the first eight months of the fiscalon inflation-indexed securities. As one
year, partly as a result of the continuedvould expect at this stage, however, the
strong economy, and spending on thenarket for indexed debt has not yet fully
major health programs grew somewhamatured: Trading volume as a share of
more slowly than their average pace irthe outstanding amount is much smaller
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than for nominal debt, and a market forbeen pre-refunded in the early 1990s
stripped securities has yet to emerge. waned.

State and Local The External Sector

The fiscal condition of_ state anq locaITrade and the Current Account
governments has remained positive over
the past year, as the surplus of receipt§he nominal deficit on trade in goods
over current expenditures has beeand services was $116 billion at an
stable at a relatively high level. Strongannual rate in the first quarter, somewhat
growth in sales and incomes has ledarger than the $105 billion in the fourth
to robust growth in revenues, despitejuarter of last year. The current account
numerous small tax cuts, and manyeficit of $164 billion (annual rate) in
states have held the line on spendinthe first quarter exceeded the $148 bil-
in the past several years. Additionallylion deficit for 1996 as a whole because
the welfare reform legislation passedf the widening of the trade deficit
in August 1996, while presenting long-and further declines in net investment
term challenges to state and local govincome. In April and May, the trade
ernments, actually has eased fiscal preseficit was slightly narrower than in the
sures in recent quarters: Block grantdirst quarter.
to states are based largely on 1992-94 The quantity of U.S. imports of goods
grant levels, but caseloads more recentlgnd services surged in the first quarter at
have been falling. Overall, at the statean annual rate of about 20 percent. Con-
level, accumulated surpluses—currentinued strength in the pace of U.S. eco-
surpluses plus those from past years—romic activity largely accounted for the
were on track to end fiscal year 1997 atapid growth, but a rebound in auto-
a healthy level, according to a survey bymotive imports from Canada from their
the National Association of State Bud-strike-depressed fourth-quarter level
get Officers taken shortly before the endoosted imports as well. Preliminary
of most states’ fiscal years. data for April and May suggest that
Real expenditures for consumptionstrong real import growth continued.
and gross investment by state and locadllon-oil import prices fell through the
governments increased moderately isecond quarter, extending the generally
the first quarter of this year, about thedownward trend that began in mid-1995.
same as the pace of advance in the pastThe quantity of U.S. exports of goods
two years. For construction, the averagand services expanded at an annual rate
level of real outlays during the first five a bit above 10 percent in the first quar-
months of the year was a little higherter, about the same rapid pace as during
than in the fourth quarter. Hiring by the second half of last year. Growth of
state and local governments over theutputin our major trading partners, par-
first half of the year was somewhatticularly the industrial countries, helped
above last year’s pace, with most of théo sustain the growth of exports, as did
increase at the local level. increased deliveries of civilian aircraft.
The pace of gross issuance of stat&xports to western Europe and to Canada
and local debt was roughly the samerew strongly, while those to the Asian
in the first half of the year as in 1996.developing countries declined some-
Net issuance turned up noticeably, howwhat. Preliminary data for April and May
ever, as retirements of debt that haduggest that real exports rose moderately.
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Capital Flows In Japan, real GDP accelerated to a

o 6%2 percent annual growth rate in the
Large gross ca'pltal |anov_vs and OUIfIOstirst quarter, boosted by extremely
continued during the first quarter of X

. . trong growth of consumer spending
1997, reflecting the continued trend:lhead of an increase in the consumption
toward globalization of financial and

. “7 " tax on April 1. Activity appears to have
product markets. BOth foreign direct allen in the second quarter, but contin-
investment in the United States an

US direct investment abroad were ed improvement in business sentiment

erv strona. swelled by mergers anafluggests that the current weakness is
very strong, sw y merg nly temporary. In Canada, growth of
acquisitions.

Private foreian net purchases of U Sreal output increased to¥3 percent at
securities amognted t(I)3$85 billion in the'r:ln annual rate in the first quarter. Final
domestic demand more than accounted

first quarter, down somewhat from thefor this expansion, as business invest-
very high figure in the previous quarter,

. ent, consumption, and residential con-
but still above the record pace for 1996sT':ruction all provided significant contri-
as a whole. Net purchases of U.S. Tre

. ; butions. Indicators suggest that output
sury securities were particularly robust, rowth remained healthy in the second
Private foreigners also showed mcreas;egiu arter

interest in the U.S. stock market in . o . .
; Economic activity has remained vig-
the first quarter of 1997. U.S. net pur- rous so far this year in the United

chases of foreign securities amounteg. )
to $15 billion in the first quarter, down ingdom and appears to have strength

.~ ened in Germany and France. In the
from the strong pace of 1996. Privateg i o arter, UK. real GDP grew at an

Loorlzligr]]nirsof CS rg'nugdert%u?gictointhtﬁ'erannual rate of B percent as domestic
. 9 ->- pap yin demand, particularly investment, accel-
first quarter, but at a rate substantiall

Y, .
below earlier peaks. erated from its already strong pace

Foreign official assets in the Unitedin the fourth quarter. S_trong house-
States, which rose a record $122 bhillio hold consumption spending supported

; ; ..~ demand in the second quarter. Weak
in 1996, increased another $28 billion ; ;
in the first quarter of 1997. Apart from demand for exports, associated with the

the oil-producing countries, which bene_appreciation of the pound since mid-
: P cing countries, which 1996, and some tightening of monetary
fited from high oil prices, significant

X . : . onditions should moderate growth
increases in holdings were assomate&

with efforts by some emerding-market the current quarter. In Germany, eco-
countries to tgm er the im gac?of lar enomic expansion revived in the first

. ) temp pac 9 guarter and appears to have firmed in
private capital inflows on their econo-

mies. Information for April and May the second quarter. After growing very

suagests that official inflows ha eIittle in the fourth quarter of last year,
allzj)gged Ict infiow V€ German real GDP rose at an annual rate

of 134 percent in the first quarter, led

by government consumption, equipment
investment, and exports. Manufacturing
orders and indicators of business senti-
Economic activity in the major for- ment suggest additional gains in the
eign industrial countries has generallysecond quarter. French real GDP grew
strengthened so far this year from thenly three-quarters percent at an annual
pace in the second half of last yearrate in the first quarter, as declines in

Foreign Economies
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investment offset strong export growth the Japanese consumption tax lifted the
but data on manufacturing output andwelve-month change in the consumer
consumption suggest a pickup in activprice index to about % percent, but
ity during the second quarter. elevation of the inflation rate should
In most major Latin American coun- be temporary. CPI inflation remains less
tries, real output growth remained vigor-than 2 percent in Germany, France,
ous. In Mexico, real economic expan-Canada, and Italy. Only in the United
sion slowed some in the first quarteiKingdom, where output growth has
from its very rapid pace in the secondresulted in tight labor markets and con-
half of last year but remained robustsumer prices are rising at an annual rate
The industrial sector continued to be thedf more than 2> percent, are inflation
source of strength, while the service secpressures currently a concern.
tor lagged. A pickup in import growth In most major countries in Latin
has resulted in a narrowing of the tradéAmerica, inflation either is falling or
surplus; through May, the trade balancés already low. Mexican inflation con-
of $134 billion was about half the size tinues to improve: The monthly infla-
it was in the same period last year. Irtion rate was below 1 percent in May
Argentina, continued healthy economicand June, the lowest monthly rates since
growth in the first quarter has broughtthe 1994 devaluation. In Argentina,
real GDP back to its level before theconsumer prices were essentially flat
recession induced by the Mexican crisishrough the second quarter after almost
of 1995. In Brazil, real output declinedno increase last year. Brazilian inflation
in the first quarter after three quarters ohas declined to historically low rates. In
strong expansion. contrast, Venezuelan inflation, though it
Economic growth in our major Asian has come down from its 1996 rate of
trading partners other than Japan sloweghore than 100 percent per year, remains
a bit on average in the first quarter bunear 50 percent. Consumer price infla-
appears to have rebounded in the seconibn remains generally low in Asia,
guarter. Nationwide labor strikes inincluding in China, where it fell to less
Korea affected many of the country’sthan 3 percent in the twelve months
key export industries and were partlythrough May.
responsible for weakness in first-quarter
output and a ballooning of the current
account deficit. Data for April and May The Labor Market
show recovery in industrial production,
and the trade balance improved in théayroll employment continued to
second quarter. Real output growth irexpand solidly during the first half of
Taiwan remains strong so far this yearl997. The growth in nonfarm payrolls
though not quite so vigorous as duringaveraged about 230,000 per month; this
the second half of 1996. In China, reafigure may overstate slightly the under-
GDP continues to expand at an annudying rate of employment growth in
rate of nearly 10 percent, about the samthe first half because technical factors
brisk pace as last year. boosted payroll figures in April. The
Despite the pickup in growth, consid-strength in labor demand drew addi-
erable excess capacity remains in th@onal people into the job market, raising
major foreign industrial countries. Asthe labor force participation rate to his-
a consequence, inflation has generalliorical highs during the first half. Never-
remained quiescent. The increase itheless, the civilian unemployment rate
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moved down to 4.9 percent, on averagds even further below the average gains
in the second quarter. realized in the twenty-five years after

Employment gains in the private World War Il. The slower reported pro-
service-producing sector, in whichductivity growth during this expansion
nearly two-thirds of all nonfarm work- could partly reflect measurement prob-
ers are employed, accounted for muckems. Productivity is the ratio of real
of the expansion in payrolls throughoutput to hours worked, and official
June of this year. Within this sector,productivity indexes rely on a measure
higher employment in services, transof real output based on expenditures. In
portation, and retail trade contributedtheory, a matching measure of real out-
importantly to the gain. After advancingput should be derivable by summing
substantially for several years, payrolldabor and capital inputs on the “income
in the personnel supply industry—aside” of the national accounts. How-
category that includes temporary helgver, the income-side measure of real
agencies—actually turned down in theoutput has increased considerably faster
second quarter; anecdotal reports sughan the expenditure-side measure in
gest that some temporary help firms areecent years, raising the possibility that
having difficulty finding workers, espe- productivity growth has been some-
cially for highly skilled and technical hat better than reported in the official
positions. indexes.

Employment gains were also posted Measurement difficulties may also
in the goods-producing sector. In theaffect estimates of the longer-term tra-
construction industry, payrolls increasedectory of productivity growth. In par-
substantially between December andcular, if inflation were overstated by
June. Factory employment moved somenfficial measures—as a considerable
what higher in the first part of the yearamount of recent research suggests it
after declining a little during 1996, andis—then real output growth would be
manufacturing overtime hours remainedinderstated. This understatement would
at a high level. Producers of durablearise because too much inflation would
goods increased employment furthebe removed from nominal output growth
between December and June, whilén the calculation of real output growth.
makers of nondurable goods continuednhdeed, productivity growth for non-
to reduce payrolls. Since the end ofinancial corporations—a sector for
1994, factory employment and totalwhich output growth arguably is mea-
hours worked in manufacturing havesured more accurately than in broader
changed little. Even so, manufacturersectors—has been more rapid than for
have boosted output considerably ovenonfarm business overall. In particular,
this period, primarily through ongoing productivity for nonfinancial corpo-
improvements in worker productivity. rations increased at an average annual

Although productivity for the broader pace of about % percent between 1990
nonfarm business sector rose substaand 1996, while productivity in the
tially in the first quarter, it was just nonfarm business sector rose a little
1 percent above its value a year earlietess than 1 percent per year over
Moreover, output per hour changed littlethe same period. This difference—which
from the end of 1992 to the last quarteimplies very weak measured produc-
of 1995. The average rate of measuretivity growth outside of the non-
productivity growth in the 1990s is still finanial corporate sector—raises the
somewhat below that of the 1980s angbossibility that overall productivity
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growth is stronger than indicated bysufficiently brisk during the first half
official indexes for nonfarm busi- of this year to pull the unemploy-
nesst Of course, a critical—and still ment rate down about one-quarter per-
unanswered—question is the extent teentage point between December and
which any understatement of productiv-June.
ity growth has become larger over time. Just as the low unemployment rate
If productivity growth were more rapid points to tightness in labor markets,
than indicated by official statistics, thenanecdotal reports from many regions
the economy’s capacity to produceand industries mention the difficulties
goods and services would be increasinfirms are having hiring workers, espe-
faster than indicated by current officialcially workers with specialized skills.
statistics. But if the amount of mismea-With this tightness, labor compensation
surement has not increased over timeosts have accelerated slightly. Although
then the economy’s productive capacityhourly labor costs, as measured by the
also increased more rapidly in earlieemployment cost index (ECI), increased
years than shown by published meaenly 2.5 percent at an annual rate during
sures. In this case, the official statisticshe first three months of this year, they
on productivity growth—though per- were up 3.0 percent over the twelve
haps understated—would not give amonths ending in March, compared with
misleading impression about changes iR.7 percent over the preceding twelve
productivity trends. months. These increases are smaller
After changing little, on net, since thethan might have been expected on the
late 1980s, the labor force participatiorbasis of historical relationships, per-
rate turned up early last year; it reachethaps partly reflecting persistent worker
a record high 67.3 percent in Marchconcerns about job security. In addi-
of this year and remained at an eletion, modest increases in employer-
vated 67.1 percent in the second quartepaid benefits have partly offset faster
Better employment opportunities haveancreases in wages and salaries in the
drawn additional people into the work-past couple of years. With smaller
force. Although the recent welfareincreases in health care costs than ear-
reform legislation probably has notlier in the decade, shifts of employees
yet had a large effect on aggregate labdnto managed care plans, and require-
force dynamics, it may generate an addiments that employees assume a greater
tional, albeit small, boost to laborshare of health care costs, employer
force participation rates over the nextosts for health-related benefits have
few years. Since the beginning of 1996peen well contained. However, growth
the increases in the labor force assan employer health care costs may be in
ciated with a higher participation ratethe process of bottoming out, as reports
have eased pressures on labor maof rising premiums for health insurance
kets, as additional workers have steppeldave become more common. Moreover,
in to satisfy continuing strong demandthe wages and salaries component of the
for labor. Nevertheless, hiring wasECI has continued to accelerate, rising
3.4 percent during the twelve months
_ ending in March 1997, about one-
1. More detail is provided in a paper by quarter percentage point faster than

Lawrence Slifman and Carol Corrado, “Decompo- . .
sition of Productivity and Unit Costs,” Board of during the previous twelve months and

Governors of the Federal Reserve SystemeUghly half a percentage point faster
November 18, 1996. than in 1994 and 1995.



Monetary Policy Reports, July 71

Prices high levels of resource utilization. Sev-
eral factors have contributed to the

has remained favorable this year. In par[ecer-'t favorable performance of price
ticular, the CPI excluding food andmflatlon. Energy prices have declined

ener often referred to as the “core”this year. Non-oil import prices also
9y— ‘Eave fallen significantly, reducing input

;f I_elrr(]:(e::rnetaosveedr tﬁte grr;t i\lzguilarrtaeltres c? osts for some domestic companies and
2p 9 ikely restraining the prices charged

the year, about the same pace as in 199 - ;
The overall CPI registered a smaller, y domestic businesses that compete

. ; with foreign producers. Besides being
increase than the core CPI during th(Ia'estrained by some price competition
first half of this year. Both the overall from imported materials and supplies

CP! and the core CPI have been a.ﬁeCteérices of manufactured goods at earlier
by a series of technical changes 'mpleétages of processing have been held in

mented by the Bureau of Labor Statis—Check by an expansion of industrial

Egso%\t/:i:qthae E}%ﬁg";‘é?ﬁr‘;‘;ﬂ?n'gggl}/rzagﬁapacity that has been rapid enough to
estrain increases in utilization rates

price changes. If not for these change ver the past year. Also, to the extent

increases in the CPI since 1994 woul hat firms have succeeded in their efforts

be marginally larger. to realize large efficiency gains and
Other measures of prices also SU9QesL e ynit costs, upward pressure on
that favorable inflation trends continue '

into 1997. Measured from the first quar- rices may be reduced. Finally, an

ter of last year to the first quarter of thisex'“_md‘:‘ld period of relatively low and
yea nenrst g teady inflation has reinforced a belief
year, the chain price index for persona

X : . “among households and businesses that
consumption expenditures excludlngt

food and 2 t th he trend of inflation should remain
ood and energy rose 2 percent, the sanjg, o “and consequently helped to hold
as in the four-quarter period a yeary

earlier? Similarly, the chain price index *ow! inflation expectations.
' Y, . P ; Developments in the food and energy
for overall GDP—which covers prices

> sectors were favorable to consumers in

of all goods and services produced i ,
the United States—and the chain me;{_he first half of 1997. Consumer energy

sure for gross domestic purchases—

which covers prices of all goods pur',élternative Measures of Price Change

chased in the United States—increase
Percent

the same amount over the year ending in
the first quarter of 1997 as during the

The underlying trend of price inflation

1995:Q1 | 1996:Q1
t t

. Price measure (o} o]
previous four quarters. 1996:Q1 | 1997:Q1
All of these price measures indicate_ .
. . L .. _Fixed-weight
that inflation remains muted, despiteconsumer price index........ 2.7 2.9
Excluding food and energy .|.. 2.9 2.5
Chain-type

2. The price measure for personal consumptioffersonal consumption

expenditures (PCE) is closely related to the CPI Exiffﬁﬂgi%ﬁ'aiha'éhé}g'y" 2'200 2'250
because components of the CPI are key inputs i@ross domestic purchases.....| 2.2 29
the construction of the PCE price measure. Nevercross domestic product. ... .. 2.2 2.2

theless, the PCE price measure has the advantaggﬂator
that by using chain weighting rather than fixedg,oss domestic product....... 21 1.8
weights it avoids some of the substitution bias that
affects the CPI. Note. Changes are based on quarterly averages.
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prices declined in the first half of theprices of new and used passenger cars
year as the price of crude oil droppedieclined in the first six months of the
back following last year's run-up. In year, and prices of light trucks were
1996, the price of crude oil was boostedessentially flat. Also, prices of house
by refinery disruptions, uncertaintyfurnishings were about unchanged, on
about the timing of Iraqi oil sales, andbalance, in the first half of the year,
unusual weather patterns that increasealthough apparel prices moved up after
energy demand for heating and coolingdeclining in recent years.
As these factors receded this year, crude The CPI for non-energy services rose
oil prices fell. Although the downward about 3 percent at an annual rate
trend was interrupted by some transitorppetween December and June, a touch
spikes in prices—as in May when ten-below last year’s pace. After rising
sions in the Middle East flared up—markedly last year, airfares declined, on
the price of crude is now roughly backnet, in the first half of this year. Fares
to the range that prevailed before lasfell substantially early in the year when
year’s run-up. Since December, gasolinéhe excise tax on tickets expired, and
prices have tumbled more than 16 pereven with the reimposition of the tax in
cent at an annual rate, and heating oiMarch, ticket prices were still lower
prices have fallen significantly. Naturalin June than in December. Increases in
gas prices also fell as stocks, which hagrices of medical services also contin-
dwindled over the winter, were replen-ued to slow somewhat this yearn
ished. Reflecting the declines in fueladdition, the CPI for auto finance fell in
prices, the CPI for energy fell aboutMay and June as automakers sweetened
9 percent at an annual rate betweemcentives. In contrast, price increases in
December 1996 and June 1997. the first half of the year picked up in
Consumer food prices increased at anome other areas; shelter prices rose a
annual rate of only about 1 percent irbit more rapidly than last year, as did
the first half of the year. Although coffeetuition and prices for personal care
prices jumped, the prices of many otheservices.
food items were flat or edged lower.
Most notably, declines in grain prices .
that began in mid-1996 have been Work—,(\:/lred'i andAthe t
ing their way to the retail level and have onetary Aggregates
held down prices for a variety of grain- ; ; C
dependent Ff)oods, such as bgef, goultrys,:red't and Depository Intermediation
and dairy products. Prices of foods thafhe total debt of domestic nonfinancial
depend more heavily on labor costs haveectors increased at an annual rate of
been rising modestly this year. about 4 percent from the fourth quar-
Consumer prices for goods other tharter of 1996 through May of this year,
food and energy rose a restrained thregslacing the aggregate near the middle of
quarters percent at an annual ratéhe range for 1997 established by the
between December and June of this
year, a touch below last year's pace.
Declining prices for non-oil imports 3. InJanuary 1997, the Bureau of Labor Statis-
helped contain prices of goods i thelch Fuosec 2 tow Tesse of e oes o
CPl in the.flrSt half of th.e year, I.n part thirdp of the CPI for medical services—%né/ this
by constraining U.S. businesses in COMpew measure should, over time, provide a more
petition with importers. For example, accurate gauge of price movements in this area.
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FOMC. This pace is more than half aReal estate lending at banks rose about
percentage point below that for 19969 percent at an annual rate between the
reflecting significantly slower growth of fourth quarter of 1996 and June of this
borrowing by the federal government.year, compared with 4 percent in 1996.
The total debt of the other sectors ha#n contrast, outstanding home mortgages
risen at a roughly constant pace oveat thrift institutions grew little in the first
the past few years, even though the@art of the year after a large run-up in
growth rate of nominal output has beerl996. Home equity credit lines from
increasing. banks expanded especially rapidly in the
Credit on the books of depositoryspring, as some banks promoted these
institutions rose more rapidly than totalloans as a substitute for consumer loans.
debt in the first half of 1997, indicating The growth of consumer loans at banks
that their share of total debt outstandindincluding loans that were securitized
increased. Credit growth at thrift institu-as well as loans still on banks’ books)
tions eased late last year and early thigell from about 11 percent in 1996 to
year after increasing moderately in the8¥s percent at an annual rate between
first three quarters of 1996. Howeverthe fourth quarter of 1996 and June of
commercial bank credit grew at a briskthis year.
pace in the first half of the year, with
both securities and loans increasin
more rapidly than they did last year.gr he Monetary Aggregates
Growth of the monetary aggregates dur-
ing the first half of 1997 was similar

Growth of Money and Debt to growth in 1996. Between the fourth
Percent quarter of last year and June, M2
bomesic  €Xpanded at an annual rate of almost
Period ML | M2 | M3 | oM 5 percent; as the Committee hqd antici-
debt pated, the aggregate was running close
o to 'ghe upper bound of its growth cone,
1087 63 4.2 58 100 which had been chosen to be consistent
%ggg ---------- 4-3 g; 2'8 ?'8 with price stability. The behavior of M2
""""" ' ' ' ' over this period can be reasonably well
iggg D ‘71:% g:i ig gg explained by changes in hominal GDP
1992 ...l 144 18 6 47  and interest rates, using historical veloc-
1998 e 106 130 DL 22ty relationships. In the first quarter, the
—— t6 40 62 oo veIogty of M2 (deflneq as the ratio of
190 . 46 47 68 52 hominal GDP to M2) increased a little
Quarterly more 'ghan might have _been_antlmpated
(annual rate from its recent relationship to the
1997821 -------- S0 8% &2 45 opportunity cost of holding M2—the
"""" ' ' ' "7 interest earnings forgone by owning M2
Yeartodate | & 49 71 4g assets rather than market instruments
such as Treasury bills. M2 may have

1. From average for fourth quarter of preceding year t H ) _
average for fourth quarter of year indicated. ‘been held down a bit by savers pref

2. From average for preceding quarter to average foff€nces for equity market funds, for
quarter indicated. which inflows were quite strong.

3. From average for fourth quarter of 1996 to averag f
for June (May in the case of domestic nonfinancial debt)%rOWth of M2 was much slower in the

n.a. Not available. second quarter than in the first quarter
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(4¥a percent compared with 6 percent abf renewed stability in the behavior of
an annual rate), consistent with theM2—three years—is still fairly short,
slowing of the economy and almostand whether the stability will persist
unchanged M2 opportunity cost. Theis unclear. Variations in opportunity
monthly pattern of M2 growth in the cost and income growth during this
second quarter was heavily influencegberiod have been rather small, leaving
by unusually high individual non- considerable doubt about how M2
withheld tax payments. M2 surged inwould respond to more significant
April, as households apparently accuehanges in the financial and economic
mulated additional liquid balances inenvironment.
order to make the larger tax pay- M3 rose about 7 percent at an annual
ments, and was about unchanged on rate between the fourth quarter of 1996
seasonally adjusted basis in May as payand June of this year. This pace is a
ments cleared and balances returned title faster than last year's and again
normal. left M3 above the upper end of its
The correspondence between changegsowth cone, which, like the growth
in M2 velocity and in opportunity cost cone for M2, was set to be consistent
during recent years may represent aith price stability. Large time deposits,
return to the roughly stable relationshipwhich are not included in M2, con-
observed for several decades untitinued to increase much more rapidly
1990—albeit at a higher level of veloc-than other deposits. Banks have been
ity. The relationship was disturbed infunding their asset growth dispropor-
the early 1990s by households’ appareritonately through wholesale deposits,
decisions to shift funds out of lower-leaving interest rates on retail deposits
yielding deposits into higher-yielding further below market rates than they
stock and bond mutual funds. On onéave been historically. Growth of
hand, the “credit crunch” at banks andinstitution-only money market funds
the resolution of troubled thrifts curbedeased just a little from last year’s torrid
the eagerness of these institutions tpace, as the role of these funds in cor-
attract retail deposits, holding down theporate cash management continued to
rates of return offered on brokeredincrease.
deposits and similar accounts relative M1 contracted at a2 percent annual
to the average deposit rates used irate between the fourth quarter of
constructing measures of opportunityl996 and June of this year. Growth of
cost. At the same time, the appeal ofhis aggregate was again depressed by
longer-term assets was enhanced tempthe spread of so-called sweep programs,
rarily by the steeply sloped yield curvewhereby balances in transactions
and more permanently by the greateaccounts, which are subject to reserve
variety and lower cost of mutual fundrequirements, are “swept” into savings
products available to investors. Moreaccounts, which are not. Sweep pro-
recently, robust inflows into stock fundsgrams benefit depositories by reducing
apparently have substituted to only aheir required holdings of reserves,
limited extent for holdings of M2 which earn no interest. At the same
assets, and M2 velocity and opporiime, they do not restrict depositors’
tunity cost have again been movingaccess to their funds for transactions
roughly together since mid-1994,purposes, because the funds are swept
although velocity has continued toback into transactions accounts when
drift up slightly. However, the period needed. Until late last year, most retail



Monetary Policy Reports, July 75

sweep programs were limited to NOWrequired reserves were to fall quite
accounts, but demand-deposit sweefdsw, the demand for balances would
have expanded markedly since therbecome more linked to banks’ desire
Adjusted for the estimated total of bal-to avoid overnight overdrafts when
ances swept owing to the introduction ofconducting transactions through their
new sweep programs, M1 expanded accounts at Reserve Banks. Demand
a & percent annual rate between thdérom this source is more variable than is
fourth quarter of 1996 and June 1997, aequirement-related demand, and it also
little below its sweep-adjusted growthcannot be substituted across days; both
rate in 1996. factors would tend, all else equal, to
The drop in the amount of depositsincrease the volatility of the federal
held in transactions accounts in the firstunds rate.
half of 1997 caused required reserves to The decline in required reserves over
fall about 10 percent at an annual ratethe past several years has not created
close to the rate of decline last yearserious problems in the federal funds
Nonetheless, the monetary base hawarket, but funds-rate volatility has
expanded at a moderate pace so far iisen a little, and the risk of much
1997, because the runoff in requiredgreater volatility would increase if
reserves has been more than offset—asquired reserves were to fall substan-
it was also last year—by an increase irially further. One factor mitigating an
the demand for currency. Currencyincrease in funds-rate volatility has been
growth has been a little higher this yeaman increase in required clearing bal-
than last, as the effects of strong domesances. These balances, which banks can
tic spending more than offset a slightprecommit to hold on a two-week aver-
drop in net shipments of U.S. currencyage basis, earn credits that banks use to
abroad in the first four months of thepay for Federal Reserve priced services.
yeatr. Like required reserve balances, required
Further reductions in required re-clearing balances are predictable by
serves have the potential to diministthe Federal Reserve and can be sub-
the Federal Reserve’s ability to controlstituted across days within the two-
the federal funds rate closely on a dayweek maintenance period. Funds-rate
to-day basis. Traditionally, the daily volatility has also been damped by
demand for balances at the Federddanks’ improved management of their
Reserve largely reflected banks’ needbalances at Reserve Banks, which in
for required reserves, which are fairlypart reflects the improved real-time
predictable. As a result, the Federahccess to account information now
Reserve has generally been able tprovided by the Federal Reserve.
supply the quantity of balances thatWhether these factors could continue to
satisfies this demand at the intendedestrain funds-rate volatility if required
funds rate. Moreover, reserve requirereserve balances were to become much
ments are specified in terms of arsmaller is as yet unclear. Also unclear is
average level of balances over awvhether a moderate increase in funds-
two-week period, so if the funds raterate volatility would have any serious
on a particular day moves above thedverse consequences for interest rates
level expected to prevail on ensuingfarther out on the yield curve or for the
days, banks can trim their balancesnacroeconomy. The Federal Reserve
and thereby relieve some of thecontinues to monitor the situation
upward pressure on the funds rate. IElosely.
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Interest Rates, Equity Prices, and  The interest rate on the three-month
Exchange Rates Treasury bill was held down in recent
months by the reduced supply of bills
associated with the smaller federal defi-
cit. Between mid-March and mid-July,
Interest rates on Treasury securitiethe spread between the federal funds
were little changed or declined a bit, onrate and the three-month yield averaged
balance, between the end of 1996 andbout 15 basis points above the average
mid-July. Yields rose substantially in thespread in 1996. Interest rates on private
first quarter as evidence mounted thashort-term instruments increased a little
the robust economic activity observed ifin the second quarter after the small
the closing months of 1996 had contin-System tightening in March.
ued into 1997. By the time of the March
FOMC meeting, most participants in
financial markets were anticipating
some tightening of monetary policy, andEquity markets have advanced dramati-
rates moved little when the increasecally again this year. Through mid-July,
in the intended federal funds rate wasnost broad measures of U.S. stock
announced. Beginning in late April, keyprices had climbed between 20 percent
data pointed to continued low inflationand 25 percent since year-end. Stocks
and a slowing of economic growth inbegan the year strongly, with the major
the second quarter, and interest ratdadexes reaching then-record levels in
retraced their earlier advance. late January or February. Significant
The yield on the inflation-indexed selloffs ensued, partly occasioned by the
ten-year Treasury note was littlebackup in interest rates, and by early
changed between mid-April and mid-April the NASDAQ index was well
July, suggesting that at least part of théelow its year-end mark and the
roughly 60-basis-point drop in the nomi-S&P 500 composite index was barely
nal ten-year yield over that periodabove its. Equity prices began rebound-
reflected a reduction in expected inflaing in late April, however, soon pushing
tion or in uncertainty about future infla- these indexes to new highs. Stock prices
tion, or both. Yet, relative movements inhave been somewhat more volatile this
these two yields should be interpretedear than last.
carefully, as the market’'s experience in The run-up in stock prices in the
trading indexed debt is relatively brief,spring was bolstered by unexpectedly
making its prices potentially vulnerablestrong corporate profits for the first
to small shifts in market sentiment.quarter. Still, the ratio of prices in the
Moreover, the Treasury announced thiS&P 500 to consensus estimates of earn-
spring a reduction in the frequency ofings over the coming twelve months
nominal ten-year note auctions, perhapkas risen further from levels that were
putting downward pressure on theiralready unusually high. Changes in this
nominal yields, and some investors mayatio have often been inversely related
have paid renewed attention to upcomto changes in long-term Treasury yields,
ing technical adjustments to the CPlput this year's stock price gains were
which will reduce measured inflation.not matched by a significant net decline
Survey-based measures of expected interest rates. As a result, the yield on
inflation showed little change in the secten-year Treasury notes now exceeds the
ond quarter. ratio of twelve-month-ahead earnings to

Interest Rates

Equity Prices
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prices by the largest amount since 1991pressure for dollar appreciation abated.
when earnings were depressed by thé/hile robust economic activity in the
economic slowdown. One importantUnited States generated a rise in U.S.
factor behind the increase in stock pricetong-term interest rates through April,
this year appears to be a further rise imarket uncertainty about the strength of
analysts’ reported expectations of earneutput growth in several foreign indus-
ings growth over the next three to fivetrial countries led to little change, on
years. The average of these expectatiormlance, in average long-term (ten-year)
has risen fairly steadily since early 1995ates in other G-10 countries. Since then,
and currently stands at a level not seeb.S. rates have returned to near year-end
since the steep recession of the earlievels, while rates abroad have moved
1980s, when earnings were expected tdown. Accordingly, the long-term inter-
bounce back from levels that were quiteest differential, on balance, has shifted
low. further in favor of dollar assets since
December, consistent with the net appre-
ciation of the dollar this year.

Despite indications of further recov-
The weighted average foreign exchangery of output in Japan, the dollar rose
value of the dollar in terms of the otheragainst the yen early in the year as
G-10 currencies rose sharply in the firsplanned fiscal policy in Japan appeared
quarter from its level in December andto be more restrictive than had been
has moved up somewhat further sincexpected, and Japanese long-term inter-
then. On balance, the nominal dollar isst rates declined in response. State-
more than 10 percent above its level aments by G-7 officials at their meeting
the end of December. A broader meain Berlin in February and on subsequent
sure of the dollar that includes curren-occasions suggested some concern that
cies from additional U.S. trading part-the dollar’s strength and the yen’s weak-
ners and adjusts for changes in relativeess not become excessive. The dollar
consumer prices shows appreciatiomoved back down in terms of the yen in
of about 7 percent. After rising nearlyMay and has since fluctuated narrowly.
10 percent in terms of the Japanes&he yen has been supported by data
yen to a recent peak in late April, theshowing a widening of Japanese exter-
dollar retreated; it is currently aboutnal surpluses and by a partial retracing
unchanged from its value in terms ofby Japanese long-term rates of their ear-
yen at the end of December. In contrastjer decline, as indicators have suggested
the dollar has risen about 17 percent ithat the fiscal measures may not be as
terms of the German mark since the endontractionary as previously expected.
of last year. The dollar also rose sharply early in

Early in the year, data showing con-the year in terms of the German mark
tinued strengthening of U.S. economicand other continental European cur-
activity surprised market participants,rencies. Market participants have been
raised their expectations of some tightdisappointed that the pace of economic
ening of U.S. monetary policy, and con-activity has not strengthened further in
tributed to upward pressure on the doleontinental European countries. In addi-
lar. In light of the FOMC action in late tion, uncertainties about the prospects
March and the tendency for subsequerfor European Monetary Union, includ-
economic indicators to suggest a slowing the possibility of delay and the ques-
ing of the growth of U.S. real output, tion of which countries will be in the

Exchange Rates
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first group proceeding to Stage Three,
have resulted in fluctuations in the mark
and, on balance, appear to have strength-
ened the dollar. German long-term inter-
est rates have declined somewhat on
balance this year.

Short-term market interest rates in
most of the major foreign industrial
countries have changed little on average
since the end of last year. Rates in the
United Kingdom have risen somewhat
as the new government increased the
official lending rate one-quarter percent-
age point in May and the Bank of
England raised it by the same amount in
June and again in July. Short-term rates
in Italy and Switzerland have eased.
Stock prices have risen sharply so far
this year in the major foreign industrial
countries, particularly in continental
Europe.

The dollar has changed little on bal-
ance in terms of the Mexican peso since
December, as improved investor senti-
ment toward Mexico, reflected in nar-
rowing yield spreads between Mexican
and U.S. dollar-denominated bonds, has
supported the peso. The trend in Mexi-
can inflation has declined this year;
nevertheless, the excess of Mexican
inflation over U.S. inflation implies
abou a 7 percent real appreciation of
the peso since December.

Since mid-May, financial pressures in
Thailand, which caused authorities there
to raise interest rates and have led
to depreciation of the currency, have
spilled over to influence financial mar-
kets in some of our Asian trading part-
ners, particularly the Philippines and
Malaysia. Interest rates in both of these
countries rose sharply. Philippine offi-
cials relaxed their informal peg of the
peso in terms of the dollar, and the cur-
rency declined significantly; the Malay-
sian ringgit and Indonesian rupiah have
also depreciated. .
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Record of Policy Actions
of the Board of Governors

Regulation B Regulation C
Equal Credit Opportunity Home Mortgage Disclosure

September 9, 1997—Amendments January 16, 1997—Amendment

The Board amended Regulation B torhe Board approved an interim amend-
create a legal privilege for self-tests conment to Regulation C to increase the
ducted voluntarily by creditors, effectiveexemption threshold for depository
January 30, 1998. institutions, effective January 1, 1997.

Votes for this action: Messrs. Greenspan Votes for this action: Mr. Greenspan,
and Kelley, Ms. Phillips, and Mr. Meyer.  Ms. Rivlin, Messrs. Kelley and Lindsey,
Absent and not voting: Ms. Rivli&2 Mses. Phillips and Yellen, and Mr. Meyer.

The Board revised Regulation B to The Economic Growth and Regula-
implement amendments to the Equatory Paperwork Reduction Act of 1996
Credit Opportunity Act as part of theamended the Home Mortgage Dis-
Economic Growth and Regulatoryclosure Act to increase the asset-
Paperwork Reduction Act of 1996. Thatexemption threshold that determines
act created a legal privilege for informa-which depository institutions are exempt
tion produced by creditors through vol-from the act. The new asset-exemption
untary self-tests they conduct to deterthreshold is based on the percentage by
mine the level or effectiveness of theirwhich the Consumer Price Index for
compliance with the Equal CreditUrban Wage Earners and Clerical Work-
Opportunity Act, provided that appropri- ers (CPIW) for 1996 exceeded the index
ate corrective action is taken to addres®r 1975. On the basis of the CPIW for
any possible violations they discoverDecember 1996, the Board approved a
The Department of Housing and Urbarthreshold of $28 million. The Board also
Development issued a substantiallyequested comment on the interim
similar regulation under the Fair Hous-amendment.
ing Act. The Board announced its
rleé\g?ed regulation on December 11May 19, 1997—Amendments

The Board amended Regulation C to
increase the asset-exemption threshold
for depository institutions, ease disclo-

1. Throughout this chapter, note 1 indicates tha§ure requirements, and extend data col-

two vacancies existed on the Board when théection authority, effective July 1, 1997.
action was taken.

2. In voting records throughout this chapter, Votes for this action: Mr. Greenspan,
Board members, except the Chairman and Vice Ms. Rivlin, Mr. Kelley, Ms. Phillips, and
Chair, are listed by seniority. Mr. Meyer?
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The revisions implement amendmentseserve balances nationally or locally.
to the Home Mortgage Disclosure ActThe revisions also update and clarify the
included in the Economic Growth andpass-through rules in Regulation D for
Regulatory Paperwork Reduction Act ofall institutions.

1996. The action makes final an interim

amendment adopted in January 1997

that set the asset-exemption thresholdlovember 7, 1997—Amendments
for depository institutions at $28 mil- )

lion. The amendments also establish ahhe Board amended Regulation D to
alternative method by which institutionsdecrease the amount of transaction
may provide disclosure statements ialances to which the lower reserve
metropolitan areas in which they have'€quirement applies.

b_ranch offic_es and extend data collec- Votes for this action: Mr. Greenspan
tion ali'thomy under the Paperwork Ms. Rivlin, Mr. Kelley, and Ms. Phillips. '
Reduction Act for another three years.  Apsent and not voting: Mr. Meyer.

Under the Monetary Control Act of

Regulation D 1980, depository institutions, Edge Act
Reserve Requirements corporations, agreement corporations,
of Depository Institutions and U.S. agencies and branches of

foreign banks are subject to reserve

October 26, 1997—Amendments requirements set by the Board. The act
i directs the Board to adjust annually the

The Board amended Regulation D toymount subject to the lower reserve
allow U.S. branches and agencies of forrequirement to reflect changes in trans-
eign banks and Edge Act and agreemeniction balances nationwide. Recent
corporations to choose whether to aggrejeclines in transaction balances war-
gate reserve balances on a nationwidginted a decrease to $47.3 million,

basis with a single pass-through correang the Board amended Regulation D

reserve balances on a same-state/same-The Garn-St Germain Depository

District basis, effective January 1, 1998nstitutions Act of 1982 establishes a
. . zero percent reserve requirement on the
\'clc;t.e;i\flcinrz‘ t'\ms Kae?ré?,?'Mgrbrﬁ{i%?z%n’first $2 rr)illllion of an institution’s reserv-
Mr. Meyer: able liabilities. The act also provides for
annual adjustments to that exemption
To make interstate banking andamount based on deposit growth nation-
branching easier, the Federal Reserwide. Recent growth in deposits war-
Banks began in January 1998 to impleranted an increase to $4.7 million,
ment a new account structure that proand the Board amended Regulation D
vides a single Federal Reserve accourccordingly.
for each domestic depository institution For institutions reporting weekly,
and enables the Federal Reserve Banitse amendments are effective with the
to establish a single debtor—creditor relareserve computation period beginning
tionship with each chartered entity. TheDecember 30, 1997, and the correspond-
amendments allow foreign banks andng reserve maintenance period begin-
Edge Act and agreement corporations taing January 1, 1998. For institutions
choose whether to aggregate requireteporting quarterly, the amendments are
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effective with the reserve computationbanking, and the number of depository
period beginning December 16, 1997institutions with branches in more that
and the corresponding reserve mainene Federal Reserve District is expected
tenance period beginning January 15p increase. The amendments clarify the
1998. Federal Reserve District in which a
To reduce the reporting burden ondepository institution is eligible for Fed-
small institutions, depository institutionseral Reserve membership and the loca-
with total deposits below specified lev-tion of a depository institution’s reserve
els are required to report their depositeiccount. The Board also delegated to the
and reservable liabilities quarterly orSecretary of the Board the authority to
less frequently. To reflect increasesnake a determination of location under
in the growth rate of total deposits atRegulation D or Regulation I if (1) the
all depository institutions, the Boardrelevant Federal Reserve Banks and the
increased the deposit cutoff levels usethstitution agree on the specific Reserve
in determining the frequency and detaiBank in which the institution should
of deposit reporting to $78.9 million for hold stock or with which the institution
nonexempt depository institutions andshould maintain a reserve account and
to $50.7 million for exempt depository (2) the location agreed upon does not
institutions, beginning in Septemberraise any significant policy issues.
1998.

Regulation E
Regulation D Electronic Fund Transfers
Reserve Requirements
of Depository Institutions August 8, 1997—Amendments
Regulation | The Board amended Regulation E to

exempt certain needs-tested electronic
benefit transfer programs established or
administered by state or local govern-

Rules Regarding Delegation ment agencies from requirements of the
of Authority Electronic Fund Transfer Act and Regu-

lation E, effective September 15, 1997.

Issue and Cancellation of Capital
Stock of Federal Reserve Banks

June 3, 1997—Amendments Votes for this action: Messrs. Greenspan

d and Kelley, Ms. Phillips, and Mr. Meyer.

The Board amended Regulations D an Absent and not voting: Ms. Riviié.

| to define the location of a depository

institution for purposes of Federal Ejectronic benefit transfer programs

Reserve membership and reservgenerally involve the issuance of access
account maintenance, effective Octogards and personal identification num-

ber 1, 1997. bers to recipients of government bene-

. o . fits so that they can obtain their benefits

\Pégtlﬁesy, fo,\;st.h'lsghﬂﬁgg?'awj' ,\l,Tr'YI',(]A’e%rr'_ thr_ough automated' teller machines and
Absent and not voting: Mr. Greenspan.  point-of-sale terminals. The amend-
ments implement a provision of the

The Riegle—Neal Interstate BankingElectronic Fund Transfer Act contained
and Branching Efficiency Act of 1994 in the Personal Responsibility and Work
eliminated many barriers to interstateOpportunity Reconciliation Act of 1996
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that exempted certain electronic benefit998. Compliance with the amendments
transfer programs from coverage undeto Regulation T is optional until July 1,
the Electronic Fund Transfer Act. 1998.

Regulation G Regulation H

Securities Credit by Persons other Mémbership of State Banking

) System
Regulation T
Credit by Brokers and Dealers February 24, 1997—Amendments
Regulation U The Board adopted amendments to pro-

Credit by Banks for the Purpose  visions of Regulation H related to rec-
of Purchasing or Carrying Margin ordkeeping and confirmation of certain
Stocks securities transactions effected by state

. member banks, effective April 1, 1997.
Regulation X Ve BRE

Borrowers of Securities Credit Votes for this action: Mr. Greenspan,
Ms. Rivlin, Mr. Kelley, Ms. Phillips, and
December 18, 1997—Amendments Mr. Meyer?

The Board amended Regulations G, T, The amendments update recordkeep-
U, and X to reduce regulatory distinCc-ing and confirmation requirements to
tions between broker—dealers, banksgonform them with rules of the Securi-
and other lenders and to implementies Exchange Commission and the
changes to the Board's securities credipepartment of the Treasury and with
regulations, effective April 1, 1998. principles of safe and sound banking.

Votes for this action: Mr. Greenspan,
Ms. Rivlin, Mr. Kelley, Ms. Phillips, and Regulation H

Messrs. Ferguson and Gramlich. AbsenMemberShip of State Banking
and not voting: Mr. Meyer. Institutions in the Federal Reserve

The Board adopted the amendmentsYSt€M
to simplify the regulations and reduceReguIation K

burden as part of its periodic regulatoryniarnational Banking Operations
review and to implement changes to the

Board’s statutory authority containedMarch 11, 1997—Amendments

in the National Securities Markets )
Improvement Act of 1996, which The Board a}mended Regulathns H and
deregulated lending to certain broker{< to establish rules concerning gov-
dealers. The amendments also provid@nment securities sales practices by
tion U, thereby eliminating Regula- 1997

tion G The Bqard also will Qiscontinue Votes for this action: Mr. Greenspan
publication of its quarterly list of over-  \,& Rivlin, Mr. Kelley, Ms. Phillips, and ’
the-counter market stocks that are sub- vy, Meyer:

ject to its margin regulations for broker—

dealers, effective January 1, 1999, and The rules, which were also adopted
for other lenders, effective April 1, by the other federal banking agencies,
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minimize regulatory burden to the extentment to Regulations H and Y to reduce
feasible while providing consistent treat+egulatory burden in risk-based capital
ment for customers of bank and nonguidelines that apply to banking organi-
bank dealers and brokers in governmergations with significant trading activi-
securities. ties, effective December 31, 1997.

Votes for this action: Mr. Greenspan,
August 22, 1997—Amendments Ms. Rivlin, Mr. Kelley, Ms. Phillips, and

. Messrs. Meyer, Ferguson, and Gramlich.
The Board amended Regulations H and y g

K to implement the prohibition in sec- The Board, along with the other fed-
tion 109 of the Riegle-Neal Interstateeral banking agencies, amended the risk-
Banking and Branching Efficiency Act based capital standards for market risk
of 1994 against establishing interstatepplicable to certain banks and bank
branches primarily for the purposeholding companies with significant trad-
of deposit production, effective Octo-ing activities. The amendment elimi-
ber 10, 1997. nates the requirement that the total capi-
: o tal charge for specific risk must equal at
OES o s on, M GrenSDaMeast 50 percent of the standard capital
Mr. Meyer1 charge for specific risk when an institu-
tion measures specific market risk using
As required by section 109 of the act,jts internal model. The rule implements
the Board, along with the Office of thea revision to the Basle Accord and
Comptroller of the Currency and thereduces regulatory burden for institu-
Federal Deposit Insurance Corporationtions with qualifying internal models
adopted uniform amendments to theibecause they will no longer be required
regulations that prohibit any bank fromto calculate a standard specific-risk capi-
establishing or acquiring, under thetal charge.
authority of the act, a branch or branches
outside of its home state primarily for _
the purpose of deposit production. ThéRegulation J
amendments also provide guidelines fofcollection of Checks and Other
determining whether such a bank is realtems by Federal Reserve Banks
sonably helping to meet the credit needgnd Funds Transfers through
of the communities served by its inter-Fedwire

state branches.
August 26, 1997—Amendment

Regulation H The Board amended Regulation J to

Membership of State Banking establish a policy under which each

Institutions in the Federal Reserve depository institution will have a single

System Federal Reserve account relationship,
] effective January 2, 1998.

Regulation Y

Bank Holding Companies and Votes for this action: Mr. Greenspan,

Change in Bank Control Ms. Rivlin, Mr. Kelley, and Ms. Phillips.

Absent and not voting: Mr. Meyér.
December 17, 1997—Interim Rule The Riegle—Neal Interstate Banking

The Board approved an interim amendand Branching Efficiency Act of 1994



86 84th Annual Report, 1997

eliminated many barriers to interstatdation M that apply to automobile leas-

banking, and the number of depositorying from October 1, 1997, to January 1,

institutions operating branches in morel998.

than one Federal Reserve District is

expected to increase. The amendment Votes for this action: Messrs. Greenspan
: ottt and Kelley, Ms. Phillips, and Mr. Meyer.

allows a depository institution to send Absent and not voting: Ms. Riviif.

checks to any Reserve Bank for collec-

tion, but all of its check-collection trans- o October 7, 1996, the Board had
actions through the Federal Reservgplished revisions to Regulation M to
System will be reflected in a singletake effect on October 1, 1997. Those
account held at its Administrative revisions established a new disclosure
Reserve Bank, regardless of where thgcheme to improve consumer under-
institution has its branches. This accoungtanding of automobile-leasing transac-
structure will establish a single debtorjons, The new scheme required the
creditor relationship between each instipreparation of new forms and the repro-
tution and a Federal Reserve Bank angramming of computer software. The
will make account management moregoard had been asked by representa-
efficient for banks having interstatetives of the automobile leasing industry
branches. to delay the effective date of the new
rules, to allow more time for installation
of the software programs necessary to

Regulation M produce computer-generated disclosure
Consumer Leasing statements.

March 26, 1997—Amendments

The Board amended Regulation M tgX€gulation O .
implement legislation, revise certain dis--02Ns t0 Executive Officers,
closures, and make technical correcPir€ctors, and Principal

tions, effective April 1, 1997, with com- Shareholders of Member Banks

pliance optional until October 1, 1997. March 11, 1997—Amendment
Votes for this action: Mr. Greenspan

Ms. Rivlin, Mr. Kelley, Ms. Phillips, and 1n€ Board amended Regulation O to
Mr. Meyerl exclude from coverage certain exten-
sions of credit by a bank to an executive
The amendments incorporate statuefficer or a director of an affiliate, effec-
tory changes that streamline lease advetive April 1, 1997.
tising disclosures, revise the require-
ment to disclose certain costs due at the Votes for this action: Mr. Greenspan,
signing of the lease to parallel the statu- MS: Rivlin, Mr. Kelley, Ms. Phillips, and
e s Mr. Meyerl
tory change to a similar advertising
provisi(_)n, and make several technical The amendment excludes from the
corrections. requirements of Regulation O exten-
sions of credit by a bank to an executive
September 25, 1997—Amendmentfficer or a director of an affiliate, pro-
’ vided that the executive officer or direc-
The Board delayed the date for mandator is not engaged in major policymak-
tory compliance with revisions to Regu-ing functions of the lending bank and
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that the affiliate does not account for The amendments include a stream-
more than 10 percent of the consolidined and expedited review process for
dated assets of the bank’s parent holdingank and nonbanking proposals by well-
company. The amendment also simplirun bank holding companies, a reorga-
fies the procedure for a bank to implenized and expanded list of permissible

ment this exclusion by resolution ornonbanking activities, elimination of
bylaw. outmoded or superseded restrictions on
nonbanking activities, revisions to tying

) restrictions, revisions to provisions
Regulation Q implementing the Change in Bank Con-
Prohibition against Payment trol Act, and other changes to improve
of Interest on Demand Deposits  the competitiveness of bank holding
. companies by eliminating unnecessary

May 6, 1997—Interpretation regulatory burden and modernizing the

The Board revised an interpretation of€gulation. The Board also adopted a
Regulation Q to provide an exception tonumb_er of measures |ntenQed to broaden
the current limitations on premiums@nd improve public notice of bank
given on demand deposit accountsdcquisition proposals and to ensure that
effective May 15, 1997. applications and notices are quickly
available to the public.
Votes for this action: Mr. Greenspan,
Ms. Rivlin, Mr. Kelley, Ms. Phillips, and

Mr. Meyer?
r.veyer August 21, 1997—Amendments

The Board revised an interpretation to
provide an additional exception to theThe Board amended the prudential limi-
limitations on premiums that may betations applicable to bank holding com-
paid on demand deposit accounts. Thpanies engaged in securities underwrit-
revised interpretation permits the paying and dealing activities through
ment of premiums to depositors withoutsection 20 subsidiaries, effective Octo-
any limit, provided the premiums areber 31, 1997.
not related to or dependent on the bal-
ance in a demand deposit account and Votes for this action: Mr. Greenspan,

the duration of the account balance. Ms. Rivlin, Mr. Kelley, Ms. Phillips, and
Mr. Meyerl

Regulation Y The Board, in its decisions under the

Bank Holding Companies and Bank Holding Company Act and section

Change in Bank Control 20 of the Glass—Steagall Act, had estab-

lished prudential limitations (firewalls)
February 19, 1997—Amendments that permit a nonbank subsidiary of a
bank holding company to underwrite

The Board amended Regulation Y 10,4 jea i securities. The amend-

eliminate unnecessary regulatory burdep, . -~ climinate limitations that have

a'nd paperwprk anq to improve effl'proved to be unduly burdensome or un-
ciency, effective April 21, 1997 T

' ' ' necessary in light of other laws or regu-

Votes for this action: Mr. Greenspan lations and consolidate the remaining

Ms. Rivlin, Mr. Kelley, Ms. Phillips, and 'limitations in a series of eight operating
Mr. Meyer? standards.
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Regulation Z Votes for this action: Ms. Rivlin, Mr.

i i Kelley, Ms. Phillips, and Mr. Meyer.
Truth in Lending Absent and not voting: Mr. Greenspan.

November 19, 1997—Amendment  \;any of the amendments clarify the

The Board amended the disclosuréeduirements of the regulation. Others
requirements for variable-rate loans if€duce the compliance burden for
Regulation Z, which implements thedepogltory institutions _by, .for example,
Truth in Lending Act, to give creditors @llowing more flexibility in the way
flexibility in providing disclosures about institutions must prowae certain notices
variable-rate loans, effective Novem-and disclosures to their customers.

ber 21, 1997.

Votes for this action: Mr. Greenspan,Rules Regarding Delegation
Ms. Rivlin, Mr. Kelley, Ms. Phillips, and of Authority
Messrs. Meyer, Ferguson, and Gramlich.

L March 11, 1997—Amendment
The revision implements an amend-

ment to the Truth in Lending Act con- The Board amended its Rules Regarding
tained in the Economic Growth andDelegation of Authority to delegate to
Regulatory Paperwork Reduction Act ofan individual Board member the author-
1996 and applies to variable-rate loangty to extend the time period for Board
that have terms of more than one yeaaction on certain applications, effective
and are secured by the borrower’s prinMarch 22, 1997.

cipal dwelling. Under the amendment,

for any variable-rate mortgage transac- Votes for this action: Mr. Greenspan,
tion, instead of a fifteen-year historical Ms: R'V“”'er- Kelley, Ms. Phillips, and
table, creditors may give borrowers a Mr. Meyer:

statement that their periodic payments The Board delegated to the chairman

may increa_lse or_decrease substantialys its committee on Supervisory and
and a maximum interest rate and COMeRequlatory Affairs its authority, under
sponding payment based on a $10,00Q,¢” Economic Growth and Regulatory
loan. . ) .. Paperwork Reduction Act of 1996, to

Compliance with the amendment ini-gytend the 180-day period for final

tially was optional until December 22,(anrd action on applications by foreign
1997. On December 2, 1997, the Boargynys o establish a branch or agency

extended the date for optional compli-r 1o acquire ownership or control of a
ance until October 1, 1998.

commercial lending company.

Regulation CC Rules Regarding Availability
Availability of Funds and of Information
Collection of Checks

October 1, 1997—Amendments

February 26, 1997—Amendments
The Board approved amendments to

The Board adopted clarifying and techsubparts A and B of its Rules Regarding
nical amendments to Regulation CCAvailability of Information to provide
effective April 28, 1997. for expedited processing of requests for
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records and multitrack processing ofalso approved volume-based fees for the
requests, effective November 19, 1997.origination of automated clearinghouse
transactions and a reduction in the fee

Votes for this action: Mr. Greenspan, for the receipt of transactions.
Ms. Rivlin, Mr. Kelley, Ms. Phillips, and

Mr. Meyer! November 6, 1997—Policy

The Board’s Rules Regarding Avail- Statement on Payments System
ability of Information implement the NIS

Freedom of Information Act and setThe Board modified its procedures for
forth the procedures for providing measuring daylight overdrafts to accom-
access to Board information under thenodate an earlier afternoon presentment
act and in other circumstances. Thejeadline for checks drawn on local Fed-

Board adopted the amendments to coneral Reserve Banks, effective Novem-
ply with the Electronic Freedom of per 14, 1997.

Information Act Amendments of 1996,
which require agencies to provide for Votes for this action: Mr. Greenspan,
expedited processing of requests for Ms. Rivlin, Mr. Kelley, Ms. Phillips, and
records and permit agencies to provide Mr-Meyer:

for fast-track processing of certain
requests. The Board also updated itg
rules to comply with statutes that hav
been enacted since the latest revisions
1988. Revisions to subpart C of the rule
are still under consideration.

The Board revised its procedures to
stablish a uniform Systemwide present-
€ment deadline for federal funds checks
¥ 3:00 p.m. local time. Federal funds

Thecks presented after that deadline will
be credited to depository institutions’

accounts on the next business day at

Policy Statements and 8:30 a.m. eastern time.

Other Actions

1997 Discount Rates
March 13, 1997—Volume-Based , .
Fee Structures During 1997 the basic discount rate was

left unchanged at 5 percent. Over the
The Board approved guidelines for thecourse of the year, however, there were
use of volume-based fee structures fonumerous changes in the rates charged
Reserve Bank payment services, effesy the Federal Reserve Banks for sea-
tive March 25, 1997, and reduced autosonal and extended credit. The rates for
mated clearinghouse fees, effectivéyoth types of credit are set on the basis
May 1, 1997. of market-related formulas, and these

rates exceeded the basic discount rate by

Votes for this action: Mr. Greenspan,varying amounts during the year.

Ms. Rivlin, Mr. Kelley, Ms. Phillips, and
Mr. Meyerl

The Board adopted guidelines for theBasIC Discount Rate

Reserve Banks’ use of volume-based fe€he Board’s decisions about the basic
structures for their electronic paymentdiscount rate are made against the back-
services and products and for continuaground of the policy actions of the Fed-
tion of volume-based fees for certaineral Open Market Committee (FOMC)
electronic check products. The Boarchnd related economic and financial
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developments. These developments atbeir requests for an increase in the basic
covered more fully in part 1 of this discount rate, and by early July no
ReporT and in the minutes of the Reserve Banks were proposing a higher
FOMC meetings during 1997 that alsorate.
appear in thiREPORT. Over the summer and fall, the growth
Economic activity continued to ex- of economic activity remained relatively
pand at a rapid pace during the earlyrisk, although it was well below its
months of 1997 after strengtheningpace during the opening months of the
markedly in the latter part of 1996. Theyear. Price inflation continued to be sub-
sharp uptrend in economic activity wasdued during this period despite indica-
associated with substantial growth intions of some pickup in the rise of labor
employment and slightly faster increasesompensation. No requests were made
in average hourly earnings. At the saméy any of the Banks to raise the basic
time, however, the underlying trend inrate during the summer months, but
consumer price inflation remained subin early October one Bank proposed a
dued. In view of these developments¥ percentage point increase, and late in
most of the Reserve Banks continuedhe year a second Bank requested an
to favor leaving the basic discount ratdncrease of the same amount. The two
unchanged at 5 percent, its level since iBanks expressed concern about what
was lowered¥s percentage point in they regarded as an overly accommoda-
January 1996. By mid-March, howevertive monetary policy at a time when the
four Reserve Banks were proposing gersisting strength of domestic demand
Y. percentage point increase in view ofseemed to be increasing pressures on
their growing concerns about the prosfesources and augmenting the risks of
pects for inflation. The Board took nohigher inflation. The Board decided,
action on these pending requests butowever, that the discount rate should
agreed on the need to monitor the ecomot be changed. Price inflation had
omy for signs of developing inflationary remained quite limited and, indeed,
pressures. appeared by some measures to be
On March 25, the FOMC unani- declining. Moreover, the financial tur-
mously approved a small increase in thenoil in Southeast Asia, which intensi-
federal funds rate to an average of aboudted during the closing months of the
5¥> percent. This action took into year, could be expected to have a damp-
account the persistence of rapid growtling effect on the economic expansion
in economic activity, which, in the con- and inflation in the year ahead. Accord-
text of already high levels of resourceingly, although higher price inflation
use, was seen as progressively increaslearly remained a risk, the Board
ing the risk of rising inflation. In the agreed with most of the Reserve Banks
circumstances, the slight firming ofthat near-term uncertainties warranted a
monetary policy was viewed as a pru-cautious, wait-and-see policy posture.
dent step that, by fostering an envi-
ronment conducive to lower inflation, :
afforded greater assurance of prolongingtruCture of Discount Rates
the current economic expansion. In lighfThe basic rate is the rate normally
of this preemptive action and subsecharged on loans to depository institu-
quent signs that the economic expansiotions for short-term adjustment credit,
might be slowing to a more sustainablevhile flexible, market-related rates
pace, some Reserve Banks withdrewenerally are charged on seasonal and
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extended credit. These flexible rates arBoard Votes

calculated periodically in accordanc
with formulas that are approved by theUnder the Federal Reserve Act, the

Board. eboards of directors of the Federal

The seasonal program helps small Frzeserve Banks must establish rates on

institutions meet needs arising from oans to depository institutions at least

N _every fourteen days and must submit
regular pattern of intra-yearly move tspe rates to the Board of Governors for

ments in their deposits and loans. Fund > view and determination. The Reserve
may be provided for periods longer tha :

those permitted under adjustment credit; anks are also required to submit
Since its introduction in 1992, the flex- requests to renew the formulas for calcu-
ible rate charged for seasonal credit ha&tind the flexible rates on seasonal and
been closely aligned with short-termeXtended credit. All votes on discount

market rates; it may never be less tha ates by the Board of Governors during

the basic discount rate applicable t 997 were unanimous. "
adjustment credit.

The purpose of extended credit is to
assist depository institutions that are
under sustained liquidity pressure and
are not able to obtain funds from other
sources. The usual rate for extended
credit is 50 basis points higher than the
rate for seasonal credit and is at least
50 basis points above the basic rate. In
appropriate circumstances, the basic dis-
count rate may be applied to extended-
credit loans for up to thirty days, but
any further borrowings are charged the
market-related rate.

Exceptionally large adjustment-credit
loans that arise from computer break-
downs or other operating problems not
clearly beyond the reasonable control of
the borrowing institution are assessed
the highest rate applicable to any credit
extended to depository institutions;
under the current structure, that rate is
the rate for extended credit.

At the end of 1997 the structure of
discount rates was as follows: a basic
rate of 5 percent for short-term adjust-
ment credit, a rate of 5.65 percent for
seasonal credit, and a rate of 6.15 per-
cent for extended credit. During 1997
the rate for seasonal credit ranged from
5.25 percent to 5.70 percent, and the
rate for extended credit ranged from
5.75 percent to 6.20 percent.
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Minutes of Federal Open Market
Committee Meetings

The policy actions of the Federal Operexecute transactions for the System
Market Committee, contained in theOpen Market Account. In the area of
minutes of its meetings, are presented idomestic open market activities, the
the ANnuaL ReporT Of the Board of Federal Reserve Bank of New York
Governors pursuant to the requirementsperates under two sets of instructions
of section 10 of the Federal Reservdrom the Federal Open Market Commit-
Act. That section provides that thetee: an Authorization for Domestic Open
Board shall keep a complete record oMarket Operations and a Domestic Pol-
the actions taken by the Board and bycy Directive. (A new Domestic Policy
the Federal Open Market Committee orDirective is adopted at each regularly
all questions of policy relating to openscheduled meeting.) In the foreign cur-
market operations, that it shall recordency area, the Committee operates
therein the votes taken in connectiorunder an Authorization for Foreign Cur-
with the determination of open marketrency Operations, a Foreign Currency
policies and the reasons underlying eacBirective, and Procedural Instructions
such action, and that it shall include inwith Respect to Foreign Currency
its annual report to the Congress a fulDperations. These policy instruments
account of such actions. are shown below in the form in which

The minutes of the meetings contairthey were in effect at the beginning of
the votes on the policy decisions madd997. Changes in the instruments during
at those meetings as well as'sualeof the year are reported in the minutes for
the discussions that led to the decisionghe individual meetings.
The summary descriptions of economic
and financial conditions are based on thz o :
information that was available to the/Authorization for Domestic
Committee at the time of the meetings2P€N Market Operations
e ™ 2 &Y MY PV, Efrect January 1, 1007

Members of the Committee voting for1. The Federal Open Market Committee
a particular action may differ amongauthorizes and directs the Federal Reserve
themselves as to the reasons for thefank of New York, to the extent necessary

votes; in such cases, the range of thef Carry out the most recent domestic policy
' ' directive adopted at a meeting of the

views is noted in the minutes. Whencgmittee:
members dissent from a decision, they
are identified in the minutes along with (a) To buy or sell U.S. Government

a summary of the reasons for theiisecurities, including securities of the Federal
dissent. Financing Bank, and securities that are direct

; ; ; obligations of, or fully guaranteed as to
Policy directives of the Federal Openprincipal and interest by, any agency of the

Market Committee are issued to the Fedgjteq states in the open market, from or to
eral Reserve Bank of New York as thesecurities dealers and foreign and inter-
Bank selected by the Committee tonational accounts maintained at the Federal
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Reserve Bank of New York, on a cash, reguapplying reasonable limitations on the vol-
lar, or deferred delivery basis, for the Systenume of agreements with individual dealers;
Open Market Account at market prices, andprovided that in the event Government secu-
for such Account, to exchange maturing U.Srities or agency issues covered by any such
Government and Federal agency securitiegagreement are not repurchased by the dealer
with the Treasury or the individual agenciespursuant to the agreement or a renewal
or to allow them to mature without replace-thereof, they shall be sold in the market or
ment; provided that the aggregate amount dfansferred to the System Open Market
U.S. Government and Federal agency securAccount; and provided further that in the
ties held in such Account (including forward event bankers acceptances covered by any
commitments) at the close of business on theuch agreement are not repurchased by the
day of a meeting of the Committee at whichseller, they shall continue to be held by the
action is taken with respect to a domestidederal Reserve Bank or shall be sold in
policy directive shall not be increased orthe open market.
decreased by more than $8.0 billion during
the period commencing with the opening of2. In order to ensure the effective conduct of
business on the day following such meetingpen market operations, the Federal Open
and ending with the close of business on thélarket Committee authorizes and directs the
day of the next such meeting; Federal Reserve Banks to lend U.S. Govern-
ment securities held in the System Open
(b) When appropriate, to buy or sell in Market Account to Government securities
the open market, from or to acceptance deabealers and to banks participating in Govern-
ers and foreign accounts maintained at thenent securities clearing arrangements con-
Federal Reserve Bank of New York, on aducted through a Federal Reserve Bank,
cash, regular, or deferred delivery basis, founder such instructions as the Committee
the account of the Federal Reserve Bank afay specify from time to time.
New York at market discount rates, prime
bankers acceptances with maturities of up t8. In order to ensure the effective conduct
nine months at the time of acceptance thadf open market operations, while assisting in
(1) arise out of the current shipment of goodshe provision of short-term investments for
between countries or within the Unitedforeign and international accounts main-
States, or (2) arise out of the storage withinained at the Federal Reserve Bank of
the United States of goods under contract oNew York, the Federal Open Market Com-
sale or expected to move into the channels ahittee authorizes and directs the Federal
trade within a reasonable time and that arReserve Bank of New York (a) for System
secured throughout their life by a warehous®pen Market Account, to sell U.S. Govern-
receipt or similar document conveying tittement securities to such foreign and inter-
to the underlying goods; provided that thenational accounts on the bases set forth in
aggregate amount of bankers acceptanc@aragraph 1(a) under agreements providing
held at any one time shall not exceedor the resale by such accounts of those
$100 million; securities within 15 calendar days on terms
comparable to those available on such trans-
(c) To buy U.S. Government securities,actions in the market; and (b) for New York
obligations that are direct obligations of, orBank account, when appropriate, to under-
fully guaranteed as to principal and interestake with dealers, subject to the conditions
by, any agency of the United States, andmposed on purchases and sales of securities
prime bankers acceptances of the typem paragraph 1(c), repurchase agreements in
authorized for purchase under 1(b) abovel).S. Government and agency securities, and
from dealers for the account of the Federato arrange corresponding sale and repurchase
Reserve Bank of New York under agree-agreements between its own account and
ments for repurchase of such securities, obliforeign and international accounts main-
gations, or acceptances in 15 calendar dayained at the Bank. Transactions undertaken
or less, at rates that, unless otherwisavith such accounts under the provisions of
expressly authorized by the Committee, shalhhis paragraph may provide for a service fee
be determined by competitive bidding, afterwhen appropriate.
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Domestic Policy Directive of 1 to 5 percent and 2 to 6 percent respec-
tively, measured from the fourth quarter
In Effect January 1, 1997 of 1995 to the fourth quarter of 1996. The

monitoring range for growth of total domes-

The information reviewed at this meetingtic nonfinancial debt was maintained at 3 'FO
suggests that economic activity has contin? percent for the year. For 1997, the Commit-
ued to expand at a moderate pace. Privai€e agreed on a tentative basis to set the same
nonfarm payro” emp|oyment increasedranges as in 1996 for growth of the monetary
appreciably further in November, althoughaggregates and debt, measured from the
the civilian unemployment rate edged upfOUl'th quarter of 1996 to the fourth quarter
to 5.4 percent. Industrial production roseof 1997. The behavior of the monetary aggre-
sharply in November, in part because of #ates will continue to be evaluated in the
rebound in motor vehicle assemblies that hatight of progress toward price level stability,
been depressed earlier by work stoppageg]ovements in their VeIOCIIIe_S, and develop-
Consumer spending has posted appreciabfgents in the economy and financial markets.
gains over recent months after a summer lull, In the implementation of policy for the
Housing starts rebounded in November afteimmediate future, the Committee seeks to
declining in September and October. Busimaintain the existing degree of pressure on
ness fixed investment appears to be growintgserve positions. In the context of the Com-
moderately after a sharp rise in the thirdMittee’s long-run objectives for price stabil-
quarter. The nominal deficit on U.S. trade inity and sustainable economic growth, and
goods and services widened substantially igiving careful consideration to economic,
the third quarter from its rate in the secondinancial, and monetary developments,
quarter. Increases in labor compensatiogomewhat greater reserve restraint would
have trended up this year, and consume®’ slightly Iessgr reserve restraint ml_ght
price inflation also has picked up owing tobe acceptable in the intermeeting period.
larger increases in food and energy prices. The contemplated reserve conditions are

Short-term market interest rates have regexpected to be consistent with relatively
istered mixed changes since the Committe&trong expansion in M2 and M3 over coming
meeting on November 13, 1996, while long-months.
term yields have risen slightly. In foreign
exchange markets, the trade-weighted value
of the dollar in terms of the other G-10 L .
currencies has risen slightly over the interAuthorization for Foreign
meeting period. Currency Operations

Growth of M2 picked up in November,
while expansion of M3 moderated somewha
from its Fl?)risk pace in October. For the year}n Effect January 1, 1997
through November, M2 is estimated to have .

Committee’s annual range, and M3 at a rat@uthorizes and directs the Federal Reserve
a litle above the top of its range. TotalBank of New York, for System Open Market
domestic nonfinancial debt has expandedccount, to the extent necessary to carry out
moderately on balance over recent month§e Committee’s foreign currency directive
and has remained in the middle portion of itsa"d express authorizations by the Committee
range. pursuant thereto, and in conformity with
The Federal Open Market CommitteeSuch procedural instructions as the Commit-
seeks monetary and financial conditions tha€€ may issue from time to time: _
will foster price stability and promote sus-_A. To purchase and sell the following
tainable growth in output. In furtherance offoreign currencies in the form of cable trans-
these objectives, the Committee at its meef€rs through spot or forward transactions on
ing in July reaffirmed the ranges it had estabthe open market at home and abroad, includ-

lished in January for growth of M2 and M3 INg transactions with the U.S. Treasury, with
the U.S. Exchange Stabilization Fund estab-

- lished by Section 10 of the Gold Reserve
1. Adopted by the Committee at its meeting onAct of 1934, with foreign monetary authori-
December 17, 1996. ties, with the Bank for International Settle-
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ments, and with other international financial Amount

institutions: Foreign bank (millions of
dollars equivalent)

Austrian schillings Italian lire Austrian National Bank . .. . 250
Belgian francs Japanese yen National Bank of Belgium 1,000
Canadian dollars Mexican pesos Bank of Canada 2,000
Danish kroner Netherlands guilders National Bank of Denmark To50
Pounds sterling Norwegian kroner Bank of England. ........... N ....3,000
French francs Swedish kronor Bank Of FranCe. .........oovvveiiiiiiinnnn. 2,000
German marks Swiss francs German Federal Bank....................... 6,000
Bankofltaly...............ooiiiiiiiiat, 3,000
Bank of Japan.................o 5,000
B. To hold balances of, and to haveRaqcin@ Bonc: 1305,
outstanding forward contracts to receive OBank of NOrWay ................ccoveeeevenn.. 250
to de"ver, the foreign currencies listed inBar)k of S\(veden .............................. 300
aragraph A above Swiss National Bank......................... 4,000
p ' Bank for International Settlements
. . Dollars against Swiss francs................ 600
C. To _draW foreign currencies and to poliars against authorized European
permit foreign banks to draw dollars under currencies other than Swiss francs.. ... 1,250

the reciprocal currency arrangements listect
in paragraph 2 below, provided that draw- . .
ings by either party to any such arrangemerNY changes in the terms of existing swap
shall be fully liquidated within 12 months arrangements, and the proposed terms of any
after any amount outstanding at that timg!€W arrangements that may be authorized,
was first drawn, unless the CommitteeShall be referred for review and approval to
because of exceptional circumstances, sp&le Committee.
cifically authorizes a delay.

3. All transactions in foreign currencies

D. To maintain an overall open posi-undertaken under paragraph 1(A) above

tion in all foreign currencies not exceedingshall, unless otherwise expressly authorized
$25.0 billion. For this purpose, the overallby the Committee, be at prevailing market
open position in all foreign currencies isrates. For the purpose of providing an invest-
defined as the sum (disregarding signs) ofent return on System holdings of foreign
net positions in individual currencies. Thecurrencies, or for the purpose of adjusting
net position in a single foreign currency isinterest rates paid or received in connection
defined as holdings of balances in that curwith swap drawings, transactions with for-
rency, plus outstanding contracts for futureeign central banks may be undertaken at
receipt, minus outstanding contracts fomon-market exchange rates.
future delivery of that currency, i.e., as the
sum of these elements with due regard ta. |t shall be the normal practice to arrange
sign. with foreign central banks for the coordina-

tion of foreign currency transactions. In mak-
2. The Federal Open Market Committeeng operating arrangements with foreign
directs the Federal Reserve Bank of Newcentral banks on System holdings of foreign
York to maintain reciprocal currency currencies, the Federal Reserve Bank of
arrangements (“swap” arrangements) for theNew York shall not commit itself to maintain
System Open Market Account for periods upany specific balance, unless authorized by
to a maximum of 12 months with the follow- the Federal Open Market Committee. Any
ing foreign banks, which are among thoseagreements or understandings concerning the
designated by the Board of Governors of thedministration of the accounts maintained by
Federal Reserve System under Section 214t6e Federal Reserve Bank of New York with
of Regulation N, Relations with Foreign the foreign banks designated by the Board
Banks and Bankers, and with the approval 0bf Governors under Section 214.5 of Regu-
the Committee to renew such arrangementstion N shall be referred for review and
on maturity: approval to the Committee.
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5. Foreign currency holdings shall be C. From time to time, to transmit
invested to ensure that adequate liquidity i@ppropriate reports and information to the
maintained to meet anticipated needs and d€ational Advisory Council on International
that each currency portfolio shall generallyMonetary and Financial Policies.
have an average duration of no more than
18 months (calculated as Macaulay durag. Staff officers of the Committee are autho-
tion). When appropriate in connection withrized to transmit pertinent information on
arrangements to provide investment famhuesystem foreign currency operations to appro-
for foreign currency holdings, U.S. Govern-priate officials of the Treasury Department.
ment securities may be purchased from for-
eign central banks under agreements fo§ Al Federal Reserve Banks shall partici-
repurchase of such securities within 30 calpate in the foreign currency operations for
endar days. System Account in accordance with para-
6. All operations undertaken pursuant t raph 3 G(1) of the Board of Governors'
: Oétatement of Procedure with Respect to For-

the preceding paragraphs shall be reportegj), Rejationships of Federal Reserve Banks
promptly to the Foreign Currency Sub-dated January 1. 1944
committee and the Committee. The Foreign Y '

Currency Subcommittee consists of the
Chairman and Vice Chairman of the Com-
mittee, the Vice Chairman of the Board of

Governors, and such other member of th

Board as the Chairman may designate (or in
the absence of members of the Board servinb’I Effect January 1, 1997
ggstigiastgzcgy Tﬁgeglh%?rizﬁoggdzmgmgteéi' System operations in foreign currencies
and in the absence of the Vice Chairman o??ggr?ennig%tbigggﬁggsat C?(;’\%eg'dngtﬁ;'
tﬂe Corgmlttee_, his arl]telrln%te)- l\/lllegtlngs r?(fnarke)': exchange rates for t%e U.S. dollar
the Subcommittee shall be called at t flect actions and behavior consistent with
request of any member, or at the request c{ﬁe IME Article IV. Section 1

the Manager, System Open Market Accoun ’ )

(“Manager”), for the purposes of reviewing . . )
recent or contemplated operations and of- 10 achieve this end the System shall:

consulting with the Manager on other mat- A. Undertake spot and forward pur-

ters relating to his responsibilities. At the .pases and sales of foreign exchange.
request of any member of the Subcommittee,

questions arising from such reviews and con- B, Maintain  reciprocal  currency

sultations shall be referred for determination“swap”) arrangements with selected for-

to the Federal Open Market Committee.  eign central banks and with the Bank for
International Settlements.

oreign Currency Directive

7. The Chairman is authorized:
_ ) C. Cooperate in other respects with

A. With the approval of the Commit- central banks of other countries and with
tee, to enter into any needed agreement Ghternational monetary institutions.
understanding with the Secretary of the Trea-
sury about the division of responsibility for 3 - Transactions may also be undertaken:
foreign currency operations between the Sys-
tem and the Treasury; A. To adjust System balances in light

of probable future needs for currencies.
B. To keep the Secretary of the Trea-

sury fully advised concerning System for- B. To provide means for meeting Sys-
eign currency operations, and to consult withtem and Treasury commitments in particular
the Secretary on policy matters relating tocurrencies, and to facilitate operations of the
foreign currency operations; Exchange Stabilization Fund.
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C. For such other purposes as may bé&on in a single foreign currency exceeding
expressly authorized by the Committee. ~ $150 million, or $300 million when the
operation is associated with repayment of
4. System foreign currency operations shalswap drawings.

be conducted: . .
C. Any operation that might generate a

A. In close and continuous consulta-substantial volume of trading in a particular
tion and cooperation with the United Statesurrency by the System, even though the
Treasury; change in the System’s net position in that

. . __currency might be less than the limits speci-
B. In cooperation, as appropriate, withfieq in 1.B.

foreign monetary authorities; and
. . . D. Any swap drawing proposed by a
C. Inamanner consistent with the obli-treign bank not exceeding the larger of

gations of the United States in the Internag;) $500 million or (ii) 15 percent of the size
tional Monetary Fund regarding exchangey the swap arrangement.

arrangements under the IMF Article IV.

2. The Manager shall clear with the Com-

; ; mittee (or with the Subcommittee, if the

Erocedlf[ri’il IFnStrl_,ICtl%ls with Subcommittee believes that consultation
€spect to Foreign Lurrency with the full Committee is not feasible in the
Operations time available, or with the Chairman, if the
Chairman believes that consultation with the

Subcommittee is not feasible in the time
In Effect January 1, 1997 available):

In conducting operations pursuant to the A Any operation that would result in a
authorization and dl_l’eCtlon of the Fe.derabhange in the System's overa” open position
Open Market Committee as set forth in the foreign currencies exceeding $1.5 billion

Authorization for Foreign Currency Opera-gince the most recent regular meeting of the
tions and the Foreign Currency Directive,committee.

the Federal Reserve Bank of New York,

through the Manager, System Open Market B. Any swap drawing proposed by a

Account (“Manager”), shall be guided by foreign bank exceeding the larger of (i) $200

the following procedural understandingsmillion or (ii) 15 percent of the size of the

with respect to consultations and clearancewap arrangement.

with the Committee, the Foreign Currency

Subcommittee, and the Chairman of the3. The Manager shall also consult with the

Committee. All operations undertaken pursuSubcommittee or the Chairman about pro-

ant to such clearances shall be reportedosed swap drawings by the System, and

promptly to the Committee. about any operations that are not of a routine
character.

1. The Manager shall clear with the Sub-

committee (or with the Chairman, if the

Chairman believes that consultation with thqvleeting Held on

Subcommittee is not feasible in the timer o 45 1997

available): y ,

A. Any operation that would result in a A mee_tlng of the Feo_'e“’ﬂ' Op!_en Market
change in the System’s overall open positiofe0mmittee was held in the offices of the
in foreign currencies exceeding $300 millionBoard of Governors of the Federal
on any day or $600 million since the mostReserve System in Washington, D.C.,
recent regular meeting of the Committee. 5 Tuesday, February 4, 1997, at 2:30

B. Any operation that would result in a P.m. and continued on Wednesday, Feb-
change on any day in the System’s net posiruary 5, 1997, at 9:00 a.m.
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Present:

Mr.
Mr.
Mr.
Mr.
Mr.
Mr.
Mr.

Greenspan, Chairman
McDonough, Vice Chairman
Broaddus

Guynn

Kelley

Meyer

Moskow

Mr. Parry

Ms. Phillips

Ms. Rivlin

Messrs. Hoenig, Jordan, Melzer, and
Ms. Minehan, Alternate Members
of the Federal Open Market
Committee

Messrs. Boehne, McTeer, and Stern,
Presidents of the Federal Reserve
Banks of Philadelphia, Dallas,
and Minneapolis respectively

Mr.
Mr.
Mr.
Mr.
Mr.
Mr.
Mr.
Mr.

. Kohn, Secretary and Economist
. Bernard, Deputy Secretary

. Coyne, Assistant Secretary

. Gillum, Assistant Secretary

. Mattingly, General Counsel

. Baxter, Deputy General Counsel
. Prell, Economist

. Truman, Economist

Messrs. Beebe, Eisenbeis, Goodfriend
Hunter, Lindsey, Mishkin,
Promisel, Siegman, Slifman, and
Stockton, Associate Economists

Mr. Fisher, Manager, System Open
Market Account

Mr. Ettin, Deputy Director, Division of
Research and Statistics, Board
of Governors

Mr. Winn, Assistant to the Board,
Office of Board Members, Board
of Governors

Messrs. Madigan and Simpson,
Associate Directors, Divisions of
Monetary Affairs and Research
and Statistics respectively, Board
of Governors

2. Attended Tuesday session only.

Ms. JohnsoR,Assistant Director,
Division of International Finance,
Board of Governors

Messrs. Brad§ and Reifschneidée,
Section Chiefs, Divisions of
Monetary Affairs and Research
and Statistics respectively, Board
of Governors

Messrs. Braytofiand Rosiné&,Senior
Economists, Division of Research
and Statistics, Board of Governors

Ms. Garrett, Economist, Division of
Monetary Affairs, Board of
Governors

Ms. Low, Open Market Secretariat
Assistant, Division of Monetary
Affairs, Board of Governors

Ms. Browne, Messrs. Dewald, Hakkio,
Lang, Rosenblum, and Sniderman,
Senior Vice Presidents, Federal
Reserve Banks of Boston,

St. Louis, Kansas City,
Philadelphia, Dallas, and
Cleveland respectively

Mr. Miller and Ms. Perelmuter,

Vice Presidents, Federal Reserve
Banks of Minneapolis and
New York respectively

In the agenda for this meeting, it was
reported that advices of the election of
the following members and alternate
members of the Federal Open Market
Committee for the period commencing
January 1, 1997, and ending Decem-
ber 31, 1997, had been received and that
the named individuals had executed
their oaths of office.

The elected members and alternate
members were as follows:

William J. McDonough, President of the
Federal Reserve Bank of New York,
with Ernest T. Patrikis, First Vice Presi-
dent of the Federal Reserve Bank of
New York, as alternate;

3. Attended portions of meeting relating to the
Committee’s review of the economic outlook and
establishment of its monetary and debt ranges for
1997.
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J. Alfred Broaddus, Jr., President of the Fed- David J. Stockton, Associate
eral Reserve Bank of Richmond, with Economists
Cathy E. Minehan, President of the
Zﬁgﬁ::tle_l:zeserve Bank of Boston, as By unanimous vote, the Federal
Michael H. M'oskow, President of the Fed_Reserve Bank of '\'e.W York was selected
eral Reserve Bank of Chicago, with!O €xecute transactions f_or the System
Jerry L. Jordan, President of the FedOpen Market Account until the adjourn-
eral Reserve Bank of Cleveland, asment of the first meeting of the Commit-
alternate; , fee after December 31, 1997.
Jack Guynn, President of the Federa By unanimous vote, Peter R. Fisher
Reserve Bank of Atlanta, with Thomas ’ ’
C. Melzer, President of the FederalVas selected. to serve at the pleasure
Reserve Bank of St. Louis, as alternate®f the Committee as Manager, System
Robert T. Parry, President of the FederaDpen Market Account, on the under-
Reserve Bank of San Francisco, withstanding that his selection was subject to

Thomas M. Hoenig, President of thepeing satisfactory to the Federal Reserve
Federal Reserve Bank of Kansas C'tyBank of New York.

as alternate.

; ; Secretary’s note:Advice subsequently
ﬁBy unafnlmhouls: \éOte’l the fo"'(\)/lwnllg was received that the selection of Mr. Fisher
officers of the Federal Open Marketys Mmanager was satisfactory to the board

Committee were elected to serve untibf directors of the Federal Reserve Bank of
the election of their successors at thélew York.

first meeting of the Committee after

December 31, 1997, with the under- By unanimous vote, the Authoriza-
standing that in the event of the discontion for Domestic Open Market Opera-
tinuance of their official connection with tions shown below was reaffirmed.

the Board of Governors or with a Fed-

eral Reserve Bank, they would cease to

have any official connection with theAuthorization for Domestic
Federal Open Market Committee: Open Market Operations

Alan Greenspan Chairman 1. The Federal Open Market Committee
William J. McDonough  Vice Chairman  authorizes and directs the Federal Reserve
Bank of New York, to the extent necessary
Donald L. Kohn Secretary and to carry out the most recent domestic policy
Economist directive adopted at a meeting of the
Normand R.V. Bernard  Deputy Secretary Committee:

Joseph R. Coyne Assistant (&) To buy or sell U.S. Government
Secretary securities, including securities of the Federal

Gary P. Gillum Assistant Financing Bank, and securities that are direct
Secretary obligations of, or fully guaranteed as to

J. Virgil Mattingly, Jr. ~ General Counsel principal and interest by, any agency of the
Thomas C. Baxter, Jr. Deputy General United States in the open market, from or to

Counsel securities dealers and foreign and interna-

Michael J. Prell Economist tional accounts maintained at the Federal
Edwin M. Truman Economist Reserve Bank of New York, on a cash, regu-
lar, or deferred delivery basis, for the System

Jack H. Beebe, Robert A. Eisenbeis, Open Market Account at market prices, and,
Marvin S. Goodfriend, William C. for such Account, to exchange maturing U.S.

Hunter, David E. Lindsey, Frederic S. Government and Federal agency securities
Mishkin, Larry J. Promisel, Charles J. with the Treasury or the individual agencies
Siegman, Lawrence Slifman, and or to allow them to mature without replace-
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ment; provided that the aggregate amount auch agreement are not repurchased by the
U.S. Government and Federal agency securseller, they shall continue to be held by the
ties held in such Account (including forward Federal Reserve Bank or shall be sold in the
commitments) at the close of business on thepen market.
day of a meeting of the Committee at which 2. In order to ensure the effective conduct
action is taken with respect to a domestiof open market operations, the Federal Open
policy directive shall not be increased orMarket Committee authorizes and directs the
decreased by more than $8.0 billion during-ederal Reserve Banks to lend U.S. Gov-
the period commencing with the opening ofernment securities held in the System Open
business on the day following such meetingMarket Account to Government securities
and ending with the close of business on thelealers and to banks participating in Gov-
day of the next such meeting; ernment securities clearing arrangements
(b) When appropriate, to buy or sellconducted through a Federal Reserve Bank,
in the open market, from or to acceptanceinder such instructions as the Committee
dealers and foreign accounts maintained ahay specify from time to time.
the Federal Reserve Bank of New York, ona 3. In order to ensure the effective conduct
cash, regular, or deferred delivery basis, foof open market operations, while assisting
the account of the Federal Reserve Bank dh the provision of short-term investments
New York at market discount rates, primefor foreign and international accounts main-
bankers acceptances with maturities of up ttained at the Federal Reserve Bank of
nine months at the time of acceptance thdiew York, the Federal Open Market Com-
(1) arise out of the current shipment of goodsnittee authorizes and directs the Federal
between countries or within the UnitedReserve Bank of New York (a) for System
States, or (2) arise out of the storage withirDpen Market Account, to sell U.S. Govern-
the United States of goods under contract afnent securities to such foreign and interna-
sale or expected to move into the channels dfonal accounts on the bases set forth in
trade within a reasonable time and that arparagraph I(a) under agreements providing
secured throughout their life by a warehouséor the resale by such accounts of those
receipt or similar document conveying title securities within 15 calendar days on terms
to the underlying goods; provided that thecomparable to those available on such trans-
aggregate amount of bankers acceptancestions in the market; and (b) for New York
held at any one time shall not exceedBank account, when appropriate, to under-
$100 million; take with dealers, subject to the conditions
(c) To buy U.S. Government securities,imposed on purchases and sales of securities
obligations that are direct obligations of, orin paragraph I(c), repurchase agreements in
fully guaranteed as to principal and interest).S. Government and agency securities, and
by, any agency of the United States, ando arrange corresponding sale and repurchase
prime bankers acceptances of the typeagreements between its own account and
authorized for purchase under I(b) aboveforeign and international accounts main-
from dealers for the account of the Federatained at the Bank. Transactions undertaken
Reserve Bank of New York under agreewith such accounts under the provisions of
ments for repurchase of such securities, oblithis paragraph may provide for a service fee
gations, or acceptances in 15 calendar dayshen appropriate.
or less, at rates that, unless otherwise

expressly authorized by the Committee, shall \wjth Mr. Broaddus dissenting, the
be determined by competitive bidding, aﬂerAuthorization for Foreign Currency

applying reasonable limitations on the vol- . .
ume of agreements with individual dealers OP€rations shown below was reaffirmed.

provided that in the event Government secu-

rities or agency issues covered by any such

agreement are not repurchased by the deal&uthorization for Foreign

pursuant to the agreement or a renewa@urrency Operations

thereof, they shall be sold in the market

or transferred to the System Open Market 1. The Federal Open Market Committee
Account; and provided further that in theauthorizes and directs the Federal Reserve
event bankers acceptances covered by amank of New York, for System Open Market
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Account, to the extent necessary to carry ouio a maximum of 12 months with the follow-

the Committee’s foreign currency directiveing foreign banks, which are among those

and express authorizations by the Committedesignated by the Board of Governors of the

pursuant thereto, and in conformity with Federal Reserve System under Section 214.5

such procedural instructions as the Commitef Regulation N, Relations with Foreign

tee may issue from time to time: Banks and Bankers, and with the approval of
A. To purchase and sell the following the Committee to renew such arrangements

foreign currencies in the form of cable trans-on maturity:

fers through spot or forward transactions on

the open market at home and abroad, includ-

h - N . Amount
ing transactions with the U.S. Treasury, with  Foreign bank (millions of
the U.S. Exchange Stabilization Fund estab- dollars equivalent)
lished by Section 10 of the Gold ReserveAustrian National Bank 250
'A_‘Ct of ;934' with foreign monet_ary authori- National Bank of Belgiuh{.‘ S 1000
ties, with the .Bank for_ InternatlonaI_SettIe- Bank of Canada............................. 2,000
ments, and with other international financialNational Bank of Denmark.................... 250
institutions: Bankof England...................cocoiiin 3,000
' Bankof France......................oooou. 2,000
German FederalBank....................... 6,000
: i - Bankofltaly...............ooiiiiiiiat, 3,000
Austrlan schillings Italian lire BankofJapan................ooooiiiiit 5,000
Belgian francs Japanese yen }
. + Bank of MeXiCo...........ccovviiiiiiann 3,000
Canadian dollars Mexican pesos Netherlands Bank 500
Danish kroner Netherlands guilders etherlands Bank . ...,
; ; Bank of Norway ............coviniiiinannnnns 250
Pounds sterling Norwegian kroner
; Bank of Sweden..................oiiin 300
French francs Swedish kronor Swiss National Bank 4.000
German marks Swiss francs WISS NAUONAI BANK. . . .+ v ovcen vy
Bank for International Settlements
Dollars against Swiss francs................ 600

B. To hold balances of, and to have Dollars against authorized European
outstanding forward contracts to receive or currencies other than Swiss francs. . ... 1,250
to deliver, the foreign currencies listed in
paragraph A above. Any changes in the terms of existing swap

C. To draw foreign currencies and toarrangements, and the proposed terms of any
permit foreign banks to draw dollars undemew arrangements that may be authorized,
the reciprocal currency arrangements listeghall be referred for review and approval to
in paragraph 2 below, provided that drawthe Committee.
ings by either party to any such arrangement 3. All transactions in foreign currencies
shall be fully liquidated within 12 months undertaken under paragraph 1.A. above
after any amount outstanding at that timeshall, unless otherwise expressly authorized
was first drawn, unless the Committeepy the Committee, be at prevailing market
because of exceptional circumstances, speates. For the purpose of providing an invest-
cifically authorizes a delay. ment return on System holdings of foreign

D. To maintain an overall open posi- currencies, or for the purpose of adjusting
tion in all foreign currencies not exceedinginterest rates paid or received in connection
$25.0 billion. For this purpose, the overallwith swap drawings, transactions with for-
open position in all foreign currencies iseign central banks may be undertaken at
defined as the sum (disregarding signs) ofion-market exchange rates.
net positions in individual currencies. The 4. It shall be the normal practice to
net position in a single foreign currency isarrange with foreign central banks for the
defined as holdings of balances in that cureoordination of foreign currency transac-
rency, plus outstanding contracts for futurgions. In making operating arrangements
receipt, minus outstanding contracts fowith foreign central banks on System hold-
future delivery of that currency, i.e., as theings of foreign currencies, the Federal
sum of these elements with due regard t&keserve Bank of New York shall not commit
sign. itself to maintain any specific balance, unless

2. The Federal Open Market Commit-authorized by the Federal Open Market
tee directs the Federal Reserve Bank ofommittee. Any agreements or understand-
New York to maintain reciprocal currencyings concerning the administration of the
arrangements (“swap” arrangements) for theaccounts maintained by the Federal Reserve
System Open Market Account for periods upBank of New York with the foreign banks
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designated by the Board of Governors undeNational Advisory Council on International
Section 214.5 of Regulation N shall beMonetary and Financial Policies.
referred for review and approval to the 8. Staff officers of the Committee are
Committee. authorized to transmit pertinent information
5. Foreign currency holdings shall beon System foreign currency operations to
invested to ensure that adequate liquidity isppropriate officials of the U.S. Treasury
maintained to meet anticipated needs and ddepartment.
that each currency portfolio shall generally 9. All Federal Reserve Banks shall par-
have an average duration of no more thaticipate in the foreign currency operations
18 months (calculated as Macaulay durafor System Account in accordance with para-
tion). When appropriate in connection withgraph 3 G(1) of the Board of Governors’
arrangements to provide investment facilitiesStatement of Procedure with Respect to For-
for foreign currency holdings, U.S. Govern-eign Relationships of Federal Reserve Banks
ment securities may be purchased from fordated January 1, 1944.
eign central banks under agreements for

repurchase of such securities within 30 cal- \jth Mr. Broaddus dissenting, the

endar days. ; ; :
6. All operations undertaken pursuant t Foreign Currency Directive shown

the preceding paragraphs shall be reported€low was reaffirmed.
promptly to the Foreign Currency Subcom-
mittee and the Committee. The Foreign Cur-
rency Subcommittee consists of the Chair- . . .
man and Vice Chairman of the CommitteeForeign Currency Directive
the Vice Chairman of the Board of Gover-
nors, and such other member of the Board 1. System operations in foreign curren-
as the Chairman may designate (or in theies shall generally be directed at countering
absence of members of the Board serving ofdlisorderly market conditions, provided that
the Subcommittee, other Board membersgnarket exchange rates for the U.S. dollar
designated by the Chairman as alternatesgflect actions and behavior consistent with
and in the absence of the Vice Chairman ofhe IMF Article IV, Section 1.
the Committee, his alternate). Meetings of 2. To achieve this end the System shall:
the Subcommittee shall be called at the A. Undertake spot and forward pur-
request of any member, or at the request afhases and sales of foreign exchange.
the Manager, System Open Market Account ~ B. Maintain  reciprocal  currency
(“Manager”), for the purposes of review- (‘swap”) arrangements with selected for-
ing recent or contemplated operations angign central banks and with the Bank for
of consulting with the Manager on otherInternational Settlements.
matters relating to his responsibilities. At C. Cooperate in other respects with
the request of any member of the Subcomeentral banks of other countries and with
mittee, questions arising from such reviewsnternational monetary institutions.
and consultations shall be referred for 3. Transactions may also be undertaken:
determination to the Federal Open Market ~ A. To adjust System balances in light
Committee. of probable future needs for currencies.

7. The Chairman is authorized: B. To provide means for meeting Sys-

A. With the approval of the Commit- tem and U.S. Treasury commitments in par-

tee, to enter into any needed agreement dicular currencies, and to facilitate operations
understanding with the Secretary of the Treaof the Exchange Stabilization Fund.
sury about the division of responsibility for C. For such other purposes as may be
foreign currency operations between the Sysexpressly authorized by the Committee.

tem and the U.S. Treasury; 4. System foreign currency operations
B. To keep the Secretary of the Trea-shall be conducted: _
sury fully advised concerning System for- A. In close and continuous consulta-

eign currency operations, and to consult witHion and cooperation with the U.S. Treasury;
the Secretary on policy matters relating to ~ B. In cooperation, as appropriate, with
foreign currency operations; foreign monetary authorities; and

C. From time to time, to transmit C. In a manner consistent with the obli-
appropriate reports and information to thegations of the United States in the Inter-
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national Monetary Fund regarding exchang&€ommittee. All operations undertaken pursu-
arrangements under the IMF Article IV. ant to such clearances shall be reported
promptly to the Committee.
Mr. Broaddus dissented in the votes 1. The Manager shall clear with the Sub-
At ; aCommittee (or with the Chairman, if the
gn the Al:rt]horlzathg E;ﬂd ]Ehe g'rte.Ct“;eChairman believes that consultation with the
ecause they provide the toundaton 105, ycommittee is not feasible in the time
foreign exchange market intervention available):
He believed that the Federal Reserve’s  A. Any operation that would result in a
participation in foreign exchange mar-change in the System’s overall open position
ket intervention compromises its ability'" fore'gg curregcggg ex%(_eedmg $3?g m|II|or;
: ! on any day or million since the mos
g’ conduct mg)lnetary policy gffecuvely. recent regular meeting of the Committee.
ecause Stel'l |Zed |ntervent|on CannOt B. Any 0perat|on that would result in a
have sustained effects in the absenaghange on any day in the System’s net posi-
of conforming monetary policy actions,tion in a single foreign currency exceeding
Federal Reserve participation in foreignb150 million, or $300 million when the

exchange operations in his view risksg\?vggg?gwliigissouated with repayment of

one of two undesirable outcomes. First,” "¢~ any operation that might generate a
the independence of monetary policy isubstantial volume of trading in a particular
jeopardized if the System adjusts its poleurrency by the System, even though the
icy actions to support short-term foreignchange in the System’s net position in that

A urrency might be less than the limits speci-
exchange objectives set by the U.Sg oVt

Treasury. Alternativgly, the credi_bility D. Any swap drawing proposed by a
of monetary policy is damaged if theforeign bank not exceeding the larger of
System does not follow interventions(i) $200 million or (ii) 15 percent of the size
with compatible policy actions, the in- of the swap arrangement. _
terventions consequently fail to achieve_2- The Manager shall clear with the Com-
their objectives, and the System is assdy Lce (or with the Subcommittee, if the
. 0 ! ystem | ubcommittee believes that consultation
ciated in the mind of the public with the with the full Committee is not feasible in the
failed operations. time available, or with the Chairman, if the
By unanimous vote, the ProceduralChairman believes that consultation with the
Instructions with Respect to ForeignSubcommittee is not feasible in the time

: vailable):
Currency Operations shown below werd A. Any operation that would result in a

reaffirmed. change in the System’s overall open position
in foreign currencies exceeding $1.5 billion
since the most recent regular meeting of the

Procedural Instructions with Committee.
Respect to Foreign Currency B. Any swap drawing proposed by a
Operations foreign bank exceeding the larger of (i) $200

million or (ii) 15 percent of the size of the
In conducting operations pursuant to theswap arrangement.

authorization and direction of the Federal 3. The Manager shall also consult with
Open Market Committee as set forth in thehe Subcommittee or the Chairman about
Authorization for Foreign Currency Opera-proposed swap drawings by the System and
tions and the Foreign Currency Directive,about any operations that are not of a routine
the Federal Reserve Bank of New York,character.
through the Manager, System Open Market
Account (“Manager”), shall be guided by
the following procedural understandings L .
with respect to consultations and clearancerﬁduced from $2(_) p|II|on to. $5 billion
with the Committee, the Foreign Currencythe amount of eligible foreign curren-
Subcommittee, and the Chairman of thecies that the System was prepared to

By unanimous vote, the Committee
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“warehouse” for the U.S. Treasury andwere asked to indicate if they wished to
the Exchange Stabilization Fund (ESF)have any of the documents in question
Warehousing involves spot purchases gflaced on the agenda for consideration
foreign currencies from the U.S. Trea-at this meeting, and no requests for con-
sury or the ESF and simultaneous forsideration were received.
ward sales of the same currencies to the By unanimous vote, the minutes of
U.S. Treasury or the ESF at the thenthe meeting of the Federal Open Market
current forward market rates. The effecCommittee held on December 17, 1996,
of warehousing is to supplement thewere approved. The Committee also dis-
U.S. dollar resources of the U.S. Treacussed its long-standing practice of re-
sury and the ESF for financing the purdeasing the minutes a few days after the
chase of foreign currencies and relatedheeting at which they were approved,
international operations. The agreemenisually on the following Friday. The
had been enlarged from $5 billion tomembers agreed with a proposal to
$20 billion in early 1995 to facilitate advance the normal release to Thursday
U.S. participation in the Multilateral to facilitate the dissemination and public
Program to Restore Financial Stabilityunderstanding of these decisions.
in Mexico. No use of the warehousing The Manager of the System Open
facility had been made by the U.S. TreaMarket Account reported on develop-
sury or the ESF during this period, andments in foreign exchange markets since
in light of Mexico’s repayment to the the meeting on December 17, 1996.
U.S. Treasury of all the financing pro-There were no transactions in foreign
vided under the Program and the termieurrencies for System account during
nation of that Program, the Committeethis period, and thus no vote was
agreed that the size of the warehousingequired of the Committee.
arrangement should revert to $5 billion. The Manager also reported on devel-
The Report of Examination of the opments in domestic financial markets
System Open Market Account, con-and on System open market transactions
ducted by the Board’s Division of in government securities and federal
Reserve Bank Operations and Paymemtgency obligations during the period
Systems as of the close of business obecember 18, 1996, through Febru-
October 31, 1996, was accepted. ary 4, 1997. By unanimous vote, the
By unanimous vote, the Program forCommittee ratified these transactions.
Security of FOMC Information was The Manager advised the Committee
amended to update the document witlthat the anticipated pattern of reserve
regard to certain security classificationsneeds was such that he might want to
access to FOMC information, and attenadd considerably to the System'’s out-
dance at FOMC meetings. right holdings of U.S. government secu-
On January 23, 1997, the continuingities over the coming intermeeting
rules and other standing instructions operiod. By unanimous vote, the Com-
the Committee were distributed with themittee amended paragraph 1(a) of the
advice that, in accordance with proceAuthorization for Domestic Open Mar-
dures approved by the Committee, theket Operations to raise the limit on inter-
were being called to the Committee’smeeting changes in such holdings from
attention before the February 4-5 orga$8 billion to $12 billion for the period
nization meeting to give members arending with the close of business on the
opportunity to raise any questions theydate of the next meeting, March 25,
might have concerning them. Members997.
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The Committee then turned to a discent, its average level for the second
cussion of the economic and financiahalf of the year.
outlook, the ranges for the growth of Industrial production increased
money and debt in 1997, and the implesharply in November and December.
mentation of monetary policy over theThe gains in December were widely dis-
intermeeting period ahead. A summanyributed across manufacturing industries
of the economic and financial informa-but were held down by a steep decline
tion available at the time of the meetingin the output of utilities after a surge
and of the Committee’s discussion isn November. The production of aircraft
provided below, followed by the domes-and parts extended a strong uptrend. The
tic policy directive that was approved byutilization of total manufacturing capac-
the Committee and issued to the Federatly rose considerably further in Decem-
Reserve Bank of New York. ber, to a level slightly above its long-

The information reviewed at thisterm average.
meeting suggested that the growth of the Consumer spending registered a siz-
economy had strengthened markedly imble increase over the fourth quarter
the fourth quarter of 1996. To a largeafter having grown little during the sum-
extent the gain in final demand duringmer. In December total nominal retail
the quarter reflected a surge in exportsales rose considerably following a
but consumer spending also increasesimall decline in November. The Decem-
substantially after having risen at aber increases were spread across all
much reduced pace in the third quartemajor categories except for some further
Despite some slowing in the growth ofdecline in sales of building materials
business fixed investment and some eaand supplies. The most recent data on
ing in housing activity, the overall econ-services expenditures pointed to moder-
omy had expanded briskly as reflectecte advances in October and November.
in data on production and employmentSurveys indicated that consumer confi-
The tightness in labor markets had perdence had remained elevated in late
sisted and was evidenced by some cort996 and early 1997.
tinued acceleration in labor compensa- Housing starts fell appreciably in
tion in the fourth quarter. There was noDecember, evidently reflecting unusu-
discernible change in the underlyingally adverse weather conditions in sev-
trend in price inflation, although a spurteral parts of the country, and were down
in energy prices had resulted in fastesomewhat for the fourth quarter as a
increases in overall consumer and prowhole. The declines were concentrated
ducer prices than in the third quarter. in single-family units. Permits for new

Private payroll employment rosehome construction were little changed
appreciably further in December afterin December but edged lower for the
having recorded sizable increases ovdpurth quarter as a whole. Available data
October and November. The gaindndicated a somewhat slower pace of
remained widespread among employsales of new and existing homes in the
ment categories and continued to be letburth quarter.
by large advances in the services and Growth of business fixed investment
trade industries. Aggregate hours of primoderated considerably in the fourth
vate production workers and the averagguarter after having advanced sharply
workweek edged higher in the fourthin the previous quarter. The slowdown
quarter. The civilian unemployment ratereflected a small decline in spending on
was unchanged in December at 5.3 peproducer durable equipment that was
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more than offset by an apparent surgen energy prices. Excluding food and
in outlays for nonresidential structuresenergy items, consumer prices rose
Growth in spending on office, comput-modestly over the two months and
ing, and communications equipmentncreased less over the twelve months
slowed somewhat from the third-quarterending in December than over the pre-
pace but remained on a steep uptrendious twelve months. At the producer
Business investment in transportatiorlevel, a similar pattern prevailed in
equipment was weak in the fourth quarprices of finished goods, and there was
ter, as sales of heavy trucks fell furtheno evidence of increased price pressures
and work stoppages at a major manufacat earlier stages of production. Worker
turer prompted cuts in fleet auto sales itompensation as measured by the
October and November. employment cost index (ECI) and aver-
Business inventory investment pickedage hourly earnings of production and
up somewhat on average in October andonsupervisory workers rose consider-
November, with most of the increaseably further during the closing months
occurring in manufacturing. Trade inven-of 1996. For the year, both measures
tories increased moderately on balanceere up appreciably more than in 1995,
over the two-month period. Reflectingthough much of the acceleration in the
considerable strength in shipments an&ClI occurred in the first half of the year.
sales, however, inventory—sales ratios Atits meeting on December 17, 1996,
for most industries and trade groupingshe Committee issued a directive that
edged lower from their third-quartercalled for maintaining the existing
levels. degree of pressure on reserve positions.
The nominal deficit on U.S. trade inThe directive included a bias toward the
goods and services narrowed considepossible firming of reserve conditions to
ably in October and November from itsreflect a consensus among the members
rate in the third quarter. Nearly all thethat the risks remained biased toward
improvement was accounted for by éhigher inflation and that the next policy
very large increase in exports of goodsnove was more likely to be toward
and services. The rise was spread amorgpme tightening than toward easing. In
all major trade categories except autothis regard, the directive stated that in
motive products. Economic activity inthe context of the Committee’s long-
the major foreign industrial countriesrun objectives for price stability and
appeared to have continued to expand austainable economic growth, and giv-
a moderate rate on average in the fourting careful consideration to economic,
quarter. Available indicators suggestedinancial, and monetary developments,
relatively strong economic perfor-somewhat greater reserve restraint
mances in Japan, Canada, and theould be acceptable and slightly lesser
United Kingdom and slower growth in reserve restraint might be acceptable
the major continental European counduring the intermeeting period. The
tries. Further expansion was reported foreserve conditions associated with this
several large Latin American and somalirective were expected to be consistent
Asian economies. with some slowing of the growth of M2
Recent data pointed to little changeand M3 over coming months.
in underlying inflation trends. Overall Open market operations during the
consumer prices had continued undeintermeeting period continued to be
upward pressure in November andlirected toward maintaining the existing
December, boosted by large advancesegree of pressure on reserve positions.
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The federal funds rate rose briefly inloan growth. From the fourth quarter of
response to year-end pressures, but 1995 to the fourth quarter of 1996, M2
otherwise tended to remain close tavas estimated to have grown at a rate
the 5/ percent level expected with near the upper end of the Committee’s
an unchanged policy stance. Otheannual range and M3 at a rate appre-
short-term interest rates generally wereiably above the top of its range. Total
unchanged to slightly higher overdomestic nonfinancial debt had ex-
the intermeeting period. Rates orpanded moderately on balance over
intermediate- and long-term securitiegecent months and was estimated to have
edged higher on balance in reaction tgrown last year at a rate near the mid-
incoming data on economic activity thatpoint of its range.
were on the firm side of market expec- The staff forecast prepared for this
tations; the increases in such ratemeeting suggested that the expansion
appeared to be tempered, however, byould be sustained at a rate a bit above
favorable market reactions to new datahe economy’s estimated growth poten-
on wages and prices. The generally posiial. The increase in consumer spending
tive news on economic growth and infla-was projected to moderate somewhat
tion along with favorable reports onfrom its pace in the fourth quarter to a
earnings appeared to reinforce the optirate generally in line with the expected
mism of equity market investors, andrise in disposable income. Homebuild-
major indexes of stock prices increaseéhg was forecast to decline somewhat
markedly further over the intermeetingbut to stabilize at a relatively high level
period. in the context of continued income
In foreign exchange markets, thegrowth and the generally favorable cash
trade-weighted value of the dollar inflow affordability of home ownership.
terms of the other G-10 currencies ros8usiness spending on equipment and
substantially over the intermeetingstructures was projected to expand less
period. The rise, which was mostrapidly in light of some anticipated
pronounced against the Japanese yestowing in the growth of sales and prof-
and continental European currenciedts. Fiscal policy and the external sector
appeared to reflect market perceptiongere expected to exert small restraining
of unexpectedly strong economicinfluences on economic activity over
growth in the United States and a risk otthe year ahead. With resource utilization
faltering growth in the other countries.high and rising, consumer price infla-
The dollar appreciated less against stetion, as measured by the CPI excluding
ling and declined somewhat against théhe relatively volatile food and energy
Canadian dollar in apparent response tocomponents of the index, was forecast
expectations of relative strength in theo increase slightly this year in the
economies of those countries. context of some further pickup in the
After having grown at a considerablygrowth of labor compensation that
faster rate in the fourth quarter, M2 andwould include another legislated rise in
M3 apparently increased at a more modthe federal minimum wage.
erate but still brisk pace in January. The Inthe Committee’s discussion of cur-
expansion of both aggregates likely wasent and prospective economic develop-
boosted by strong income growth, andnents, members commented that the
the relatively rapid expansion of M3robust performance of the economy in
reflected heavy bank reliance on thdhe fourth quarter partly reflected some
managed liabilities in M3 to fund robustsources of strength, notably a surge in
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exports, that were evidently temporaryrange of % to 5%z percent for the fourth
and they anticipated substantial moderaguarter of the year. With regard to nomi-
tion in the pace of the expansion ovemnal GDP growth in 1997, the forecasts
the period ahead. The outlook was subwere mainly in a range of¥4 to 4% per-
ject to considerable uncertainty, but agent, with an overall range of%4 to
they assessed the numerous factors be&?#s percent. Nearly all the members
ing on prospective developments, thanticipated a small decline in the rate
members generally concluded as thegf inflation in 1997, as measured by
had at previous meetings that furthethe consumer price index, from that
growth in aggregate demand at a rateecorded in 1996. Specifically, the pro-
averaging near or a bit above the econgections converged on rates of/2to
my’s potential remained a reasonabl& percent and a full range of2 to
expectation. Many observed, howeverd¥z percent in 1997. These forecasts
that the risks to such an outlooktook account of expected developments
appeared to be tilted to the upside. Thé the food and energy sectors and fur-
strength of the expansion in the fourthther technical improvements in the index
quarter, and in fact over 1996 as &y the Bureau of Labor Statistics, both
whole, had heightened concerns that thef which were expected to trim the
economy had considerable forward moreported rate. The projections were
mentum at a time when it was alreadybased on individual views concerning
operating at a level, especially withwhat would be an appropriate policy
regard to labor resources, that could tendver the projection horizon to further
to generate rising inflationary pressuregrogress toward the Committee’s goals.
Indeed, in the view of at least some In their review of developments in
members, growth of aggregate demankley sectors of the economy, members
in line with increases in potential outputobserved that the available data and
posed a risk of rising price inflation anecdotal information indicated consid-
because the recent relatively favorablerable strength in consumer spending in
price performance was seen in this viewecent months, and they referred to a
as reflecting at least in part the behavionumber of underlying factors that should
of special factors that could dissipatehelp to sustain at least moderate further
over the projection horizon. growth in such spending. The latter
In keeping with the practice at meet-included the solid expansion in employ-
ings when the Committee establishes itmment and incomes, the increased finan-
long-run ranges for the growth of moneycial wealth of many consumers, and the
and debt aggregates, the members diigh level of consumer confidence as
the Committee and the Federal Reserviadicated by recent surveys. However,
Bank presidents not currently serving asnembers also cited some factors that
members had provided individual pro-would tend to restrain the growth in
jections of the growth in real and nomi-consumer spending. Among these fac-
nal GDP, the rate of unemployment, andors were the effects of the high level
the rate of inflation for the year 1997.of consumer debt and rising repayment
The forecasts of the rate of expansion iproblems on both the willingness of
real GDP had a central tendency of 2 tdhouseholds to borrow and of finan-
2¥4 percent and a full range of 2 tocial intermediaries to lend, the likely
2Y> percent. The projections of the civil-absence of pent-up demands after an
ian unemployment rate associated witlextended period of expansion, and the
these growth expectations were all in gossibility of a setback in the stock
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market. It was difficult to evaluate how forecasts, as in 1996, could not be ruled
these differing factors would on bal-out.
ance affect consumer spending, but the Fiscal policy and foreign trade also
members concluded that the consumewxere seen as likely to exert some mod-
sector was likely to provide impor- est restraint on overall economic activ-
tant support for sustained economidty. Federal purchases of goods and ser-
expansion. vices still appeared to be on a declining
The growth in business capital spendtrend. Although fiscal policy negotia-
ing was expected to moderate somewhdaions were likely to be difficult and their
in 1997 in association with sloweroutcome was uncertain, members felt
growth in sales, profits, and cash flowsthat there was some basis for anticipat-
It also seemed likely after several yearéng the enactment of further legislation
of robust investment expenditures thathis year to help bring the federal budget
many business firms now had high levinto eventual balance. The large increase
els of up-to-date capital stock relative tan exports in the fourth quarter clearly
planned production. Members referredyas associated with temporary develop-
however, to a number of favorable fac-ments, and net exports were expected
tors that should continue to support ato weaken this year, reflecting both
least moderate further growth in busi-some reversal of recent developments
ness investment, including the attractivand the earlier appreciation of the dollar.
pricing of and ongoing rapid technologi-Some members reported that business
cal improvements in computer and comeontacts had already communicated
munications equipment and the wideconcerns about increased competitive
availability of equity and debt financing pressures from imports because of the
on favorable terms to business firmsrise in the foreign exchange value of the
Members also reported that commerciadiollar.
building activity had improved in many Members commented that inflation
areas. Some noted a tendency to undetad remained remarkably subdued, but
estimate the strength of overall businesthey expressed considerable concern
investment in recent years, including thebout the risks of rising inflation in the
stimulus provided by efforts to improve context of high levels of resource use.
productivity in highly competitive They referred in particular to statistical
markets. indications, supported by anecdotal
While indicators of housing activity reports from around the nation, of very
had been somewhat erratic over théight conditions in labor markets and
past several months, members sensedsame upward pressures on wages. Thus
somewhat softer tone on balance in thigar, the rise in compensation had been
sector of the economy. This assessmehtld down by diminishing increases
was supported by anecdotal observan worker benefit costs, and productivity
tions in several regions across the courgains also appeared to have had a favor-
try. Against the background of theable effect on unit labor costs. In addi-
increase that had occurred earlier irion, the increases in wages themselves
mortgage financing costs and forecastisad continued to be restrained by appar-
of some slowing in the growth of jobs ent worker concerns about job security.
and incomes, the housing sector wa3o date, there was no evidence that pres-
likely to weaken slightly over the com- sures stemming from tight labor markets
ing year, but some members commentedad been passed through to a measur-
that surprises on the upside of currenable extent to higher prices.
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While the absence of increasing price In reviewing the tentative ranges, the
inflation was a welcome developmentmembers took note of a staff projection
members were concerned that the breakdicating that M2 and M3 likely would
with historical patterns might not per-grow in 1997 at rates close to the upper
sist. If labor markets remained undeiimit of those ranges, given the Commit-
pressure, nominal compensation costiee’s expectations for the performance
were likely to pick up at some point asof the economy and prices and assuming
one-time savings in worker benefit cost$i10 major changes in interest rates. The
ran out and as workers became lesstaff analysis anticipated that the veloci-
willing to trade off lower wages for ties of the broad monetary aggregates
increased security; such a developmentould continue to behave in the rela-
would foster increases in labor costs thatively stable and predictable manner that
ultimately would feed through to higher had re-emerged in the last few years and
prices. The members did not anticipateéhat was closer to historical norms than
a sudden surge in inflation, but manyhad been the case in the early 1990s.
expressed concern about the possibility The greater measure of predictability
of a gradual upcreep in coming quarterén velocity recently was an encouraging
that might become more considerablelevelopment, but in view of the substan-
later. They generally expected a smaltial changes in financial markets and
decline in overall price inflation this the increased availability of investment
year, reflecting favorable developmentslternatives it would be premature to
in food and energy and, for the CPl,assume that the pattern would necessar-
further technical improvements by theily continue going forward. Given the
Bureau of Labor Statistics; howeversubstantial uncertainty still attached to
they believed that the risks to their fore-projections of money growth consistent
casts were in the direction of greatewith the Committee’s basic objectives
inflation, and several noted in particulaifor monetary policy, the members
that projected declines in energy pricesgreed that there was no firm basis for
might not materialize as soon or to thechanging the tentative ranges set in July
extent assumed in many forecasts. 1996. Adopting higher ranges, which

In keeping with the requirements ofwould be more closely centered on
the Full Employment and Balancedmoney growth thought likely to be con-
Growth Act of 1978 (the Humphrey—sistent with the Committee’s expecta-
Hawkins Act), the Committee reviewedtions for economic activity and prices,
the ranges for growth of the monetarycould be misinterpreted as indicating
and debt aggregates in 1997 that ithat the Committee had become much
had established on a tentative basis amore confident of the predictability of
its meeting in July 1996. Those rangewelocity and was placing greater empha-
included expansion of 1 to 5 percent forsis on M2 and M3 as gauges of the
M2 and 2 to 6 percent for M3, measuredhrust of monetary policy. One member,
from the fourth quarter of 1996 to thewhile agreeing with this assessment,
fourth quarter of 1997. The monitoringemphasized that a continuation of a
range for growth of total domestic nonfi-stable and predictable pattern of veloc-
nancial debt was provisionally set at 3 taty behavior would raise the question as
7 percent for 1997. The tentative rangeso whether the Committee should return
for 1997 were unchanged from theto setting ranges consistent with its
actual ranges adopted for 1995 (in Julgxpectations for economic develop-
of that year for M3) and 1996. ments. Nonetheless, from a longer-run
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perspective, the tentative ranges readily In the Committee’s discussion of pol-
encompass rates of growth of M2 andcy for the intermeeting period ahead, all
M3 that, if velocity were to behave in the members favored or could support a
line with historical experience, could beproposal to maintain an unchanged pol-
expected to be associated with approxiicy stance; the members also strongly
mate price stability and a sustainablesupported the retention of a bias toward
rate of real economic growth. In thatrestraint. An unchanged policy seemed
regard, they continue to serve the usefudppropriate with inflation still quiescent,
purpose of benchmarking money growttwith few signs of emerging price pres-
consistent with the Committee’s long-sures, with growth in economic activity
run goal of price stability. seen as likely to moderate appreciably
At the conclusion of its discussion, from the unexpectedly strong and unsus-
the Committee voted to approve withoutainable pace of the fourth quarter, and
change the tentative ranges for 1997 thavith considerable uncertainty about
it had established in July of last year. Infuture inflationary developments. How-
keeping with its usual procedures undeever, the members emphasized that the
the Humphrey—Hawkins Act, the Com-extent of the slowdown in economic
mittee would review its ranges at mid-expansion was unclear and that the per-
year, or sooner if interim conditionssisting, or even greater, tightness of
warranted, in light of the growth andlabor markets, coupled with potentially
velocity behavior of the aggregates andaster growth in worker benefits and
ongoing economic and financial devel-diminishing worker insecurity, could put
opments. Accordingly, the following added upward pressure on labor costs
statement of longer-run policy for 1997and induce some increase in price infla-
was approved for inclusion in thetion over time. Even so, most members
domestic policy directive: thought that inflation likely would
remain contained for some period ahead
The Federal Open Market Committee@Nd that any strengthening in inflation
seeks monetary and financial conditions thgoressures probably would be gradual,
will foster price stability and promote sus-allowing the Committee to respond in a

tainable gI’OWth in Output. In furtherance Oftlmely manner. Several also Commented
these objectives, the Committee at this mee

ing established ranges for growth of M2 anaihat a tlghtenlln.g pollcy a(_:tlon was not
M3 of 1 to 5 percent and 2 to 6 percentdenerally anticipated in financial mar-
respectively, measured from the fourth quarkets, and a move at this time could have

ter of 1996 to the fourth quarter of 1997. Theexaggerated repercussions. A few mem-
monitoring range for growth of total domes-perg emphasized, however, that the
tic nonfinancial debt was set at3to7percenrtecent surge in economic activity had

for the year. The behavior of the monetary ~. L
aggregates will continue to be evaluated if@is€d the probability that the level of

the light of progress toward price level sta-€CONomic output was now above the
bility, movements in their velocities, and economy’s long-run potential, and with-
developments in the economy and financiabut a significant slowing in economic
markets. growth, inflationary pressures were
more likely to increase over the forecast
Votes for this action: Messrs. Greenspanhorizon. While an immediate tightening
MCDO”OUgh‘ Broaddus, Guynn, Kelley, o¢ nolicy would help to forestall such
eyer, Moskow, Parry, Mses. Phillips and .
Rivlin. Votes against this action: None.@ buildup of pressures, the members
Absent and not voting: Mr. Lindsey and agreed that current uncertainties about
Ms. Yellen. the outlook for both the rate of expan-
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sion and inflation warranted a continu- The Federal Reserve Bank of New

ing “wait and see” policy stance, or at York was authorized and directed, until

least made such a policy acceptable anstructed otherwise by the Committee,

this juncture. to execute transactions in the System
In their discussion of possible adjust-Account in accordance with the follow-

ments to policy during the intermeetinging domestic policy directive:

period, the members recognized that an

asymmetric directive tilted toward tight- The information reviewed at this meet-

ening was consistent with their generaj,g g ggests that the economic expansion
view that the risks were now morestrengthened markedly in the fourth quarter.
clearly in the direction of an upward Private nonfarm payroll employment
trend in inflation. They agreed that theincreased appreciably further in Decem-
current environment called for carefulPer after sizable gains over October and
Ctori f new develobments andNove_mber. The civilian unemployment rate
monrtoring or p . remained at 5.3 percent in December. Indus-
for prompt action by the Committee tOtrial production rose sharply in November
counter any tendency for price inflationand December. Consumer spending posted
to rise and for higher inflation expecta-a large increase in the fourth quarter after a
tions to become embedded in financigfummer lull. Housing activity moderated

: L . somewhat over the closing months of the
markets and economic demsmnmakm%ear_ Growth in business fixed investment

more generally. Indeed, in the interest ojowed substantially in the fourth quarter
fostering a continuation of sustainableafter a sharp rise in the third quarter. The
growth of the economy, it would be nominal deficit on U.S. trade in goods and

desirable to tighten before anv siagn ofervices narrowed considerably in October
d Y SI9N OFnd November from its rate in the third

acf[ual higher inflation were to becomequarter. Advances in labor compensation

evident. , _ trended up in 1996, but price inflation gen-
At the conclusion of the Committee’serally diminished apart from enlarged

discussion, all the members indicatedhcreases in food and energy prices.

that they supported a directive that Most market interest rates have changed

called for maintaining the existing little or risen slightly since the Committee

d f i meeting on December 17, 1996. In foreign
egree Of pressure on reserve posilions change markets, the trade-weighted value

and that retained a bias toward the possf the dollar in terms of the other G-10
sible firming of reserve conditions dur-currencies has increased substantially over
ing the intermeeting period. Accord-the intermeeting period.

ingly, in the context of the Committee's , Brobin of 112 876 V& SEERIEnec on
long-run objectives for price stability (5" 3 continued at a fairly brisk, though

and sustainable economic growth, angiminished, pace in January. From the fourth
giving careful consideration to eco-quarter of 1995 to the fourth quarter of 1996,
nomic, financial, and monetary devel-M2 is estimated to have grown near the

opments, the Committee decided thaypper end of the Committee’s annual range

. and M3 well above the top of its range. Total
somewhat greater reserve restrai omestic nonfinancial debt has expanded

would be acceptable and slightly lessefygderately on balance over recent months
reserve restraint might be acceptabland is estimated to have grown last year near
during the intermeeting period. Thethe midpoint of its range. _
reserve conditions contemplated at thigelﬂg ch;de?Q?L g%ef?naMngi;ﬁegor%i)trigwgttﬁZt
meet|r_1% were ex%ecte_d t(.) bhe CONSISEA foster price stability and promote sus-
tent with some moderation in the expaniainaple growth in output. In furtherance of
sion of M2 and M3 over coming these objectives, the Committee at this meet-
months. ing established ranges for growth of M2
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and M3 of 1 to 5 percent and 2 to 6 percenPresent:

respectively, measured from the fourth quar-
ter of 1996 to the fourth quarter of 1997. The
monitoring range for growth of total domes-
tic nonfinancial debt was set at 3 to 7 percent
for the year. The behavior of the monetary
aggregates will continue to be evaluated in
the light of progress toward price level sta-
bility, movements in their velocities, and
developments in the economy and financial
markets.

In the implementation of policy for the
immediate future, the Committee seeks to
maintain the existing degree of pressure on
reserve positions. In the context of the Com-
mittee’s long-run objectives for price sta-
bility and sustainable economic growth, and
giving careful consideration to economic,
financial, and monetary developments, some-
what greater reserve restraint would or
slightly lesser reserve restraint might be
acceptable in the intermeeting period. The
contemplated reserve conditions are ex-
pected to be consistent with some modera-
tion in the expansion of M2 and M3 over
coming months.

Votes for this action: Messrs. Greenspan,
McDonough, Broaddus, Guynn, Kelley,
Meyer, Moskow, Parry, Mses. Phillips and
Rivlin. Votes against this action: None.
Absent and not voting: Mr. Lindsey and
Ms. Yellen.

It was agreed that the next meeting of
the Committee would be held on Tues-
day, March 25, 1997.

The meeting adjourned at 11:35 a.m.

Donald L. Kohn
Secretary

Meeting Held on
March 25, 1997

A meeting of the Federal Open Market
Committee was held in the offices of
the Board of Governors of the Federal
Reserve System in Washington, D.C.,
on Tuesday, March 25, 1997, at
9:00 a.m.

Mr. Greenspan, Chairman

Mr. McDonough, Vice Chairman
Mr. Broaddus

Mr. Guynn

Mr. Kelley

Mr. Moskow

Mr. Meyer

Mr. Parry

Ms. Phillips

Ms. Rivlin

Messrs. Hoenig, Jordan, Melzer, and
Ms. Minehan, Alternate Members
of the Federal Open Market
Committee

Messrs. Boehne, McTeer, and Stern,
Presidents of the Federal Reserve
Banks of Philadelphia, Dallas, and
Minneapolis respectively

Mr. Kohn, Secretary and Economist
Mr. Bernard, Deputy Secretary

Mr. Coyne, Assistant Secretary

Mr. Gillum, Assistant Secretary

Mr. Mattingly, General Counsel

Mr. Baxter, Deputy General Counsel
Mr. Prell, Economist

Mr. Truman, Economist

Messrs. Eisenbeis, Goodfriend, Hunter,
Lindsey, Mishkin, Siegman, and
Stockton, Associate Economists

Mr. Fisher, Manager, System Open
Market Account

Mr. Winn, Assistant to the Board,
Office of Board Members, Board
of Governors

Mr. Ettin, Deputy Director, Division of
Research and Statistics, Board of
Governors

Messrs. Madigan and Simpson,
Associate Directors, Divisions of
Monetary Affairs and Research
and Statistics respectively, Board
of Governors

Mr. Hooper, Assistant Director,
Division of International Finance,
Board of Governors

Ms. Low, Open Market Secretariat
Assistant, Division of Monetary
Affairs, Board of Governors
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Messrs. Dewald, Hakkio, Lang, ket Operations to raise the limit on inter-
Rolnick, and Rosenblum, Senior meeting changes in such holdings from
\égﬁkzrgfs'sﬂéﬂfdi;eggﬁgazegﬁ;‘,’e $8 billion to $12 billion for the period
Philadelphia, Minneapolis, and ending with the close_of business on the
Dallas respectively date of the next meeting, May 20, 1997.

Messrs. Altig, Bentley, Judd, and The Committee then turned to a dis-
Eggg'ﬁé \éigr?kzrgfsgleemesl’a Ir:]gderal cussion of the economic outlook and the

-V ' implementation of monetary policy over
ggg%oﬁlégsan-':ram'sco’ and theIO intermeeting period ahead. A sum-
pectively ) . .
mary of the economic and financial
information available at the time of the
By unanimous vote, the minutes ofmeeting and of the Committee’s discus-
the meeting of the Federal Open Markesion is provided below, followed by
Committee held on February 4-5, 1997the domestic policy directive that was
were approved. approved by the Committee and issued
The Manager of the System Opento the Federal Reserve Bank of
Market Account reported on recentNew York.
developments in foreign exchange mar- The information reviewed at this
kets. There were no System open markeheeting suggested that the economy had
transactions in foreign currencies duringontinued to expand at a relatively
the period since the meeting on Febrobust pace in early 1997 after having
ruary 4-5, 1997, and thus no vote wastrengthened markedly in the fourth
required of the Committee. quarter of 1996. Much of the more
The Manager also reported on develrecent growth reflected further accelera-
opments in domestic financial marketgion in consumer spending, but business
and on System open market transaaapital expenditures, housing activity,
tions in U.S. government securitiesand an upturn in inventory invest-
and federal agency obligations dur-ment also had contributed to the recent
ing the period February 5, 1997, throughincrease in total expenditures. By con-
March 24, 1997. By unanimoustrast, available data pointed to a sharp
vote, the Committee ratified thesedrop in net exports after a surge in the
transactions. fourth quarter. To meet the strong aggre-
The Manager advised the Committegyate demand, employment had recorded
that he continued to anticipate a patteranother large advance in early 1997 and
of reserve needs that might requiréndustrial production had risen some-
another unusually large addition to thewhat further. The underlying trend in
System’s outright holdings of U.S. gov-consumer price inflation had remained
ernment securities during the relativelysubdued, but the increase in average
long intermeeting period ahead. Thehourly earnings had continued to edge
limit on increases in outright holdings higher early this year.
between meetings had been raised to Private nonfarm payroll employment
$12 billion at the February meeting, androse substantially further in January and
the Manager requested that the highdfebruary. The gains continued to be led
limit be retained for the upcoming by sizable advances in the services and
period. By unanimous vote, the Com-rade industries. Employment in con-
mittee amended paragraph 1(a) of thstruction increased considerably over
Authorization for Domestic Open Mar-the two months, largely because of
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unseasonably warm weather across Recenttrends in orders and shipments
much of the country in February that ledpointed to a sizable further rise in out-
to an earlier-than-usual pickup in build-lays for producers’ durable equipment
ing activity. Aggregate hours of privatein early 1997, largely reflecting con-
production workers, which were alsotinued rapid growth in purchases of
affected by changing weather condicomputers and some further increase
tions, were up appreciably on balancén spending for communications equip-
over the two months, and the avermment. Expenditures for other types of
age workweek increased considerablygquipment remained little changed. In
reaching a new recent high in Februthe nonresidential construction sector,
ary. The civilian unemployment rate, attrends in contracts suggested some fur-
5.3 percent in February, was unchangether spending gains in most market
from its average level in the second halegments after strong advances in the
of 1996. fourth quarter. Manufacturing and trade
Industrial production rose appreciablyinventories rose somewhat in January,
in February after having declinedroughly offsetting small declines over
slightly in January. The Februarythe previous two months. With sales
advance resulted from a surge in th@nd shipments rising rapidly in January,
manufacturing of durable goods that wasnventory—sales ratios for a wide range
only partly offset by a plunge in the of industries dropped further from
output of utilities associated with unsea-already low levels.
sonably mild weather in that month. The The nominal deficit on U.S. trade
utilization of total manufacturing capac-in goods and services widened substan-
ity was unchanged on balance over théally in January from its temporarily
two months at a level slightly above itsdepressed rate in the fourth quarter.
long-term average. Nearly all the deterioration in the trade
Consumer spending strengthenedalance reflected a sharp rise in imports;
considerably further in early 1997 afterthat increase was largely the result of a
having registered a sizable increase oveebound in automotive shipments from
the fourth quarter. Nominal retail salesCanada, which had been temporarily
rose sharply in January and Februaryreduced by a strike. Recent information
The gains over the two months wereon economic activity in the G-7 coun-
concentrated in sales of durable gooddries suggested continued expansion at a
including motor vehicles and building moderate rate on average in early 1997,
materials. Spending on services roseut rates of expansion had continued
strongly in January (latest data) buto diverge among those economies.
may have moderated in February wheiGrowth in output still appeared to be
milder-than-normal weather held downrelatively strong in Japan, Canada,
heating costs. Recent surveys indicatednd the United Kingdom, while much
that consumer confidence had risen tweaker economic performances were
the highest levels in many years. indicated for the major continental
Housing construction rose sharply inEuropean countries. The economies of
February after two months of relativelythe major developing countries in Latin
depressed activity. On balance, variougimerica and eastern Asia apparently
indicators of housing activity had beencontinued to expand in late 1996.
mixed over the past several months and Data for January and February were
did not suggest any clear trend in spendeonsistent with the continuation of a
ing for new housing. subdued trend in underlying price infla-
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tion. Overall consumer price inflation and that the next policy move was more
moderated somewhat over the twdikely to be toward some tightening than
months from its pace in the fourth quartoward easing. In this regard, the direc-
ter; smaller increases in energy pricesive stated that in the context of the
were an important factor in the slow-Committee’s long-run objectives for
down, but prices of consumer itemsprice stability and sustainable economic
other than food and energy alsogrowth, and giving careful consideration
advanced at a slower rate over the firsio economic, financial, and monetary
two months of the year. For the twelvedevelopments, somewhat greater reserve
months ending in February, consumerestraint would be acceptable and
prices excluding food and energy roselightly lesser reserve restraint might
somewhat less than they had over thbe acceptable during the intermeeting
preceding twelve months; a developperiod. The reserve conditions associ-
ment contributing importantly to the ated with this directive were expected to
deceleration was a smaller rise in nonbe consistent with some slowing of the
oil import prices associated with thegrowth of M2 and M3 over coming
appreciation of the dollar. At the pro-months.
ducer level, overall prices of finished Over the period since the February
goods declined somewhat in Januaryneeting, open market operations were
and February, reflecting an appreciabléirected toward maintaining the existing
drop in the food and energy compo-degree of pressure on reserve positions.
nents. For the twelve months ending irFederal funds continued to trade mainly
February, the increase in the overalht rates close to the¥s percent level
index of finished goods prices was littleexpected with an unchanged policy
changed from that over the precedingtance, though the rate did at times fall
twelve months, but excluding food andbelow that level in conjunction with
energy prices, which had registeredinanticipated shortfalls in demands
sizable advances in 1996, the rise wafr excess reserves. Most other market
considerably smaller over the latesinterest rates rose somewhat over the
twelve-month period. At early stages ofintermeeting period in apparent response
processing, however, some produceto indications of stronger-than-expected
prices had moved up in recent monthseconomic activity, perceptions that the
Average hourly earnings of productionFederal Reserve had become more con-
and nonsupervisory workers postedterned about a possible buildup in infla-
small further increases in January andion pressures, and perhaps disappoint-
February but were up appreciably morenent over the prospects for legislation
over the twelve months ending in Feb+to reduce the federal budget deficit. In
ruary than over the preceding twelvethese circumstances, expectations built
months. that monetary policy would be tight-
At its meeting on February 4-5, 1997 ened. The rise in most market interest
the Committee issued a directive thatates was accompanied by slight
called for maintaining the existing declines in a number of major indexes
degree of pressure on reserve positionsf stock market prices, although stock
The directive included a bias toward theprices in some industries posted more
possible firming of reserve conditions,pronounced declines.
reflecting a consensus among the mem- In foreign exchange markets, the
bers that the risks were clearly in thetrade-weighted value of the dollar in
direction of an upward trend in inflation terms of the other G-10 currencies rose
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further over the intermeeting period.quarters, partly reflecting the rise that
The dollar's appreciation appeared talready had occurred in mortgage inter-
reflect spreading perceptions of a relaest rates. The staff continued to antici-
tively strong U.S. expansion and associpate that fiscal policy and the external
ated increases in U.S. interest rates consector would exert mildly restraining
pared with those abroad. The dollar'seffects on economic activity over the
rise was most pronounced against thgear ahead. With resource utilization
continental European currencies. high and labor compensation rising, core
Growth of M2 moderated somewhatconsumer price inflation was forecast to
in January and February from a briskincrease slightly over the year ahead.
pace in late 1996, while expansion of Inthe Committee’s discussion of cur-
M3 remained rapid in both months. Datarent and prospective economic develop-
for the first part of March suggestedments, members referred to the wide-
diminished growth of both aggregatesspread statistical and anecdotal evidence
The appreciable further expansion othat the surprising strength in economic
these broad aggregates thus far this yeactivity over the closing months of 1996
probably continued to reflect elevatedvas persisting in 1997. Some observed
income growth, and the relative strengthhat it was difficult to detect signs of
of M3 was associated to an importantveakness or imbalances in domestic
extent with heavy bank reliance onsectors of the economy. While the mem-
large-denomination time deposits tobers believed that some slowing in the
fund robust asset growth. M3 also conexpansion was inevitable, they felt that
tinued to be boosted by the rapid growtlsubstantial uncertainty surrounded the
of money market mutual funds. Thetiming and extent of such slowing in the
expansion of total domestic nonfinanciauarters ahead. Continued growth near,
debt appeared to have slowed in ther even somewhat below, the recent
early part of the year in conjunctionpace would raise resource utilization
with reduced borrowing by both federalrates further from their already high
and state governments, which werdevels. Although labor markets already
drawing down cash balances. were tight, inflation had remained rela-
The staff forecast prepared for thistively subdued, and there were no signs
meeting suggested that the expansion iim price data that it was picking up.
economic activity would slow in com- However, the risks of a rise in inflation
ing quarters to a pace somewhat abovdown the road had increased apprecia-
that of the economy’s estimated potenbly as a result of the strength of aggre-
tial and would moderate a bit further ingate demand and the increase in pres-
1998. Growth in consumer spendingsures on resources that likely would
was expected to decline appreciablyaccompany it absent a firming in finan-
from its recent pace but to remain fairlycial conditions.
brisk over the quarters ahead, supported In their discussion of the outlook for
by further projected gains in employ-spending in key sectors of the economy,
ment and incomes. Expansion in busimembers emphasized the strength of
ness spending on equipment and struconsumer spending in recent months.
tures also was projected to moderateéThey noted that anecdotal reports from
but to a still relatively high rate, in asso-numerous parts of the country and
ciation with smaller increases in salesurveys indicating very high levels of
and profits. Housing construction wasconsumer confidence tended to confirm
forecast to drift lower over coming statistical evidence of an ebullient con-
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sumer sector. While the recent surge ifmndicated the emergence of speculative
consumer demand probably was supbuilding activity. On the other hand, in
ported mainly by rapid growth in em- some regions, signs of slowing nonresi-
ployment and labor income, it seemediential construction were reported.
possible that consumers also were re- Housing construction activity had
sponding increasingly to the run-up influctuated in recent months, largely in
household net worth stemming from theresponse to changing weather condi-
earlier buoyant performance of the stockions, but such construction appeared to
market. The effects of rising financialbe little changed on balance. Recent
wealth on consumer spending were diffianecdotal reports pointed to improving
cult to isolate, and they were undoubthousing markets in several regions and
edly restrained by efforts to accumulatéo some easing in a few. Looking ahead,
savings for future expenditures suchthe members generally anticipated that
as college expenses and retiremenhousing activity would be maintained at
Moreover, the constraints on spending relatively high level, perhaps slightly
imposed by the high debt burdens obelow that prevailing on average in
many households tended to exert at leastcent quarters, barring unanticipated
a partly offsetting influence on overalldevelopments in the broader economy
consumer spending. On balance, hower in financial markets. Although the
ever, the members believed that the corrise that had occurred in mortgage inter-
sumer sector was likely to provideest rates was a somewhat inhibiting
major ongoing support to the expansioninfluence on the prospects for housing,
though the increases in consumer spendiavorable factors noted during the meet-
ing probably would diminish in the ing included the ongoing effects of
context of more restrained growth inthe large gains in stock market wealth,
jobs and incomes. A number of mem-=sizable increases in employment and
bers expressed the view, however, thahcomes, and a still relatively favor-
the risks to such a forecast were in theble cash-flow affordability of home
direction of more robust consumerownership.
spending. The persisting efforts by business
Business fixed investment, which hadirms to economize on their inventories
remained on a steep uptrend for armad reduced the latter to quite low levels
extended period, also was expected tm relation to sales. In the circumstances,
provide continuing though moderatingcurrent inventory levels were viewed
stimulus to the overall economic expanas an upside risk to the expansion that
sion. Growth in expenditures for busi-could be triggered by unexpected
ness equipment was forecast to declinstrength in final demand. Absent an
from the extraordinary pace of recentupside surprise in demand, inventories
years, despite continuing brisk demandnight be expected to remain a slightly
for computers and communicationspositive factor in the economic outlook;
equipment. With regard to the outlookand if growth in final demand were to
for nonresidential building activity, moderate more than anticipated, the cur-
anecdotal reports from several regionsently lean inventories could be viewed
pointed to a further pickup in commer-as minimizing the risks of accumulating
cial construction associated with declinweakness in the near term.
ing vacancy rates, rising property values The outlook for fiscal policy remained
and rents, and readily available financone of modest restraint; on the basis
ing. Indeed, reports from a few areaf existing legislation, reductions were
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anticipated in constant-dollar purchasea substantial period of economic expan-
of goods and services by the federasion at a rate that exceeded the esti-
government in fiscal years 1997 andmated growth of potential had generated
1998. A key element in the potentialincreasing concerns of rising infla-
impact of fiscal policy was the uncertaintionary pressures in an economy that
outcome of the current effort to elimi- already was operating at high levels of
nate the federal deficit over time.resource utilization. Members observed
Although success in that effort probablyin this regard that while there was little
would have little effect on the govern-evidence of growing demand pressures
ment's budget position over the nexton capital resources, the tightness in
few years, it likely would have some labor markets appeared to be intensify-
beneficial repercussions on business aridg. Indications of such a development
consumer confidence and possibly alsmcluded not only widespread anecdotal
on financial markets. Financial marketgeports but a variety of data such as
would be especially positively affectedinitial claims, insured unemployment,
by an agreement to reduce significanthand help-wanted advertising. The rise in
the growth of entitlements, which wouldlabor force participation to a high per-
damp government spending and deficitsentage of the working age population
over the longer run. had helped to keep the unemployment
The unwinding in the early months ofrate from falling, but the unexpected
1997 of special factors that had boostethcrease in participation was itself
net exports in the fourth quarter of 1996suggesting tight conditions that were
was offsetting some of the effects oninducing marginal workers into the job
production of the persisting strength inmarket.
domestic demand. Beyond the near The data on worker compensation
term, the appreciated value of the dollawere somewhat mixed, but they sug-
was expected to hold down net exportsgested some acceleration on balance.
restraining overall demand and growthMembers noted that the damping effects
Some members observed in this regardf some temporary factors on labor costs
that the deterioration in net exportscould well begin to wane soon, if they
might be substantial. While such an outhad not already begun to do so. These
come would help to moderate inflation-included the possibility that job security
ary pressures on domestic resources itoncerns might be diminishing after an
coming quarters, it also would exacerextended period of rapid job growth
bate the longer-term problem of veryand low unemployment. The downward
large foreign trade and current accountrend in medical cost increases might be
deficits. in the process of shifting to a flat, if not
In their review of developments bear-a rising, gradient according to informed
ing on the outlook for inflation, mem- observers. Moreover, as the rise in labor
bers commented that the risks nowforce participation depleted the pool of
seemed to be tilted more clearly towardavailable workers, less productive work-
higher inflation. They acknowledgeders would tend to be hired, with adverse
that it was difficult to find indications effects on productivity and costs. The
of rising inflation in broad measures ofmembers recognized that even though
consumer or GDP-related prices; indeedhaggregate demand pressures seemed to
such measures still could be viewed abe pressing increasingly on available
consistent with a slightly declining trendproducer resources, it was not possible
in price inflation. Even so, prospects forto forecast with confidence when the
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period of favorable price behaviorsifying inflationary pressures. In their
would end. Even so, it was clear thatview, a more vigorous action would
inflationary developments in the econdessen the need for tightening in the
omy had become a matter of morduture and also would foster a financial
urgent concern for monetary policy. setting that would be more conducive
In light of this concern, in the Com- to sustained expansion. Other members
mittee’s discussion of policy for the acknowledged that a smaller policy
intermeeting period ahead, the membensiove would have less effect in curb-
supported or could accept a proposahg inflationary pressures, but they felt
to adjust policy toward a slightly lessthat a cautious approach to policy was
accommodative stance and to move tdesirable at a time when the outlook
symmetry in the directive. They notedfor economic activity and inflation
that continued relatively rapid growthremained subject to substantial uncer-
of economic activity in the first quarter tainties. Some noted that a shift in pol-
suggested greater persisting strength iicy direction, as the Committee was
demand than they had anticipated. Witlabout to undertake, often can have exag-
resource use already at high levels, furgerated effects in financial markets,
ther rapid growth risked greater presimaking it difficult to judge how much
sures on resources and rising inflationadditional restraint, if any, might be
Although inflation remained remarkablyneeded.
subdued and any increase in inflationary In their discussion of possible adjust-
pressures likely would tend to emergements to policy during the intermeet-
only slowly, the strength in demand hadng period, a majority of the members
developed against the backdrop of finanfavored a symmetric directive. While
cial conditions that, broadly consideredadditional policy tightening might be
were not substantially different from needed at some point, it did not appear
those now prevailing. In this situation,very likely that developments during the
they saw a clear need for a preemptivintermeeting period would require a fur-
policy action that would head off any ther policy move. Some added that infla-
pickup of inflation, and it was noted thattion remained quiescent and the near-
a shift to a tighter policy stance wouldterm onset of an appreciable slowing of
seem to pose little risk to the expansionthe expansion to a rate more in line with
Indeed, by countering any tendencythe economy’s potential could not be
for inflation to rise and for higher infla- ruled out. Accordingly, they felt that the
tion expectations to become embeddedirective should not establish a pre-
in financial markets and economicsumption about further near-term policy
decisionmaking more generally, suchightening. Other members believed
action would help head off a morethat growth of the economy was not
abrupt economic slowing, or even dikely to slow enough to alleviate excess
downturn, and thereby would help susdemands for resources and that addi-
tain the expansion and preserve th&onal tightening would be needed
firm labor markets and their associatedooner rather than later to moderate
benefits. inflationary pressures and prolong the
A few members argued that a moreexpansion. In their view, the outlook
substantial tightening was needed at thisalled for vigilance and the maintenance
juncture to provide a better calibratedof an asymmetric directive with a bias
response to the persisting strength of thioward tightening, but they could accept
economy and the related risk of inten-a symmetric directive with careful moni-
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toring of new developments for anyservices widened substantially in January
signs of the need for prompt action. from its temporarily depressed rate in the

At the conclusion of the Committee’sfourth quarter. Underlying price inflation has
. ; PR remained subdued.
discussion, all the members indicated”y;o " market interest rates have risen

that they supported or could accept @omewnhat since the Committee meeting on
directive that called for a slight increaserebruary 4-5, 1997. In foreign exchange
in the degree of pressure on reservearkets, the trade-weighted value of the dol-
positions and that did not include a preJar in terms of the other G-10 currencies

sumption about adjustments to poncy;‘giggsed further over the intermeeting

QUrmg_ the intermeeting period. Ag:cord— Growth of M2 moderated somewhat in
ingly, in the context of the Committee’s January and February from a brisk pace over
long-run objectives for price stability the fourth quarter while the expansion of M3
and sustainable economic growth, angemained relatively robust; data for the first

giving careful consideration to eco-part of March pointed to diminished growth

A ; in both aggregates. Total domestic nonfinan-
nomic, financial, and monetary deVel'cial debt has expanded moderately on bal-

opments, the Committee decided thalnce over recent months.

slightly greater reserve restraint or The Federal Open Market Committee
slightly lesser reserve restraint mighiseeks monetary and financial conditions that
be acceptable during the intermeetinq\/i_” foster price stability and promote sus-
period. The reserve conditions contemtainable growth in output. In furtherance

. : f these objectives, the Committee at its
plated at this meeting were expected tﬁ%eeting in February established ranges for

be consistent with some moderation ifyrowth of M2 and M3 of 1 to 5 percent and

the expansion of M2 and M3 over com-2 to 6 percent respectively, measured from

ing months. the fourth quarter of 1996 to the fourth quar-
The Federal Reserve Bank ofter of 1997. The monitoring range for growth

: : of total domestic nonfinancial debt was set at
New York was authorized and dlrected3 to 7 percent for the year. The behavior of

until instructed otherwise by the Com-y,e" monetary aggregates will continue to be
mittee, to execute transactions in thevaluated in the light of progress toward
System Account in accordance with theprice level stability, movements in their
following domestic policy directive: velocities, and developments in the economy
and financial markets.
In the implementation of policy for the
mediate future, the Committee seeks to
crease slightly the existing degree of pres-

The information reviewed at this meetingim
suggests that relatively strong economicm
growth has continued in the first quarterg "o reserve o

: positions. In the context of
Private nonfarm _ payroll employmentthe Committee’s long-run objectives for

increased substantially further in ‘]anua%rice stability and sustainable economic
ﬁqnede;ttJéua&{%/ ,5a3nd etri::%n(;l\i/rqlalznetgjrzea?‘lpl\?vﬁ rowth, and giving careful consideration to
! > P Y, conomic, financial, and monetary devel-

unchanged from its level in the second hal . :
of 19969.] Industrial production rose moder-Opments’ slightly greater reserve restraint

ately on balance in January and Februangr slightly lesser reserve restraint might
Nominal retail sales increased sharply fur-ﬁ acceptable in the intermeeting period.
ther over January and February after Jhe contemplated reserve conditions are
considerable advance in the fourth quartetXPected to be consistent with some modera-
Housing activity strengthened markedly ovefion In the expansion of M2 and M3 over
January and February, though much of th&°mMing months.

rise probably related to unusually favorable

weather. Recent data on orders and contracts Votes for this action: Messrs. Greenspan,
point to a further sizable gain in business McDonough, Broaddus, Guynn, Kelley,
fixed investment in the first quarter. The Meyer, Moskow, Parry, Mses. Phillips and
nominal deficit on U.S. trade in goods and Rivlin. Votes against this action: None.
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It was agreed that the next meeting of
the Committee would be held on Tues-
day, May 20, 1997.

The meeting adjourned at 12:20 p.m.

Donald L. Kohn
Secretary

After the meeting, the following press
release was issued:

The Federal Open Market Committee de-
cided today to tighten money market con-
ditions slightly, expecting the federal funds
rate to rise¥s percentage point to around
5Y%2 percent.

This action was taken in light of persisting
strength in demand, which is progressively
increasing the risk of inflationary imbalances
developing in the economy that would even-
tually undermine the long expansion.

In these circumstances, the slight firming
of monetary conditions is viewed as a pru-
dent step that affords greater assurance of
prolonging the current economic expansion
by sustaining the existing low inflation envi-
ronment through the rest of this year and
next. The experience of the last several years
has reinforced the conviction that low infla-
tion is essential to realizing the economy’s
fullest growth potential.

No change was made in the Federal
Reserve discount rate, which remains at
5 percent.

Meeting Held on
May 20, 1997

A meeting of the Federal Open Market
Committee was held in the offices of
the Board of Governors of the Federal
Reserve System in Washington, D.C.,
on Tuesday, May 20, 1997, at 9:00 a.m.

Present:
Mr. Greenspan, Chairman
Mr. McDonough, Vice Chairman
Mr. Broaddus
Mr. Guynn
Mr. Kelley
Mr. Moskow
Mr. Meyer

Mr. Parry
Ms. Phillips
Ms. Rivlin

Messrs. Hoenig, Jordan, Melzer, and
Ms. Minehan, Alternate Members
of the Federal Open Market
Committee

Messrs. Boehne, McTeer, and Stern,
Presidents of the Federal Reserve
Banks of Philadelphia, Dallas, and
Minneapolis respectively

Mr. Kohn, Secretary and Economist
Mr. Bernard, Deputy Secretary

Mr. Coyne, Assistant Secretary

Mr. Gillum, Assistant Secretary

Mr. Mattingly, General Counsel

Mr. Baxter, Deputy General Counsel
Mr. Prell, Economist

Mr. Truman, Economist

Messrs. Beebe, Eisenbeis, Goodfriend,
Hunter, Lindsey, Mishkin,
Promisel, Siegman, Slifman, and
Stockton, Associate Economists

Mr. Fisher, Manager, System Open
Market Account

Mr. Ettin, Deputy Director, Division of
Research and Statistics, Board of
Governors

Messrs. Madigan and Simpson,
Associate Directors, Divisions of
Monetary Affairs and Research
and Statistics respectively, Board
of Governors

Ms. Low, Open Market Secretariat
Assistant, Division of Monetary
Affairs, Board of Governors

Mr. Conrad, First Vice President,
Federal Reserve Bank of Chicago

Messrs. Dewald, Hakkio, Ms. Krieger,
Messrs. Lang, Rosenblum, and
Sniderman, Senior Vice
Presidents, Federal Reserve
Banks of St. Louis, Kansas City,
New York, Philadelphia, Dallas,
and Cleveland respectively

Messrs. Cox, Rosengren, and Weber,
Vice Presidents, Federal Reserve
Banks of Dallas, Boston, and
Minneapolis respectively
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By unanimous vote, the Federal Opertosts, underlying price inflation was still
Market Committee approved the min-subdued.
utes of its meeting on March 25, 1997.  Private nonfarm payroll employment
The Manager of the System Operrose at a considerably reduced pace over
Market Account reported on recentMarch and April, and the average work-
developments in foreign exchange marweek dropped from an unusually high
kets. The Desk did not conduct anyrate in February and March to a more
transactions in foreign currencies fomormal level in April. The services
System Account during the period sincendustries recorded further large gains
the latest meeting on March 25, 1997jn employment in March and April, but
and thus no vote was required of thehe number of jobs in manufacturing
Committee. contracted in April and construction
The Manager also reported on develemployment declined in both March and
opments in domestic financial marketsApril. The civilian unemployment rate
and on System open market transactiorfell appreciably in April to 4.9 percent,
in government securities and federalnd the labor force participation rate
agency obligations during the periodedged down from the record high
March 25, 1997, through May 19, 1997 reached in March.
By unanimous vote, the Committee rati- Industrial production was unchanged
fied these transactions. in April after having recorded sizable
The Committee then turned to a disdincreases in March and other recent
cussion of the economic outlook and thanonths; declines in mining and manu-
implementation of monetary policy overfacturing were offset by a large rise in
the intermeeting period ahead. A sumutility output. The drop in manufactur-
mary of the economic and financialing production reflected a sharp decline
information available at the time of thein the output of motor vehicles and parts
meeting and of the Committee’s dis-that was largely related to the lagged
cussion is provided below, followed effects of strike activity in recent months.
by the domestic policy directive thatThe output of manufactured goods other
was approved by the Committee andhan motor vehicles and parts rose
issued to the Federal Reserve Bank ahoderately in April: the production
New York. of business equipment posted another
The information reviewed at this solid gain while the output of consumer
meeting suggested that the expansion @foods and construction supplies was
economic activity had slowed after hav-unchanged. The rate of utilization of
ing surged in late 1996 and earlier thismanufacturing capacity fell in April,
year. Consumer spending appeared to beflecting the decline in motor vehicle
increasing at a considerably slower paceutput, but it remained relatively high.
after the spurt in the first quarter, while Nominal retail sales were unchanged
business fixed investment remained o March and declined in April after
a strong uptrend, and the demand fohaving increased rapidly in earlier
housing seemed to be well maintainedmonths. Weaker sales of motor vehicles
Growth of labor demand had moderateaontributed to the overall sluggishness
somewhat from the rapid pace at thef retail activity in March and April,
beginning of the year, but labor marketdut spending on many other categories
remained tight and worker compensaef goods, both durable and nondurable,
tion appeared to be accelerating gradwalso was down over the two-month
ally. Despite the upward drift in labor period after having previously grown
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strongly. Expenditures on servicescomputers, and an upturn in imports
advanced further through March (latesbf semiconductors after four quarters of
available data) even though unseasorteclines. By contrast, exports of goods
ably mild weather held down outlays forand services rose only slightly in the
heating. While retail sales had slowedlanuary—February period; exports of
recently, the latest surveys indicated thaautomotive products were up sharply,
consumer sentiment had risen furthebut sizable increases in exports of
from an already markedly high level.  chemicals, computers, and semiconduc-
Housing activity in March and April tors were largely offset by declines in
was in line with that in other recentother nonautomotive trade categories.
months. Single-family housing startsRecent economic information on the
were unchanged in April after havingforeign G-7 countries, including some
declined in March. Starts for the two-preliminary indicators for the second
month period were only a little below quarter, suggested that the growth of
the average for 1996, and sales obutput had strengthened somewhat on
new homes remained at a very highaverage in these countries. Activity in
level in March (latest data). Multifamily continental Europe, though still weak,
starts rose considerably in April and onwas improving, while the economies of
average over March and April were aCanada, Japan, and the United Kingdom
little above the elevated level in theremained strong. Economic activity con-
fourth quarter. tinued to expand rapidly on average in
Business fixed investment expandedhe major developing countries in the
briskly in the first quarter. Outlays first quarter.
for producers’ durable equipment Recent data indicated that price infla-
rebounded after fourth-quarter weaktion remained moderate despite a
ness, and spending for nonresidentiggradual acceleration of labor costs.
structures posted another substantidhcreases in consumer prices were held
advance. Available indicators pointeddown in March and April by sizable
to further sizable gains in spendingdeclines in energy prices and a small
on both equipment and structures. Businet reduction in food prices. Consumer
ness inventory investment was upprices for items other than food and
considerably in the first quarter afterenergy advanced at a moderate rate over
having increased a relatively smallthe two months, and over the twelve
amount in the fourth quarter; howevermonths ended in April they increased
inventory—sales ratios for most industrythe same amount as in the previous
and trade groupings remained at verywelve months. Producer prices fell in
low levels. both March and April, reflecting large
The nominal deficit on U.S. trade indeclines in energy prices. Excluding
goods and services widened substarieod and energy, producer prices edged
tially on balance over January and Feblower in April after having risen a siz-
ruary from the temporarily depressedable amount in March. Core producer
rate in the fourth quarter of last yearprices increased considerably less over
and was about the same as the rate ihme twelve months ended in April than
the third quarter. A surge in importsover the previous twelve months. At
reflected a rebound in the importationearlier stages of production, producer
of automotive products from the strike-prices registered declines both in recent
reduced level of the fourth quarter, fur-months and for the twelve months ended
ther expansion in purchases of importedh April. An upward creep in the growth
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of labor costs was apparent in dataneeded to offset the reserve drains asso-
on the hourly compensation of privateciated with those tax payments.
industry workers; although the rise in Market interest rates generally posted
the first three months of 1997 wassmall mixed changes over the inter-
smaller than the increase in the fourthmeeting period. Most private short-term
guarter, the advance over the twelveates increased only a little in response
months ended in March was larger tharo the March policy action, which had
that over the previous twelve months. Abeen largely anticipated by market
similar but more pronounced patternparticipants. Intermediate- and long-
was evident in data on average hourlyerm yields rose over the early part
earnings for production or nonsuper-of the intermeeting period, responding
visory workers. mostly to incoming data suggesting that
At its meeting on March 25, 1997, thegrowth in aggregate demand and output
Committee issued a directive that calledemained strong; these increases were
for a slight increase in the degree ofsubsequently more than reversed, how-
pressure on reserve positions; the firmever, as later information indicated that
ing of policy was taken in light of economic growth was moderating and
continued rapid growth of aggregateprice inflation remained subdued and on
demand in the first quarter and the atterrews of an agreement to balance the
dant greater risk of heightened pressurdederal budget. Major indexes of stock
on resources and an upturn in inflationmarket prices fluctuated substantially
Although further policy tightening over the period but they rose consider-
might be needed at some point, thebly on balance.
Committee did not believe that devel- In foreign exchange markets, the
opments during the intermeeting periodrade-weighted value of the dollar in
were likely to require an adjustment,terms of the other G-10 currencies
and thus the directive did not includedeclined on balance over the intermeet-
a presumption about adjustments tang period. The movements of the dollar
policy during the intermeeting period.during the period roughly corresponded
The reserve conditions associated witho the fluctuations in intermediate- and
this directive were expected to be conlong-term U.S. interest rates; the dollar
sistent with some moderation in theadvanced strongly in April on growing
expansion of M2 and M3 over comingexpectations of a further firming of U.S.
months. monetary policy but more than retraced
Open market operations immediatelythat gain in May as the likelihood of
after the meeting on March 25 werefurther tightening waned. The dollar's
directed toward implementing theweakness in May also seemed to reflect
slightly firmer reserve conditions growing attention to the prospects for
desired by the Committee and therofficial intervention to restrain the dol-
maintaining those conditions over théear’'s rise, notably against the Japanese
remainder of the intermeeting periodyen and the German mark.
The federal funds rate averaged close to The growth of M2 and M3 remained
the higher intended level ofia percent. brisk over March and April. Much of
Open market operations were compliM2’s strength during this period resulted
cated during the period by extraor-from a temporary buildup by house-
dinarily large federal tax payments inholds of balances in savings accounts
April, which substantially increasedand money market mutual funds to
the volume of open market purchasesover unusually large tax payments. The
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rapid growth of M3 was associated notecent months pointed on balance to a
only with the bulge in M2 but also with marked slowing in the expansion of eco-
stepped-up issuance of large time depostomic activity from a very rapid pace
its to fund the expansion of bank creditin late 1996 and earlier this year. The
For the year through April, both aggre-extent of the reduced growth in the cur-
gates expanded at rates appreciablent quarter and the prospects for sub-
above the upper bounds of their respesequent quarters were subject to sub-
tive ranges for the year. The growthstantial uncertainty, but the members
of total domestic nonfinancial debt hadgenerally felt that the economy retained
moderated over recent months as a resudbnsiderable underlying strength. In the
of reductions in federal governmentcircumstances and assuming no changes
borrowing. from current financial conditions, the
The staff forecast prepared for thisindividual members saw likely prospects
meeting suggested that the economfor expansion over the forecast horizon
would expand in the second half of theat a pace close to, or a little above, the
year at a rate a little above that of itsestimated growth of the economy’s
estimated potential and then wouldong-run potential. Many noted, how-
increase at a slower and more sustairever, that high levels of consumer and
able rate in 1998. Growth of consumebusiness confidence and supportive
spending, supported by high levels ofinancial conditions among other factors
household wealth and further projecteduggested the possibility that growth
gains in employment and income, wasould turn out to be even faster. With
expected to remain fairly brisk over thethe utilization of productive resources,
forecast horizon. Business spending onotably labor, already at particularly
equipment and structures was anticihigh levels in relation to the economy’s
pated to continue to outpace the overalpotential, an outcome no stronger
expansion of the economy, though thehan current forecasts could well have
differential would tend to narrow over adverse implications for inflation. None-
time in conjunction with the gradual theless, the members also noted that the
diminution of increases in sales andise in compensation increases had been
profits that was expected to be assocdamped and that there continued to be
ated with moderating economic growthfew indications of accelerating price
Housing construction was projected tdnflation in the statistical and anecdotal
drift lower over coming quarters, partly information available at this time; such
in conjunction with the rise in mortgagedevelopments underlined persisting
interest rates that already had occurredncertainties about behavior in labor
but also in response to the smaller inmarkets and the level and growth of the
creases expected in household incomeconomy’s sustainable potential.
The staff continued to anticipate that In their review of developments in
fiscal policy and the external sectorkey sectors of the economy, members
would exert mild restraint on the expan-referred to favorable underlying factors
sion of economic activity. With resourcein the outlook for consumer spending.
utilization high and labor compensationThese included solid growth in con-
gradually accelerating, core consumesumer incomes, large increases in finan-
price inflation was forecast to drift cial wealth, and currently high levels
slightly higher. of consumer confidence. While more
In the Committee’s discussion, themoderate growth in consumer spending
members agreed that the information fofor durable goods seemed likely after



128 84th Annual Report, 1997

an extended period of robust expansiorhoom reminiscent of the 1980s did not
these favorable factors suggested thappear to be under way.
the risks of a different outcome were Concerning the outlook for housing,
tited in the direction of faster-than- members referred to forecasts of a mild
projected expansion. On the negativelowntrend in residential construction
side, large consumer debts were stilassociated with the increases that had
viewed as likely to constitute an inhibit- occurred in mortgage interest rates. To
ing influence on consumer expendituresjate, however, there were few indica-
and many banking institutions hadtions of any weakening. Indeed, housing
tightened lending terms and conditionconstruction had been relatively robust
at least for their more marginal con-in the early months of the year, though
sumer borrowers. On balance, growththe strength probably was largely
in consumer expenditures at a somewhatccounted for by unusually favorable
reduced pace approximating that ofveather conditions and may have bor-
the expected expansion of disposableowed from building activity later in the
incomes appeared to be a reasonabiear. On balance, as evidenced by anec-
prospect, though one that was subject tdotal reports from some areas, various
considerable uncertainty. factors including ongoing growth in
Spending for business fixed investemployment and incomes, the availabil-
ment seemed to have retained a gooiy of financing on still generally favor-
deal of momentum even after the largable terms, and the associated afford-
increases in such expenditures in recertbility of housing for many homeowners
years. Clearly, businesses regardeseemed likely to provide continued
such investments as highly profitablesupport for this sector of the economy
and they appeared to be leading to gain®r some period of time.
in productivity that in turn were helping A surge in nonfarm business inven-
to offset rising compensation and totory investment accounted for a sub-
maintain profit margins in highly com- stantial portion of the acceleration in
petitive markets. In the circumstances, ibutput in the first quarter, and an antici-
appeared unlikely that growth in capitalpated moderation in the accumulation of
outlays would moderate appreciably forinventories was an important element in
some time. A number of members alsdorecasts of greatly reduced economic
referred to the increasing strength irgrowth in the current quarter. In keeping
nonresidential construction, notably thatvith business practices aimed at achiev-
of commercial structures, in severaling or maintaining lean inventory—sales
parts of the nation. Some referred irratios, inventory investment was pro-
particular to planned or actual construcjected to continue at a relatively sub-
tion of new office buildings in various dued pace in coming quarters. A number
locales; such activity was being stimu-of members expressed the view, how-
lated by declining vacancy rates, risingever, that stockbuilding represented an
rents, and a ready availability of financ-upside risk in the economic outlook,
ing. Likewise, a surge in tourism in at least in the nearer term. While there
a number of areas had resulted in aere some indications of efforts to pare
scarcity of hotel rooms and was spurringnventories in recent months, gener-
hotel construction in some major citiesally optimistic business sentiment and
Anecdotal reports of nonresidentialcurrently trim inventories in most indus-
building activity undertaken on a specu-ries might well foster efforts to accu-
lative basis had increased, but a buildingnulate stocks at a relatively rapid
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pace, especially if more-buoyant-thanpointed to relatively limited increases
anticipated sales were to stimulate an productivity seemed inconsistent
precautionary demand for inventories asvith strong profits as well as with anec-
had occurred in 1994. dotal reports of sizable gains associated
With regard to the outlook for infla- with widespread business restructuring
tion, members observed that increases iactivities and large additions of high-
prices had remained subdued despite thechnology equipment to an increasingly
rapid expansion in economic activityefficient capital stock. The ongoing
in recent quarters and the associatedevelopment and spreading adoption of
increase in pressures on already highlgutomated equipment along with the
utilized resources. The appreciation ofncreasing skills and other infrastructure
the dollar undoubtedly had helped toneeded to use it effectively appeared to
damp domestic inflation this year, andbe creating growing efficiencies or syn-
reported increases in consumer pricesrgies that were markedly enhancing
also had been held down to a margingbroductivity and enabling firms to hold
extent by an ongoing series of technithe line on prices and maintain high
cal adjustments to the consumer pric@rofit margins.
index. These were only partial explana- While these were welcome develop-
tions, however, and the members foundnents, members continued to express
it very difficult to account for the sur- concern that, perhaps sooner rather than
prisingly benign behavior of inflation in later, growing pressures on productive
an economy that had been operating ati@sources would be reflected in some
level approximating full employment— upturn in overall inflation. Although
indeed, possibly somewhat above susnost measures of labor compensation
tainable full employment in labor had been relatively favorable recently,
markets in the view of a number ofsuch measures had been displaying a
members, especially taking into considclear uptrend over a somewhat longer
eration the recent further decline in theperiod, and it seemed likely that, if
unemployment rate. On the basis othis trend continued, labor cost develop-
historical patterns, any overshooting oiments would at some point be reflected
full employment would be expectedmore fully in core measures of prices.
to generate rising inflation over time.Members commented that the timing
Although increases in labor compen-and extent of any upturn in price infla-
sation had been trending higher, thesgon would depend on growth of overall
pressures were muted and had natemand in the economy, but they also
shown through to prices. believed that expansion of demand in
Members focused on the possible roldine with their current expectations
of faster-than-reported increases in proeould induce a somewhat less favorable
ductivity as a key explanation for theinflation experience during coming
benign behavior of inflation in current quarters. However, recent developments
circumstances. Business firms had corhad underscored the fact that histori-
tinued to report robust profit margins incal experience was not a fully reli-
a period when competitive pressuresble guide to the prospective behavior
generally prevented them from raisingof prices; accordingly, the inflation out-
their prices, or raising them sufficiently,look remained subject to considerable
to pass on the increases that they wenencertainty.
experiencing in worker compensation. Inthe Committee’s discussion of pol-
Standard statistical measures thaty for the intermeeting period ahead,
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all but one of the members indicatedapparently solid momentum of the eco-
that they could support a proposal tnomic expansion. Indeed, the strength
maintain an unchanged policy stanceof investment demand, the ready avail-
although some also expressed a prefeability of financing, and possible favor-
ence for some tightening at this meetingable productivity gains argued that real
Those who endorsed a steady policy atates of interest would need to be higher
this time agreed that some tighteninghan historical norms to balance aggre-
might well be needed later to containgate demand and supply. The risk of
potentially rising inflation. For now, slightly lower economic growth needed
however, economic growth seemed tdo be compared with what they viewed
be slowing to a more sustainable pacegs the greater risk of losing ground
and the uncertainties surrounding theo inflation and thereby inhibiting the
extent of the slowing and the outlook forCommittee’s ability to reach its ultimate
inflation pointed to the desirability of a goal of price stability, a goal that all the
cautious approach to any policy tight-members viewed as necessary to achieve
ening, especially given the persistingnaximum sustainable economic growth
absence of a rising inflation trend inover time. Given the quiescence of infla-
current measures of prices. A number ofion and the uncertainties surrounding
members also observed that real intereds outlook, however, all but one of these
rates were not unusually low. Thus, thenembers could accept a wait-and-see
present stance of monetary policy probpolicy stance for now.
ably was not very far out of alignment With regard to possible adjustments
with what likely would prove to be a to policy during the intermeeting period,
desirable degree of restraint, therebwll the members supported a shift from
lessening any risk of large and persistthe symmetric directive that had been
ing imbalances that a delay in imple-adopted in conjunction with the policy
menting further restraint might incur.  tightening action at the March meeting
Members who preferred some tight-to an asymmetric directive tilted toward
ening, at least in the near term if nottightening. While such a bias did not
necessarily at this meeting, noted thahecessarily imply an intention to tighten
the Committee needed to weigh the riskpolicy during the weeks immediately
of having to implement a small degreeahead, it was consistent with the mem-
of restraint now versus considerablybers’ view that the risks were in the
more later if inflation were allowed direction of a potential need for some
to build momentum. Monetary policy tightening in monetary policy to counter
exerts its effects with a considerable lagrising inflationary pressures, and that
and a small but relatively prompt tight-they might be required to make such a
ening action would provide some fur-decision in the not-too-distant future.
ther insurance against an intensification At the conclusion of the Committee’s
of inflation. Such an outcome coulddiscussion, all but one member indi-
be seen as more likely now, given thecated that they supported a directive that
increased tightness in labor markets andalled for maintaining the existing
the possibility that relatively strong degree of pressure on reserve positions
growth would put added pressures ormand that included a bias toward the pos-
resources. Some of these members corsible firming of reserve conditions dur-
mented that the risk of a retarding effecing the intermeeting period. Accord-
on the economy from a small move atingly, in the context of the Committee’s
this time was quite limited in light of the long-run objectives for price stability
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and sustainable economic growth, andloth aggregates expanded at rates apprecia-
giving careful consideration to eco-bly above the upper bounds of their respec-
nomic, financial, and monetary devel-t've ranges for the year. Growth in total

. : omestic nonfinancial debt has moderated
opments, the Committee decided thagver recent months, reflecting reductions in

somewhat greater reserve restrairfderal government borrowing.

would be acceptable and slightly lesser The Federal Open Market Committee
reserve restraint might be acceptableeeks monetary and financial conditions that
during the intermeeting period. TheWill foster price stability and promote sus-

reserve conditions contemplated at thi%‘”able growth in output. In furtherance of

i ted to b isterpese objectives, the Committee at its meet-
meeting were expected to be consistenly ~in Fepruary established ranges for

with moderate growth of M2 and M3 growth of M2 and M3 of 1 to 5 percent and
over coming months. 2 to 6 percent respectively, measured from
The Federal Reserve Bank of Newthe fourth quarter of 1996 to the fourth quar-
York was authorized and directed, untilter of 1997. The monitoring range for growth
instructed otherwise by the CommitteeOf total domestic nonfinancial debt was set at

¢ te t i in the Svst 3 to 7 percent for the year. The behavior of
0 execute transactions In the SYySleMthe monetary aggregates will continue to be

Account in accordance with the follow- evaluated in the light of progress toward

ing domestic policy directive: price level stability, movements in their
velocities, and developments in the economy
and financial markets.

The information reviewed at this meeting In the implementation of policy for the
suggests that growth in economic activityimmediate future, the Committee seeks to
has slowed after surging in late 1996 andnaintain the existing degree of pressure on
earlier this year. Private nonfarm payrollreserve positions. In the context of the Com-
employment increased at a considerablynittee’s long-run objectives for price sta-
reduced pace over March and April, but thebility and sustainable economic growth, and
civilian unemployment rate fell appreciably giving careful consideration to economic,
to 4.9 percent in April. Industrial production financial, and monetary developments, some-
was flat in April following sizable gains what greater reserve restraint would or
over previous months. Nominal retail salesslightly lesser reserve restraint might be
were unchanged in March and declined iracceptable in the intermeeting period. The
April after a considerable advance in earliecontemplated reserve conditions are ex-
months. Housing activity in March and April pected to be consistent with some modera-
was little changed from other recent monthstion in the expansion of M2 and M3 over
Available indicators point to further sizable coming months.
gains in business fixed investment. The
nominal deficit on U.S. trade in goods and Votes for this action: Messrs. Greenspan,
services widened substantially in January— McDonough, Guynn, Kelley, Meyer,
February from its temporarily depressed rate Moskow, Parry, Mses. Phillips and Rivlin.
in the fourth quarter. Underlying price infla-  Vote against this action: Mr. Broaddus.
tion has remained subdued.

Market interest rates generally have posted ;
small mixed changes since the Committe Mr. Broaddus dissented because he

meeting on March 25, 1997: share IoricezJelieved that the st_rength of i_nvestment
in equity markets have risen considerablydemand, due possibly to an increase in
In foreign exchange markets, the tradethe trend growth rate of productivity,

weighted value of the dollar in terms of therequired somewhat higher real interest
other G-10 currencies declined on balanceates to prevent inflationary pressures

over the intermeeting period. .
Growth of M2 and M3 was brisk over from developing. He was concerned

March and April, boosted by a buildup in that, with the economy already operat-
household balances to cover unusually largg at a high level and labor markets
tax payments. For the year through April,apparently very tight, any increase in



132 84th Annual Report, 1997

such pressures might be costly to reverse
and might reduce the credibility of the
Committee’s longer-run strategy of pro-
moting maximum sustainable growth by
fostering price level stability. He also
believed that the risk to the economy of
a moderate further tightening was small
given the apparent momentum of aggre-
gate economic activity.

It was agreed that the next meeting
of the Committee would be held on
Tuesday—Wednesday, July 1-2, 1997.

The meeting adjourned at 12:45 p.m.

Donald L. Kohn
Secretary

Meeting Held on
July 1-2, 1997

A meeting of the Federal Open Market
Committee was held in the offices of
the Board of Governors of the Federal
Reserve System in Washington, D.C.,
on Tuesday, July 1, 1997, at 2:30 p.m.
and continued on Wednesday, July 2,
1997, at 9:00 a.m.

Present:
Mr. Greenspan, Chairman
Mr. McDonough, Vice Chairman
Mr. Broaddus
Mr. Guynn
Mr. Kelley
Mr. Moskow
Mr. Meyer
Mr. Parry
Ms. Phillips
Ms. Rivlin

Messrs. Hoenig, Jordan, Melzer, and
Ms. Minehan, Alternate Members
of the Federal Open Market
Committee

Mr. Bernard, Deputy Secretary

Mr. Coyne, Assistant Secretary

Mr. Gillum, Assistant Secretary

Mr. Mattingly, General Counsel

Mr. Baxter, Deputy General Counsel
Mr. Prell, Economist

Mr. Truman, Economist

Messrs. Beebe, Goodfriend, Hunter,
Lindsey, Mishkin, Promisel,
Siegman, Slifman, and Stockton,
Associate Economists

Mr. Fisher, Manager, System Open
Market Account

Mr. Ettin, Deputy Director, Division of
Research and Statistics, Board of
Governors

Messrs. Madigan and Simpson,
Associate Directors, Divisions of
Monetary Affairs and Research
and Statistics respectively, Board
of Governors

Ms. Johnson, Assistant Director,
Division of International Finance,
Board of Governors

Messrs. Reifschneidéand Smalk
Section Chiefs, Divisions of
Research and Statistics and
Monetary Affairs respectively,
Board of Governors

Mr. Sichel, Senior Economist, Division
of Research and Statistics, Board
of Governors

Mr. EImendorf4 and Ms. Garrett,
Economists, Division of Monetary
Affairs, Board of Governors

Mr. Lebow? and Ms. Lindnef,
Economists, Division of Research
and Statistics, Board of Governors

Ms. Low, Open Market Secretariat
Assistant, Division of Monetary
Affairs, Board of Governors

Messrs. Boehne, McTeer, and Stern, 4. Attended portions of meeting relating to the

Presidents of the Federal Reserve committee’s review of the economic outlook and
Banks of Philadelphia, Dallas, establishment of its monetary and debt ranges for
and Minneapolis respectively 1998.

5. Attended portion of meeting relating to price

Mr. Kohn, Secretary and Economist  measurement issues for monetary policy.
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Ms. Holcomb, First Vice President,  expansion slowed substantially in the
Federal Reserve Bank of Dallas  second quarter after having surged in
. late 1996 and earlier this year. Con-
Ms. i?g[g'ng,eézﬁiC?fgglsde’n'mﬂ(rlﬂ?‘ sumer speno_ling deceler_ated consider-
and Sniderman, Senior Vice ably, but business spending on durable
Presidents, Federal Reserve Bankgequipment increased substantially fur-
of Boston, St. Louis, Kansas City, ther and housing demand appeared to
New York, Philadelphia, have been well maintained. Employ-
Minneapolis, Dallas, and ment growth moderated recently, while
Cleveland respectively . . . ) o
industrial production continued to rise
Ms. Rosenbaum, Vice President, appreciably. Price inflation remained
Federal Reserve Bank of Atlanta subdued despite high rates of resource
utilization, notably that of labor.

By unanimous vote, the minutes of Private nonfarm payroll employment
the meeting of the Federal Open Marketose at a reduced pace in May after
Committee held on May 20, 1997, werehaving registered sizable advances over
approved. the first four months of the year. Job

The Manager of the System Opergrowth remained brisk in the services
Market Account reported on develop-sector despite a further drop in employ-
ments in foreign exchange markets sincenent at temporary help agencies that
the meeting on May 20, 1997. Theremight have reflected constraints on
were no System open market transadhe availability of workers for hire.
tions in foreign currencies during thisAlthough employment in construction
period, and thus no vote was required ofecovered in May from the weather-
the Committee. depressed level in April, the underlying

The Manager also reported on develgrowth in such jobs seemed to have
opments in domestic financial marketslowed. Employment in manufacturing
and on System open market transactionshanged little over April and May after
in government securities and federahaving increased moderately in the first
agency obligations during the periodquarter. The average workweek for pro-
May 20, 1997, through June 30, 1997duction or nonsupervisory workers was
By unanimous vote, the Committee rati-unchanged in May but was slightly
fied these transactions. below the average for the first quarter.

The Committee then turned to a dis-The civilian unemployment rate fell
cussion of the economic outlook, theslightly further to 4.8 percent in May.
ranges for the growth of money and debt Industrial production continued to
in 1997 and 1998, and the implemengrow briskly in May. Manufacturing
tation of monetary policy over the inter- output recorded a substantial gain and
meeting period ahead. A summary oimining production rose considerably;
the economic and financial informationhowever, cooler-than-average weather
available at the time of the meeting anded to a drop in utility output. Much
of the Committee’s discussion is pro-of the rise in manufacturing reflected a
vided below, followed by the domesticrebound in the production of motor vehi-
policy directive that was approved bycles and parts from strike-depressed
the Committee and issued to the Federddvels in April and strength in the out-
Reserve Bank of New York. put of business equipment, construction

The information reviewed at this supplies, and materials. With output
meeting suggested that the economigenerally keeping pace with the rapid
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expansion of factory capacity, the rateof capital goods also had been robust on
of utilization of manufacturing capacity balance. Recent data on orders pointed
remained at a relatively high level. to further brisk growth in coming
Personal consumption expendituresnonths. Nonresidential construction
in real terms, rose substantially in Mayactivity appeared to have eased recently,
after having changed little on balancewith construction-put-in-place slipping
over the preceding three months. Spendn March and April from the elevated
ing on services remained on a solidbace of the first two months of the year.
uptrend in May, while aggregate pur-However, other information suggested
chases of goods turned up after threthat the downturn might be shortlived:
months of lackluster spending onVacancy rates for office space had been
nondurable goods and motor vehiclesdeclining, prices for commercial real
The unusual weather patterns of latestate had been edging up, and recent
winter and early spring apparently haddata on contracts suggested that build-
a depressing effect on consumer expenng activity would improve in coming
ditures, especially for seasonal itemsmonths.
however, the combination of strong job Business inventory investment picked
gains, buoyant sentiment, and increaseap sharply in April from the slow pace
household net worth pointed to a posin March but, overall, stocks remained
sible resumption of more robust spendat a low level in relation to sales. In
ing by consumers. manufacturing, much of the increase in
Housing activity appeared to havestocks occurred in capital goods indus-
been generally well maintained in recentries in which production was expanding
months. Although housing starts werebriskly. In the wholesale sector, a sub-
down somewhat in May from the rela-stantial decline in stocks in April more
tively elevated average rate for the firsthan offset a sizable increase in March,
four months of the year, this slowingand the aggregate stock—sales ratio for
might have been, at least in part, théhe sector fell further over the March—
result of unusually mild winter weather April period. Retail inventories rose
that enabled an early start on springonsiderably in April, with notable
building activity. The latest information increases in stocks of apparel and gen-
on home sales suggested continued firreral merchandise. In a departure from
demand for single-family housing: Saleghe general downtrend of recent months,
of existing homes rose in May and werdnventory—sales ratios for most types of
among the highest monthly totals orretail establishments were up apprecia-
record, and sales of new homes in Apribly in April.
(latest data available) were down only The nominal deficit on U.S. trade in
a little from the brisk pace of earlier goods and services narrowed somewhat
months in the year. in April from a downward-revised aver-
Available information suggested fur-age rate in the first quarter. The value of
ther sizable gains in business fixedexports in April rose substantially from
investment. Shipments of nondefenséhe first-quarter level, led by increases in
capital goods edged higher in May aftelexports of machinery and aircraft. The
having posted large increases in earlievalue of imports also rose but less than
months of the year. Shipments of comthat of exports; imports were up in most
puters had been particularly strong thisrade categories except petroleum prod-
year in conjunction with rapidly falling ucts. Recent information suggested that,
prices, but shipments of other categoriesn average, economic activity in the
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major foreign industrial countries con-period. The reserve conditions associ-
tinued to grow at a moderate rate in theated with this directive were expected to
second quarter. Growth remained robudte consistent with moderate growth of
in Canada and the United Kingdom andvi2 and M3 over coming months.
was improving in Germany, France, and Open market operations were directed
Italy. Economic activity appeared tothroughout the intermeeting period
have flattened temporarily in Japan aftetoward maintaining the existing degree
an increase in the consumption tax irof pressure on reserve positions, and the
April. federal funds rate averaged close to the
Price inflation remained subdued. Fointended level of % percent. Most other
a third straight month, consumer pricesnarket interest rates declined somewhat
recorded only a slight increase in Mayon balance during the period. Market
Favorable developments in food andarticipants apparently concluded that
energy continued to hold down the overthe likelihood of further policy tighten-
all rise and accounted for a muching had decreased substantially in light
smaller advance in the index of pricesof incoming data that suggested slowing
of all consumer items over the twelvegrowth of final demand and continued
months ended in May than over thesubdued inflation. Share prices in equity
previous twelve months. The decline inmarkets rose considerably further.
core CPI inflation over the same time In foreign exchange markets, the
period was much less, though this meatrade-weighted value of the dollar in
sure of inflation also remained relativelyterms of the other G-10 currencies was
restrained. At the producer level, pricesip on balance over the intermeeting
of finished goods other than food andperiod; the advance occurred despite a
energy fell further in May and were smaller decline on average in long-term
little changed over the year ended thainterest rates abroad than in the United
month. At earlier stages of processingStates. The dollar rose appreciably
producer prices for intermediate materi-against the German mark and most other
als other than food and energy changedontinental European currencies amid
little over the year ended in May, andgrowing market concerns that there
producer prices at the crude levelwould be broad participation in the
advanced only slightly. The tight condi- European Monetary Union despite the
tions prevailing in labor markets werefact that the major European countries
associated with a somewhat largewould not be able to comply strictly
increase in average hourly earnings inwith the Maastricht fiscal standards and
the twelve months ended in May than inrelated expectations that the euro would
the year-earlier period. be a weak currency. In contrast, the dol-
At its meeting on May 20, 1997, thelar fell against the Japanese yen and the
Committee adopted a directive thatBritish pound; the yen moved up as
called for maintaining the existing markets focused more closely on recent
degree of pressure on reserve positionand prospective increases in Japan’s cur-
Because the members saw the potentiaént account surplus, and the pound
need for some tightening in monetarystrengthened in anticipation of further
policy to counter rising inflationary policy tightening by the Bank of
pressures, perhaps in the relativelfengland.
near term, the directive included a bias Expansion of M2 and M3 slowed
toward the possible firming of reservesharply in May in association with a
conditions during the intermeetingswing in household balances related
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to large tax payments; growth of M2economy, including widespread indica-
rebounded in June, but M3 acceleratetions of strength in business activity and
less. For the year through June, MZubdued inflation. After a surge in late
increased at a rate near the upper bourttb96 and earlier this year, the rate of
of its range for the year. Rapid growthexpansion had moderated considerably
of M3 over the first half of the year, in recent months, and the members gen-
partly in conjunction with robust expan-erally expected economic activity to
sion of bank credit, placed growthsettle into a pattern of growth over the
of this aggregate somewhat above thaext six quarters that would approxi-
upper bound of its range. The rate oimate the economy’s estimated output
increase in total domestic nonfinanciapotential. A major factor in that outlook
debt had been a little higher in recentvas their expectation of some decelera-
months; for the year to date, this aggretion in demands for consumer durables
gate had grown at a rate near the middland business plant and equipment in
of its range. light of the substantial buildup of such
The staff forecast prepared for thisassets that already had taken place in
meeting suggested that the economgecent years. However, given the under-
would expand at a pace somewhat abovging strength of the expansion, favor-
that of its estimated potential in the secable financial conditions, and the
ond half of the year but would slow to aabsence of major imbalances in the
rate of increase more in line with that ofeconomy, the risks of a different out-
potential in 1998. Growth of consumercome were judged to be in the direction
spending, supported by high levels obf somewhat faster growth than cur-
household wealth and further projectedently projected. The outlook for infla-
gains in employment and income, wagdion was subject to particular uncer-
expected to be relatively brisk for sometainty. Despite an economy that had
time. Business spending on equipmeribeen operating for a considerable period
and structures was anticipated to conat rates of resource utilization that were
tinue outpacing the overall expansiorvery close to, and by some estimates
of the economy, though the differentialsomewhat above, sustainable levels,
would tend to narrow in association withinflation had remained relatively low
the gradual diminution of increasesand indeed had declined on the basis of
in sales and profits that was expectedome broad measures of prices. Such an
to occur in the context of moderatingoutcome was very much welcome, but
economic growth. Housing constructionthe reasons for it were not completely
was projected to drift lower over theunderstood and appeared to include
forecast period. The staff anticipatedsome factors that might exert only
that fiscal policy and the external sectotemporary restraint on price increases.
would exert mild restraint on the expan-Consequently, continuing pressures on
sion of economic activity. With labor resources associated with economic
compensation gradually accelerating igrowth in line with the members’ cur-
the context of high resource utilization,rent forecasts could well be reflected in
core consumer price inflation was foreising inflation over time.
cast to drift slightly higher. In keeping with the practice at meet-
In the Committee’s discussion of cur-ings when the Committee sets its long-
rent and prospective economic developrun ranges for the money and debt
ments, members commented on the coraggregates, the members of the Commit-
tinuing exceptional performance of thetee and the Federal Reserve Bank presi-
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dents not currently serving as membersew highs. On the other hand, the accu-
provided individual projections of the mulation of consumer durables that had
growth in real and nominal GDP, theoccurred over the course of the current
rate of unemployment, and the rate otyclical advance was likely to exert
inflation for the years 1997 and 1998.a retarding influence on the rise in
The forecasts of the rate of expansiomonsumer spending. Other somewhat
in real GDP for 1997 as a whole had aestraining factors included the prospect
central tendency of 3 to%3 percent and of some softening in housing demand
for 1998 were centered on a range oand related purchases of household
2 to 2> percent. With regard to the goods and the already heavy debt repay-
growth of nominal GDP, most of the ment burdens of many consumers. Some
forecasts were in ranges of 5 t&5per- members also noted that a possible cor-
cent for 1997 and % to 5 percent for rection from the currently elevated lev-
1998. The civilian rate of unemploy-els of stock market prices could have
ment associated with these forecasts hatlverse effects on consumer sentiment
a central tendency of¥4 to 5 percentin and purchasing power. On balance,
the fourth quarters of both years. Projecgrowth in personal consumer expendi-
tions of the rate of inflation, as mea-tures was seen as likely to approximate
sured by the consumer price indexthe moderate rate of increase projected
pointed to a sizable moderation this yeamn overall domestic demand.
from the rate in 1996 and a partially The members viewed the prospects
offsetting rise in 1998, with prices of for further growth in business fixed
food and energy accounting for much ofinvestment as another important sup-
the swing. Specifically, the projectionsportive factor in the outlook for
converged on CPI inflation rates ofsustained economic expansion. Current
2Ys to 2% percent in 1997 and?2 to indicators pointed to the continuation of
3 percent in 1998. very rapid growth in such spending over
In their review of the outlook for eco- the near term, but some moderation was
nomic activity in major sectors of the likely over the course of coming quar-
economy, members referred to the gerters in conjunction with the projected
erally sluggish pace of retail sales inslowing in the increase of overall
recent months. It was noted, howeverdemand and the very large buildup in
that the slowdown was perhaps in parthe stock of capital that already had
an adjustment to very strong growth ofoccurred in recent years. Even so,
sales in previous months, and som@vestment spending was likely to be
members commented on anecdotal indielatively robust over the projection
cations of some pickup in recent weekshorizon in the context of continuing
More importantly, underlying trends andincentives to hold down production
fundamentals pointed to prospectivecosts in highly competitive markets and
growth in consumer expenditures at do take advantage of falling prices and
pace that was likely to continue to pro-wider applications for certain types of
vide key support for further moderatenew equipment, notably computer-
expansion in overall economic activity.related equipment. The ready availabil-
In particular, jobs and incomes had conity of both debt and equity finance
tinued to post sizable gains; further largen favorable terms, an upbeat outlook
increases in stock market prices hador sales in many industries, and gener-
raised wealth-to-income ratios sharplyally high profit levels were other posi-
and consumer optimism had risen tdive factors. The outlook for nonresi-
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dential construction activity also seemed The members agreed that the risks to
to be relatively favorable. Memberstheir price forecasts were in the direc-
referred to declining vacancy rates andion of higher inflation, given already
rising rents for commercial structureshigh levels of capacity use and their
in many parts of the country and notedexpectations of appreciable further eco-
that construction contracts for newnomic growth. Nonetheless, the rela-
office buildings and hotels recently hadively low inflation experienced despite
turned up on a nationwide basis aftea lengthy period of fully employed
a pause earlier this year. In sum, theesources suggested that the timing of
growth in business fixed investmenta potential upturn in inflation—indeed
seemed likely to continue to outpacewhether inflation would in fact pick
that of overall demand in comingup—could not be predicted with any
quarters. degree of confidence on the basis of past
Some restraint on aggregate demanhlistorical patterns. The reasons for the
would come from other sectors of thepersistence of a relatively benign infla-
economy—notably government spendtion performance in the current expan-
ing, net exports, housing, and perhapsion were not fully understood. They
business inventories. None of these fadncluded some temporary factors such
tors seemed likely to exert a substanas the effect of the rise in the dollar on
tially negative effect, but in total they import prices and the restraint on health
were expected to help keep the pace afare costs. More fundamentally, they
the expansion close to the estimated raggresumably also involved the favorable
of increase in the economy’s potentiakffects on production costs of wide-
over coming quarters. spread business restructurings and the
During the course of the Committee’slarge volume of investment in more pro-
discussion, many of the members comductive technology in recent years, the
mented on the persistence of an impresmpact of both factors on the job secu-
sively benign inflation performancerity concerns of workers and their will-
despite widespread indications of veryingness to accept reduced increases
high, and by some measures increasing) compensation, and the effects of an
levels of capacity use. Indeed, mostntense degree of competition among
broad measures of prices pointed to suldomestic and foreign producers in U.S.
dued or even declining inflation, and itmarkets. With regard to the possibility
was difficult to find evidence of rising that more robust productivity increases
inflation pressures in “pipeline” price would be holding down production
data or the wage structure. The memberosts, it was noted that a surge in eco-
anticipated that inflation as measuredomic activity, such as had occurred in
by the consumer price index wouldlate 1996 and early 1997, tended to be
decrease appreciably over 1997 as accompanied by above-trend gains in
result of favorable developments in theproductivity. A slower pace of economic
food and especially the energy sectorgrowth in the second quarter and beyond
of the economy and declining importmight provide an opportunity to assess
prices associated with the previousvhether productivity increases were on
appreciation of the dollar. These posia clear uptrend and could help to explain
tive influences would wane over time,the favorable behavior of prices over an
however, and consumer prices werextended period. In any event, it was too
likely to rise at a somewhat faster pacesarly to reach any firm conclusion on
in 1998. this issue or the broader question of
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whether or when a rise in inflation mightditions in the period ahead, but instead
materialize under anticipated economicould be viewed as anchors or bench-
conditions. marks for money growth that would be
The members also discussed a stafissociated with approximate price sta-
study of the relative performance ofbility and sustained economic growth,
various price indexes as measures aissuming behavior of velocity in line
inflation. Members noted that mostwith historical experience. Accordingly,
broad measures of inflation moveda reaffirmation of those ranges would
together over extended periods of timeynderscore the Committee’s commit-
but they did not always do so over shorment to a policy of achieving price sta-
intervals. Differences in construction,bility over time, and in the view of at
coverage, and other factors meant thdeast some members, higher ranges
none of the individual measures wasould raise questions in this regard.
clearly superior in assessing general Over the past few years, in contrast to
inflation trends, and several membergarlier in the 1990s, the behavior of the
commented that all measures needed troad aggregates, especially that of M2,
be monitored. in relation to nominal GDP and short-
In keeping with the requirements ofterm interest rates had displayed a pat-
the Full Employment and Balancedtern that was in line with historical
Growth Act of 1978 (the Humphrey—norms before the 1990s. The members
Hawkins Act), the Committee at thisviewed this as an encouraging develop-
meeting reviewed the ranges for growthment in that it raised the possibility of
of the monetary and debt aggregates thaftiving more weight at some point to the
it had established in February for 1997performance of these aggregates as use-
and it decided on tentative ranges foful indicators in formulating monetary
those aggregates for 1998. The currergolicy. However, the period of more pre-
ranges set in February for the periodiictable M2 and M3 behavior was still
from the fourth quarter of 1996 to therelatively brief, and such behavior had
fourth quarter of 1997 were unchangeaccurred at a time of generally settled
from the ranges for 1996 and includedconditions in financial markets and the
expansion of 1 to 5 percent for M2 andoverall economy. The prospective per-
2 to 6 percent for M3. An unchangedformance of these aggregates in periods
range of 3 to 7 percent also was set iof rapid changes in financial and eco-
January for growth of total domesticnomic conditions was still an open ques-
nonfinancial debt in 1997. tion, and in light of the uncertainties that
All the members favored retaining thewere involved the members concluded
current ranges for this year and extendthat it would be premature to place
ing them on a provisional basis to 1998increased reliance on them in the con-
They anticipated that growth of M2 duct of policy. Accordingly, the Com-
probably would continue at rates in themittee decided that despite projected
upper part of its current range in bothgrowth of M2 and M3 at rates in the
years and that of M3 at rates approxivicinity of the upper limits of the current
mating or even slightly above the upperanges, prevailing uncertainties made
bound of its range, given the Commit-it desirable to retain those ranges as
tee’s expectations for the performancéenchmarks for the achievement of price
of the economy and prices. The currenstability rather than to establish higher
ranges were not expected to be guidemnges that seemed more likely to cap-
to money growth under anticipated conture expected outcomes. In the circum-
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stances, any tendency for growth of theainable growth in output. In furtherance of

monetary aggregates to move outsidg'lese objectives, the Committee reaffirmed

the Committee’s ranges would not inat this meeting the ranges it had established
. . . in February for growth of M2 and M3 of 1 to
itself call for a policy adjustment but 5 percent'and 2 to 6 percent respectively,

would continue to be interpreted in themeasured from the fourth quarter of 1996
context of a broad range of business antb the fourth quarter of 1997. The range for
financial developments bearing on tha@rowth of total domestic nonfinancial debt

; as maintained at 3 to 7 percent for the year.
gzzi%enﬁsve performance of the 0V(:'Iral‘glor 1998, the Committee agreed on tentative

. _-ranges for monetary growth, measured from
The Committee members were unanithe fourth quarter of 1997 to the fourth quar-
mously in favor of retaining the currentter of 1998, of 1 to 5 percent for M2 and 2 to
range of 3 to 7 percent for growth of6 percent for M3. The Committee provision-
total domestic nonfinancial debt in 199780 . 8¢, S CrtE T Lt at 310 7 per
a_nd exten_dlng that range on a provic ent for 1998. The behavior of the monetary
sional basis to 1998. They took aCCOungggregates will continue to be evaluated
of a staff projection indicating that in the light of progress toward price level
growth of the debt aggregate was likelystability, movements in their velocities, and
to slow somewhat from its pace in 1995developments in the economy and financial

and 1996, reflecting a small reduction ifmarkets.

the expansion of federal government Vi : .

debt. According to the staff broiection otes for this action: Messrs. Greenspan,
, g proj ' McDonough, Broaddus, Guynn, Kelley,

growth in the debt measure would be Meyer, Moskow, Parry, Mses. Phillips and

near the midpoint of the existing range Rivlin. Votes against this action: None.

over the period through 1998.

At the conclusion of this discussion, Inthe Committee’s discussion of pol-
the Committee voted to reaffirm theicy for the intermeeting period ahead, all
ranges for growth of M2, M3, and total the members favored or could support a
domestic nonfinancial debt that it hadproposal to maintain an unchanged pol-
established in February for 1997. Foicy stance, and they strongly supported
the year 1998, the Committee approvethe retention of a bias toward restraint.
provisional ranges for the three aggreAn unchanged policy seemed appro-
gates that were unchanged from theriate with inflation still quiescent and
1997 ranges. In keeping with its usuabusiness activity projected to settle into
procedure under the Humphrey-a pattern of moderate growth broadly
Hawkins Act, the Committee would consistent with the economy’s long-run
review its preliminary ranges for 1998output potential. While the members
early next year, or sooner if interimassessed risks surrounding such a fore-
conditions warranted, in light of their cast as decidedly tilted to the upside, the
growth and velocity behavior and ongo-slowing of the expansion should keep
ing economic and financial develop-resource utilization from rising substan-
ments. Accordingly, the Committeetially further, and this outlook together
voted to incorporate the following state-with the absence of significant early
ment regarding the 1997 and 199&igns of rising inflationary pressures
ranges in its domestic policy directive: suggested the desirability of a cautious

“wait and see” policy stance at this

The Federal Open Market CommitteePOiNt. In the current uncertain environ-
seeks monetary and financial conditions thaent, this would afford the Committee
will foster price stability and promote sus-an opportunity to gauge the momentum
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of the expansion and the related degrefstering a continuation of sustainable
of pressure on resources and prices. Thgrowth of the economy, it would be
risks of waiting appeared to be limited,desirable to tighten on the basis of early
given that the evidence at hand did nosigns of potentially intensifying infla-
point to a step-up in inflation despitetion and before higher inflation actually
low unemployment and that the currenmaterialized.
stance of monetary policy did not seem At the conclusion of the Committee’s
to be overly accommodative, at least ordiscussion, all the members indicated
the basis of some measures such as tlieat they could support a directive
level of real short-term interest rates. Inthat called for maintaining the existing
these circumstances, any tendency fategree of pressure on reserve positions
price pressures to mount was likely toand that retained a bias toward the pos-
emerge only gradually and to be reverssible firming of reserve conditions dur-
ible through a relatively limited policy ing the intermeeting period. Accord-
adjustment. Some members commentedhgly, in the context of the Committee’s
however, that in the absence of unanticitong-run objectives for price stability
pated weakness in the economy, somand sustainable economic growth, and
tightening of policy was likely to be giving careful consideration to eco-
needed in the relatively near future, anchomic, financial, and monetary devel-
one expressed the view that a tighteningpments, the Committee decided that
action at this meeting seemed desirablsomewhat greater reserve restraint
to forestall or limit the risks of intensi- would be acceptable and slightly lesser
fying inflationary pressures. However,reserve restraint might be acceptable
waiting was an acceptable alternativaluring the intermeeting period. The
given the favorable economic news andeserve conditions contemplated at this
the persisting uncertainties surroundingneeting were expected to be consistent
the relationship of output to prices. with moderate expansion in M2 and M3
In their discussion of possible adjust-over coming months.
ments to policy during the intermeeting The Federal Reserve Bank of New
period, all the members indicated thatrork was authorized and directed, until
they wanted to retain the existing asyminstructed otherwise by the Committee,
metry toward restraint adopted at thdo execute transactions in the System
May meeting. An asymmetric directive Account in accordance with the follow-
was consistent with their view that theing domestic policy directive:
risks clearly were in the direction of
excessive demand pressures in the econ-The information reviewed at this meeting
omy and an associated upward trenduggests that the economic expansion slowed
in inflation. Such a bias in the directivesubstantially in the second quarter after surg-

; ing in late 1996 and earlier this year. Private
also would serve the purpose of Slgnalnonfarm payroll employment increased at a

ing the Committee’s ongoing commit- o ,ced pace in May, but the civilian unem-
ment to curb inflation in the interestployment rate fell slightly further to 4.8 per-

of fostering maximum sustainable eco-<cent. Industrial production registered another
nomic growth and employment. Thesizable gain in May. Personal consumption
members agreed that the current envgxpenditures, in real terms, rose substantially

- . In May after having changed little over
ronment called for careful monltorlngthe preceding three months. Housing activity

of developments and for prompt action,ppears to have been well maintained in
by the Committee if needed to countefrecent months. Available indicators point to

rising inflation. Indeed, in the interest offurther sizable gains in business fixed invest-
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ment. The nominal deficit on U.S. tradereserve positions. In the context of the
in goods and services narrowed somewhdaommittee’s long-run objectives for price
in April from its downward-revised average stability and sustainable economic growth,
rate in the first quarter. Price inflation hasand giving careful consideration to eco-
remained subdued. nomic, financial, and monetary develop-
Market interest rates generally havements, somewhat greater reserve restraint
declined somewhat since the day before theould or slightly lesser reserve restraint
Committee meeting on May 20, 1997; sharenight be acceptable in the intermeeting
prices in equity markets have risen considperiod. The contemplated reserve conditions
erably further. In foreign exchange marketsare expected to be consistent with moderate
the trade-weighted value of the dollar ingrowth in M2 and M3 over coming months.
terms of the other G-10 currencies was up
slightly on balance over the intermeeting Votes for this action: Messrs. Greenspan,
period. McDonough, Broaddus, Guynn, Kelley,
Growth of M2 and M3 fluctuated sharply ~ Meyer, Moskow, Parry, Mses. Phillips and
from April to May in association with a  Rivlin. Votes against this action: None.
swing in household balances related to

large tax payments; on balance, both aggre- :
gates expanded at a moderate pace ov ; ltwas agreed that the next meeting of

the two months, and available data pointed® Committee would be held on Tues-

to further moderate growth in June. For theday, August 19, 1997.

year through June, M2 expanded at a rate The meeting adjourned at 11:55 a.m.
near the upper bound of its range for then July 2.

year and M3 at a rate somewhat above

the upper bound of its range. Total domestic

nonfinancial debt has continued to expand Donald L. Kohn
in recent months and is near the middle of Secretary
its range.

The Federal Open Market Committee
seeks monetary and financial conditions thaMeeting Held on
will foster price stability and promote sus-
tainable growth in output. In furtherance ofAUgUSt 19, 1997
these objectives, the Committee reaffirmegh meeting of the Federal Open Market
at this meeting the ranges it had establisheg o mmittee was held in the offices of

in February for growth of M2 and M3 of 1 to
5 percent and 2 to 6 percent respectively}he Board of Governors of the Federal

measured from the fourth quarter of 1996 tdReserve System in Washington, D.C.,
the fourth quarter of 1997. The range foron Tuesday, August 19, 1997, at
growth of total domestic nonfinancial debt9:00 a.m.

was maintained at 3 to 7 percent for the year.

For 1998, the Committee agreed on tentativeresent:

ranges for monetary growth, measured from Mr. Greenspan, Chairman

the fourth quarter of 1997 to the fourth quar- Mr. McDonough, Vice Chairman

ter of 1998, of 1 to 5 percent for M2 and 2 to Mr. Broaddus

6 percent for M3. The Committee provision- Mr. Guynn

ally set the associated range for growth of Mr. Kelley

total domestic nonfinancial debt at 3 to 7 per- Mr. Moskow

cent for 1998. The behavior of the monetary ~ Mr. Meyer

aggregates will continue to be evaluated Mr. Parry

in the light of progress toward price level Ms. Phillips

stability, movements in their velocities, and Ms. Rivlin

developments in the economy and financial

markets. ) _ Messrs. Hoenig, Jordan, Melzer, and
In the implementation of policy for the Ms. Minehan, Alternate Members
immediate future, the Committee seeks to of the Federal Open Market

maintain the existing degree of pressure on Committee
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Messrs. Boehne, McTeer, and Stern, By unanimous vote, the minutes of
Presidents of the Federal Reservethe meeting of the Federal Open Market

Banks of Philadelphia, Dallas, and : _
Minneapolis respectively Committee held on July 1-2, 1997, were

approved.
Mr. Kohn, Secretary and Economist By unanimous vote, the Committee
Mr. Bernard, Deputy Secretary elected Mr. Stephen G. Cecchetti of the
Mr. Coyne, Assistant Secretary Federal Reserve Bank of New York as
Mr. Gillum, Assistant Secretary Associate Economist to serve until the

Mr. Mattingly, General Counsel
Mr. Prell, Economist
Mr. Truman, Economist

election of his successor at the first
meeting of the Committee after Decem-
ber 31, 1997. It was understood that
Messrs. Beebe' Cecchetti’ Goodfriendlin the event Of the discontinuance Of

Eisenbeis, Lindsey, Promisel, his official connection with the Fed-
Siegman, Slifman, and Stockton, eral Reserve Bank of New York, he
Associate Economists would cease to have any official con-

nection with the Federal Open Market

Mr. Fisher, Manager, System Open

Market Account Committee.

The Manager of the System Open
Mr. Ettin, Deputy Director, Division of Market Account reported on develop-
Research and Statistics, Board of ments in forelgn exchange markets since

Governors the meeting in early July. There were
) ) no System open market transactions in
Messrs. Madigan and Simpson, foreign currencies during this period,

Q%Snoect';‘rtg E&;eiﬁ:sto;ﬁa%\g;cglihof and thus no vote was required of the

and Statistics respectively, Board Committee.
of Governors The Manager also reported on devel-
opments in domestic financial markets
Ms. Low, Open Market Secretariat ~ and on System open market transactions
Assistant, Division of Monetary i government securities and federal
Affairs, Board of Governors agency obligations during the period
Ms. Strand, First Vice President, July 2, 1.997’ through August 1.8’ 1997.'
Federal Reserve Bank of By unanimous vote, the Committee rati-
Minneapolis fied these transactions.
The Committee then turned to a dis-
Messrs. Lang, Rolnick, Rosenblum,  cussion of the economic outlook and the
and Sniderman, Senior Vice implementation of monetary policy over
Efrgsr:ﬁggéslbﬁigd%ﬁ:n%%%%ﬁ/se Bankghe intermeeting period ahead. A sum-
Dallas, and Cleveland respei:tively.m":lry Of. the economic anq financial
information available at the time of the

Messrs. Gavin, Kahn, and meeting and of the Committee’s dis-
Ms. Perelmuter, Vice Presidents, cussion is provided below, followed by
Federal Reserve Banks of the domestic policy directive that was
St. Louis, Kansas City, and approved by the Committee and issued
New York respectively to the Federal Reserve Bank of

New York.

Ms. Little and Mr. Sullivan, Assistant : . . .
Vice Presidents, Federal Reserve 1 N€ information reviewed at this

Banks of Boston and Chicago meeting suggested that economic activ-
respectively ity was expanding moderately. Growth
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in consumer spending had picked uppreceding three months. Sales at auto-
after having slowed sharply in earlymotive dealers rebounded in June and
spring, business purchases of durabléuly following substantial weakness in
equipment were still on a strong upwardearlier months, and expenditures at non-
trend, and housing demand seemed tdurable goods stores also strengthened.
have been well maintained. The overalBy contrast, sales at non-automotive
rise in production had been held dowrdurable goods outlets were unchanged
recently by supply disruptions in theover June and July. The pickup in
motor vehicles industry, but employ-consumer spending occurred against a
ment had continued to expand at dackdrop of further strong gains in
strong pace and the unemployment ratemcomes and household net worth. In
was at a low level. Increases in laborddition, credit was readily available to
compensation had remained moderatmost consumers, although lenders con-
even though labor markets were tighttinued to tighten terms for marginal
and price inflation was still subdued.  borrowers. Total private housing starts
Private nonfarm payroll employmentwere unchanged in July after having
rose sharply in July after a June increaseebounded in June from a May decline.
that was below the average for earlieData on home sales in recent months
months of the year. The step-up in jobcontinued to suggest that demand for
growth in July reflected substantiallysingle-family housing was still relatively
larger job gains in business serviceshuoyant.
retail trade, and the finance, insurance, Real business fixed investment
and real estate industries. A smalincreased substantially further in the
decline in manufacturing jobs roughlysecond quarter, reflecting a broad-based
offset slightly higher employment in surge in spending on producers’ durable
construction. The civilian unemploy- equipment. Real outlays for office and
ment rate, at 4.8 percent in July,computing equipment continued to grow
matched its low for the current eco-rapidly as prices of personal computers
nomic expansion. and networking equipment remained on
Industrial production increased rela-a steep downtrend. Spending for com-
tively slowly in July after having munications equipment grew at a slower
advanced at a fairly brisk pace over thgace in the second quarter, but recent
first half of the year. The July slowdownorders for such equipment pointed to
reflected a temporary drop in motorlarger increases in the current quarter.
vehicle assemblies partly associatetlonresidential construction activity was
with work stoppages at a major automosluggish in the second quarter. While
tive manufacturer. Outside the motoravailable information on construction
vehicles sector, the output of businessontracts suggested little improvement
equipment and consumer durable goods building activity in coming months,
rose strongly while the production ofprices for commercial real estate had
consumer nondurables weakened fumrisen slightly and vacancy rates had
ther. Factory capacity increased a littledeclined.
more than production in July, and the Nonfarm business inventories in-
utilization of total manufacturing capac-creased rapidly in the second quarter,
ity slipped to its lowest level since lastbut there were few signs of inventory
autumn. imbalances. In June, the pace of
Retall sales rose briskly in June andnventory investment in manufacturing
July after having changed little over theslowed from the rapid average rate for
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April and May, and the inventory— ther drop in food prices. Prices of fin-
shipments ratio for the sector was atshed goods other than food and energy
a very low level. In wholesale trade,were unchanged over the twelve months
stocks rose sharply in June after littleended in July. At earlier stages of pro-
net change over the two previousduction, producer prices for core inter-
months. Despite the June increase, thmediate materials rose slightly over the
stock—sales ratio was at the middle of ityear ended in July and prices of core
relatively narrow range of the past yearcrude materials increased by a larger
At the retail level, the rise in inventoriesamount over the same period. Growth
in June retraced only part of the Mayin hourly compensation of private indus-
decline; the inventory—sales ratio for thery workers picked up somewhat in
sector also was near the middle of itshe second quarter, but the rise in com-
range for the last year. pensation over the year ended in June

The nominal deficit on U.S. trade inmatched the advance over the com-
goods and services was slightly smalleparable year-earlier period. Average
on balance over April and May than thehourly earnings of production and non-
downward-revised average rate in thesupervisory workers were unchanged
first quarter. Measured against theiin July, and the rise in such earnings
first-quarter levels, the value of exportecbver the twelve months ended in July
goods and services grew more than thalso was the same as in the year-earlier
value of imports over the April-May period.
period. The largest increases in exports At its meeting on July 1-2, 1997, the
were in machinery and aircraft andCommittee adopted a directive that
parts, while the biggest gains in importscalled for maintaining the existing
were in consumer goods, computers, andegree of pressure on reserve positions.
capital goods other than computers. Th8ecause the Committee continued to see
available information suggested that ira potential need for some tightening of
recent months economic activity hadmonetary policy to counter rising infla-
expanded further in all the major for-tionary pressures, the directive included
eign industrial countries except Japana bias toward a possible firming of
Growth continued to be robust in Can-reserve conditions during the intermeet-
ada and the United Kingdom and apparing period. The reserve market condi-
ently remained moderate in France antions associated with this directive were
Germany. Economic activity in Japanexpected to be consistent with moderate
had slowed after a rise in that country’sgrowth of M2 and M3 over coming
consumption tax in April. months.

Consumer price inflation picked up Open market operations were directed
slightly in July from the slow pace throughout the intermeeting period
in each of the previous four months; aoward maintaining the existing degree
small decline in energy prices offset aof pressure on reserve positions, and the
further increase in food prices. Theaverage federal funds rate for the period
index for items other than food andwas at the Committee’s intended level
energy rose in July at the same low ratef 5% percent. Most other market
recorded for both the first six months ofinterest rates declined further on balance
1997 and the twelve months ended irover the period in an atmosphere of
July. At the producer level, prices ofgreater volatility in financial markets.
finished goods edged down for a sevihe net decline in market rates seemed
enth consecutive month, reflecting a furto have reflected a judgment by market
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participants that the outlook for inflation June. M3 surged in July, however, as
had improved slightly on balance andheavy volumes of large time deposits
that the likelihood of any tightening of were issued by U.S. branches of foreign
monetary policy in coming months hadbanks to pay down borrowings from
receded a little further. Share pricegheir overseas offices and by domestic
in equity markets increased on balancéanks to counter the runoff of gov-
over the period. ernment deposit accounts; the latter two
In foreign exchange markets, thesources of funds are not included in M3.
trade-weighted value of the dollar inFor the year through July, M3 expanded
terms of the other G-10 currencies rosat a rate appreciably above the upper
significantly on balance over the inter-bound of its range. Total domestic non-
meeting period. The appreciation of thdinancial debt had continued to expand
dollar was uneven against the currencieim recent months at a rate near the
of the major foreign industrial countries.middle of its range.
The dollar’'s substantial increase against The staff forecast prepared for this
the German mark and other continentameeting suggested that the expansion of
European countries reflected both théhe economy would be damped in the
continuing favorable developments insecond half of the year by a slowing of
the U.S. economy and persisting markeinventory accumulation from the unsus-
concerns that difficulties faced by thetainably brisk pace in the first half of
major European countries would lead tdhe year. In 1998, the economy would
policies that might detract from strengthexpand at a pace in line with the growth
in the euro. The dollar rose only slightlyof its estimated potential. Growth of
against the yen. That currency cameonsumer spending, supported by high
under downward pressure in reaction tdevels of household wealth and projected
incoming data suggesting a somewhaturther gains in employment and in-
greater-than-expected falloff in demandome, was expected to be relatively
following the recent increase in the con-risk over the forecast horizon. Business
sumption tax, but the release of the Junspending on equipment and structures
current acco