
The Performance of the Economy in 1996

The economy turned in a remarkably
favorable performance in 1996. Real
GDP rose more than 3 percent, one of
the larger gains of the past several years
and appreciably more than the FOMC
was expecting early in the year. Employ-
ment rose substantially, and the unem-
ployment rate declined further. Tight-
ness of the labor market led to a mod-
erate pickup in wage increases in 1996.
However, acceleration of prices was
confined largely to the food and energy
sectors; prices for other consumer
products decelerated, as did prices paid
by businesses for capital goods and
materials.

The Labor Market

The number of jobs on nonfarm payrolls
rose more than 2Vi million from Decem-
ber 1995 to December 1996, an increase
of about 2VA percent. At year-end, the
job count was up more than \2Vi mil-
lion from the lows of the early 1990s.

Employment in the private service-
producing sector, in which nearly
two-thirds of all nonfarm workers are
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NOTE. The data are derived from chained (1992)
dollars and come from the Department of Commerce.

employed, increased about 3 percent
during 1996. Moderate employment
gains were posted in retail trade, trans-
portation, and finance, and sizable gains
in hiring continued in some other
service-producing industries, such as
data processing, computer services,
and engineering and management. Job
growth at suppliers of personnel—a
category that includes temporary help
agencies—was more than 6 percent, a
touch faster than in 1995 but much
slower than it had been over 1992-94;
with the tightening of labor markets in
the past couple of years, longer-lasting
commitments in hiring may have come
back into greater favor among some
employers.

Employment changes among pro-
ducers of goods were mixed in 1996.
In construction, employment climbed
about 5Vi percent, to a new high that
was almost 4 percent above the peak of
the last business expansion. In manufac-
turing, increases in factory jobs through
the latter part of 1996 were not sufficient
to reverse declines that had taken place
earlier in the year. On net, the loss of
factory jobs amounted to about Vi per-
cent, a shade less than the average rate
of decline since 1979, the year in which
manufacturing employment peaked.
Manufacturers of durable goods boosted
employment slightly last year, but many
producers of nondurables implemented
further job cuts. As in many other recent
years, reductions in factory employment
were accompanied by strong gains
in worker productivity. Consequently,
increases in output were sizable—the
rise in the Federal Reserve's index of
manufacturing production cumulated to
more than 4 percent over the year.
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Growth of output per hour in the non-
farm business sector as a whole picked
up in 1996, rising about 1 percent over
the year according to preliminary data.
However, coming after a three-year
period in which output per hour changed
little, this rise left the average rate of
productivity growth in the 1990s a bit
below that of the 1980s and well below
the average gains achieved in the first
three decades after World War II. The
sustained sluggishness in measured pro-
ductivity growth this decade is difficult
to explain, as it has occurred during a
period when high levels of investment
in new capital and extensive restructur-
ing of business operations should have
been boosting the efficiency of workers.
Of course, measurement problems could
be distorting the data. As a summary
measure that relates aggregate output to
aggregate input of labor, the nonfarm
productivity index is affected by what-
ever deficiencies might be present either
in adding up the nominal expenditures
for goods and services in the economy
or adjusting those expenditures for
price change. A considerable amount of
recent research suggests that growth
of output and productivity is in fact
understated, but whether the degree of
understatement has been increasing over
time is less clear.

In contrast to the experience of most
other recent years, the 1996 rise in em-
ployment was accompanied by a sus-
tained pickup in the labor force partici-
pation rate. The rise in participation
boosted the labor supply and helped to
relieve pressures on the labor market.
Nonetheless, hiring during 1996 was
sufficient to reduce the civilian unem-
ployment rate from a December 1995
rate of 5.6 percent to a December 1996
rate of 5.3 percent.

Tightness of the labor market appears
to have exerted some upward pressure
on the cost of labor in 1996, even as

some workers continued to express anxi-
ety about job security. The employment
cost index (ECI) for the private nonfarm
sector of the economy snowed compen-
sation per hour moving up 3.1 percent
over the year. The index had risen
2.6 percent in 1995. The step-up in
hourly pay increases was to some extent
the result of a hike in the minimum
wage that took place at the start of
October. More generally, however, busi-
nesses probably had to boost hourly
compensation either to attract workers
or to retain them at a time when alterna-
tive employment opportunities were per-
ceived to be more widely available.

Labor Market Conditions
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NOTE. The data are from the Department of Labor.
The break in data for the unemployment rate at January
1994 marks the introduction of a redesigned survey; data
from that point on are not directly comparable with those
of earlier periods.
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As in 1995, increases in hourly com-
pensation in 1996 came more as wage
and salary increases than as increases in
fringe benefits. According to the ECI,
the rise in wage rates for workers in the
nonfarm sector amounted to nearly
3 Vi percent after a rise of 23A percent in
1995. By contrast, the ECI measure of
the hourly cost of benefits rose only
2 percent, slightly less than it did in
1995 and much less than it rose on aver-
age over the past decade. 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 have taken to shift employ-
ees into managed care arrangements and
to require them to assume a greater por-
tion of the cost of health insurance and
other medical benefits.

Prices

The consumer price index rose more
rapidly than in 1995, but the step-up
was concentrated in the food and energy
sectors—areas in which prices were
affected by supply limitations that
seemed likely to be of temporary dura-
tion. The CPI excluding food and
energy—often called the "core" CPI—
rose just a touch more than 2Vi percent
after having increased 3 percent during
1995. Both the total CPI and the core
CPI have been affected in the past two
years by technical improvements imple-
mented by the Bureau of Labor Statis-
tics that are aimed at obtaining more
accurate readings of price change; the
rise in the CPI in 1996 would have been
somewhat greater if procedures used
through 1994 had not been altered.

Other price indexes generally rose
less rapidly than the CPI. Like the over-
all CPI, the chain-type price index
for personal consumption expenditures
(PCE) accelerated somewhat in 1996,
but its rate of rise, shown in the accom-

panying table, was significantly lower
than that of the CPI. The two measures
of consumer prices differ to some
degree in their weights and methods of
aggregation. They also differ somewhat
in their selection of price data, with the
PCE measure relying on alternative data
in some areas in which the accuracy of
the CPI has been questioned. The chain-
type price index for gross domestic
purchases, which takes account of the
prices paid by businesses and govern-
ments as well as those paid by consum-
ers, moved up 2lA percent during 1996,
about the same as the percentage rise
during 1995. By contrast, price mea-
sures associated with GDP decelerated
in 1996 to thirty-year lows of around
2 percent or less. Conceptually, the GDP
measures are indicative of price changes
for goods and services that are produced
domestically rather than price changes
for goods and services purchased
domestically—foreign trade accounting
for the difference.

The 1996 outcomes for all these mea-
sures reflected an economy in which
inflation pressures were muted. Sharp
declines in non-oil import prices during
the year lowered input costs for many
domestic firms and likely caused other
firms to restrain their product prices for

Alternative Measures of Price Change
Percent

Price measure

Fixed-weight
Consumer price index

Excluding food and energy

Chain-type
Personal consumption expenditures

Excluding food and energy
Gross domestic purchases
Gross domestic product

Deflator
Gross domestic product

1995 1996

2.7
3.0

2.1
2.3
2.3
2.5

2.5

3.2
2.6

2.5
2.0
2.2
2.1

l.:

NOTE. Changes are based on quarterly averages and
are measured to the fourth quarter of the year indicated
from the fourth quarter of the previous year.
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fear of losing market share to foreign
competitors. Also important, in all like-
lihood, were the favorable imprints that
several years of moderate and relatively
stable rates of inflation have left on
inflation expectations. Despite the up-
tick in hourly compensation and adverse
developments in the food and energy
sectors, survey data showed little change
in consumers' expectations of inflation,
and private forecasters' views of the
prospects for prices held steady. Busi-
nesses commonly described the situa-
tion as one in which competitive pres-
sures were intense and the "leverage"
for raising prices simply was not
present.

Food and energy prices were the
exceptions. In the food sector, steep
increases in grain prices in 1995 and the
first few months of 1996 caused produc-
tion adjustments among livestock farm-
ers and substantial price increases for
some livestock products. Later in the
year, grain prices fell back, but livestock
production could not recover in time to
prevent significant price advances for
some retail foods. Consumer prices for
pork, poultry, and dairy products regis-
tered their largest increases in several
years. Retail beef prices also rose but
only moderately: Expansion of the cattle
herd in previous years had laid the
groundwork for a high flow of product
to consumers, and herd reductions that
occurred in 1996 augmented that flow.
Elsewhere in the food sector, accelera-
tion was reported in the price index for
food away from home—a category that
has a weight of almost 40 percent in the
CPI for food; the rise in the minimum
wage appears to have been an important
factor in the acceleration. All told, the
1996 rise in CPI food prices amounted
to 41/4 percent, the largest increase since
1990.

The energy sector was the other
major part of the economy in which

significant inflation pressures were evi-
dent in 1996. Crude oil prices, which
had started firming in the latter part of
1995, continued on an upward course
through much of 1996, rising more than
30 percent in total. Stocks of crude oil
and petroleum products were tight
during the year, even after allowing for
an apparent downward trend in firms'
desired inventories. Inventory building
was forestalled by production disrup-
tions at refineries, a string of weather
problems here and abroad that boosted
fuel requirements for heating or cooling,
and a reluctance of firms to take on
inventories that seemed likely to fall in
value once renewed supplies from Iraq
became available. Natural gas, too, was
in tight supply at times, and its price
surged. With retail prices of gasoline,
fuel oil, and natural gas all moving up
substantially, the CPI for energy rose

Change in Prices
Percent, Q4 to Q4

Consumer

Consumer excluding food and energy
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NOTE. Consumer price index for all urban consumers.
Based on data from the Department of Labor.
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about 7 xh percent over the four quarters
of 1996, the largest increase since the
Gulf War.

The CPI for goods other than food
and energy rose 1 percent during 1996,
one of the smallest increases of recent
decades. As in 1995, price increases for
new vehicles were moderate, and prices
of used cars turned down after several
years of sizable advances. Prices of
apparel and house furnishings also fell;
these prices, as well as the prices
of vehicles, may have been heavily
affected by the softness of import prices.
Moderate increases were the rule among
most other categories of goods in the
CPI. In the producer price index, prices
of capital equipment rose only Vi per-
cent over 1996; computer prices contin-
ued to plunge, and the prices of other
types of equipment rose moderately, on
balance. Materials prices were weak:
Prices of intermediate materials exclud-
ing food and energy declined about
VA percent from the fourth quarter
of 1995 to the final quarter of 1996,
and the producer price index for crude
materials excluding food and energy
dropped more than 6I/2 percent over
that period. Productive capacity was
adequate among domestic producers of
materials, and supplies of many materi-
als were readily available at competitive
prices on the world market.

The CPI for non-energy services
increased VA percent in 1996. The rise
was somewhat smaller than the
increases of most other recent years.
Prices of medical services decelerated
for a sixth consecutive year, and
increases in the cost of shelter were held
down by another year of moderate
advances in residential rent and owners'
equivalent rent. Large increases were
evident only in scattered categories:
Airfares posted a large increase, and
educational costs, maintaining a long-
established trend, continued to rise quite
rapidly relative to prices in general. •
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