
Introduction

The economy performed reasonably
well in 1995. Sustained economic
expansion kept the unemployment rate
at a relatively low level, and inflation, as
measured by the four-quarter change in
the consumer price index, was less than
3 percent for the third consecutive year,
the first such occurrence in thirty years.
The combination of low inflation and
low unemployment provided further
substantiation of a fundamental point
that the Board has made on past
occasions—namely, that there is no
trade-off in the long run between the
monetary policy goals of maximum
employment and stable prices set in the
Federal Reserve Act. Indeed, it is by
fostering price stability that a central
bank can make its greatest contribution
to the efficient operation and overall
ability of the nation's economy to create
jobs and advance living standards over
time.

As economic prospects changed over
the course of 1995, the Federal Reserve
found that promoting full employment
and price stability required adjustments
in its policy settings. In February, the
economy still seemed to be pressing
against its potential, and prices were
tending to accelerate. To reduce the risk
that inflation might mount, with the
attendant threat to continued economic
expansion, the Federal Open Market
Committee raised the federal funds rate
an additional Vi percentage point, to

NOTE. The discussion here and in the next two
chapters is adapted from Monetary Policy Report
to the Congress Pursuant to the Full Employment
and Balanced Growth Act of 1978 (Board of Gov-
ernors, February 1996). Data cited here and in the
next three chapters are those available as of mid-
March 1996.

6 percent. Inflation did, in fact, pick up
in the first part of 1995, but data
released during the spring indicated that
price pressures were receding, and the
Committee reduced the federal funds
rate VA percentage point at its July meet-
ing. Through the remainder of the year,
inflation was even more favorable than
had been anticipated in July, and infla-
tion expectations decreased. In addition,
an apparent slowing of economic activ-
ity late in the year further reduced
the potential for inflationary pressures
going forward. To forestall an undue
increase in real interest rates as inflation
slowed, and to guard against the possi-
bility of unnecessary slack developing
in the economy, the Committee eased
reserve conditions in December, reduc-
ing the federal funds rate lA percentage
point.

The monetary policy easings after
mid-1995 contributed to declines in
short-term market interest rates, which
by year-end were about 1 percentage
point to 2 percentage points down from
the highs reached early in 1995.
Intermediate- and long-term rates also
moved sharply lower last year, as the
risks of rising inflation receded and as
prospects for substantial progress in
reducing the federal budget deficit
seemed to improve. By the end of 1995,
these rates were 2 to 2!/2 percentage
points below their levels at the begin-
ning of 1995. Helped by lower interest
rates and favorable earnings, major
equity price indexes rose 30 percent
to 40 percent in 1995. These financial
developments reduced the cost to busi-
nesses of financing investment and to
households of buying homes and con-
sumer durables; households were also
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aided by substantial additions to finan-
cial wealth from rising bond and equity
prices.

The foreign exchange value of the
U.S. dollar, measured in terms of the
currencies of the other G-10 countries,
fell about 5 percent, on net, during 1995.
The dollar appreciated substantially
from the summer onward but not
enough to offset a sharp decline that
took place in the first four months of
1995. Interest rates fell in most other
foreign industrial countries, which also
were experiencing slower economic
growth, but the decline in rates abroad
was less than that in the United States.
Early in 1995, the dollar also was pulled
down by the reactions to the crisis in
Mexico, but the negative influence on
the dollar from this source appeared
to lessen as Mexican financial markets
stabilized over the balance of the year.
Inflation rates in major industrial coun-
tries held fairly steady in 1995 at levels
somewhat lower than those prevailing
in this country; thus, depreciation of
the dollar in real terms against other
G-10 currencies was less than the depre-
ciation in nominal terms. Against the
currencies of a broader group of U.S.
trading partners, the dollar's real depre-
ciation was even smaller.

Borrowing and spending in the United
States was facilitated not only by lower
interest rates but also by favorable sup-
ply conditions in credit markets. Spreads
between interest rates on securities
issued by private firms and those issued
by the Treasury generally remained nar-
row, and banks continued to ease terms
and qualifying standards on loans to
businesses and households through most
of the year. The total debt of domestic
nonfinancial sectors grew 5Vi percent
last year, a little above the midpoint of
the Committee's 3 percent to 7 percent
monitoring range. Rapid growth of busi-
ness spending on inventories and fixed

capital early in the year boosted the
credit demands of firms, despite strong
corporate profits. Borrowing was also
lifted by the financing of heavy net
retirements of equity shares in connec-
tion with mergers and share repurchase
programs. Growth of household debt
remained brisk as consumer credit con-
tinued to grow quite rapidly. Federal
debt grew relatively slowly for a second
year; the federal deficit declined further,
and toward year-end, normal seasonal
borrowing was constrained by the
federal debt ceiling. Outstanding state
and local government debt ran off a bit
more rapidly than in 1994.

Commercial banks and thrift institu-
tions again financed a large portion of
the borrowing last year; their share of
total outstanding debt of nonfederal sec-
tors edged up in 1994 and 1995 after
having declined for more than fifteen
years. The growth in depository credit
was funded primarily with deposits,
boosting the expansion of the broad
monetary aggregates.

M3 grew 6 percent, at the top of its
2 percent to 6 percent annual range
established by the Committee at mid-
year. Depositories relied heavily on
large-denomination time deposits for
funding, but retail deposits also showed
gains as declining market interest rates
made these deposits more attractive to
retail customers.

M2 advanced AlA percent, putting it
in the upper portion of its 1 percent to
5 percent annual range. The expansion
of M2 was the largest in six years, and
its velocity was little changed after
having increased substantially during
the previous three years. Nonetheless,
growth of the aggregate was erratic
through the year, and the stability of its
relationship to nominal spending
remained in doubt.

Ml declined last year for the first
time since the beginning of the official
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series, in 1959. An increasing number of
banks introduced retail sweep accounts,
which shift money from interest-bearing
checkable accounts to savings accounts
to reduce banks' reserve requirements.
Without these shifts, Ml would have
risen in 1995, although slowly. •
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Overview

The economy performed impressively
in 1996. Solid advances in the real ex-
penditures of households and businesses
led to sizable gains in output. Employ-
ment rose briskly, and the unemploy-
ment rate edged down to its lowest
level of the current expansion. Con-
sumer price inflation increased because
of the probably temporary effects of
firmness in food and energy markets,
but some broader price measures
showed inflation holding steady or even
declining. With the economy strength-
ening, intermediate- and long-term inter-
est rates rose on net, but credit contin-
ued to be amply available to businesses
and most households, and equity prices
soared.

Several factors helped to restrain
price increases in the face of high levels
of resource utilization. Workers' con-
cerns about job security helped limit, to
some degree, the acceleration of wages,
and further success in controlling health
care costs helped to temper the rise in
benefits. Moreover, significant declines
in the prices of U.S. imports, resulting
from low inflation abroad and apprecia-
tion of the dollar on foreign exchange
markets, tended to hold down domestic
prices. Damped inflation expectations
probably contributed as well to the
favorable price performance: A length-
ening run of years during which infla-
tion has been in a more moderate range,
together with an understanding of the

NOTE. The discussion here and in the next three
chapters is adapted from Monetary Policy Report
to the Congress Pursuant to the Full Employment
and Balanced Growth Act of 1978 (Board of Gov-
ernors, February 1997). Data cited here and in the
next four chapters are those available as of mid-
March 1997.

Federal Reserve's commitment to main-
taining progress toward price stability,
may have discouraged aggressive pric-
ing behavior. Business firms continued
to rely on cost control and gains in pro-
ductivity, rather than on price increases,
as the primary channels for achieving
profit growth.

Still, the Federal Open Market Com-
mittee (FOMC) recognized the danger
that pressures emanating from the tight
labor market might trigger an accel-
eration of prices, which could eventu-
ally undermine the ongoing economic
expansion. Consequently, although con-
ditions were not deemed to warrant
immediate policy action, the Commit-
tee's policy directives starting in mid-
1996 reflected a perception that the most
likely direction of any policy action
would be toward greater restraint in the
provision of reserves to the banking sys-
tem. Forestalling a disruptive buildup of
inflationary pressures in the near term
and moving toward price stability over
time remained central to the System's
mission of promoting maximum sus-
tainable growth of employment and
production.

The Evolution of Policy in 1996
The FOMC eased the stance of mone-
tary policy twice around the beginning
of the year—in December 1995 and in
January—lowering the federal funds
rate Vi percentage point in total, to
5 lA percent. These actions were taken to
offset the effect on the level of the real
federal funds rate of declines in inflation
and inflation expectations in the second
half of 1995 and thereby to help ensure
the resumption of moderate economic
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growth after the marked slowdown and
inventory correction in late 1995.

By the spring, economic growth had
become more vigorous than either the
Committee or financial markets had
foreseen. In response, intermediate- and
longer-term interest rates as of mid-May
were up around a full percentage point
from the two-year lows reached early in
the year. In combination with some soft-
ening of economic activity abroad and
declines in interest rates in major for-
eign industrial countries, these develop-
ments contributed to a further apprecia-
tion of the dollar, building on the rise
that had started in mid-1995. The Com-
mittee anticipated that the increase in
the cost of credit, along with the higher
exchange value of the dollar, would be
sufficient to foster a downshift in eco-
nomic expansion to a more sustainable
pace and contain price pressures; thus, it
left its policy stance unchanged at its
spring meetings.

By early summer, however, the con-
tinued momentum in demand and pres-
sures on labor resources that were being
reflected in faster growth in wages were
seen as posing a threat of increased

inflation. Core inflation remained mod-
erate, but in light of the heightened risk
that it would turn upward, the Commit-
tee in its early July directive to the Man-
ager of the Open Market Account indi-
cated its view that near-term economic
developments were more likely to lead
to a tightening of policy than to an eas-
ing. Labor markets continued to be taut
over the balance of the year, and this
bias toward restraint was included in
directives adopted at all of the Commit-
tee's remaining meetings in 1996.

After having peaked during mid-
summer, interest rates moved down on
balance through the fall, as expansion of
consumer spending and economic activ-
ity in general appeared to be moderating
and markets saw less likelihood of a
need for Federal Reserve firming action.
Equity prices fell back for a time during
the summer, reversing some of the sub-
stantial increase registered over the first
half of the year, but by autumn they had
reached new highs. Interest rates and
dollar exchange rates turned back up
late in the year when signs of rapid
growth and more intense use of the
economy's resources re-emerged.

Selected Interest Rates
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NOTE. Small tick marks refer to dates in 1995 and
1996 on which the Federal Open Market Committee held
scheduled meetings. Dashed lines indicate dates of meet-
ings at which the Committee announced a monetary pol-
icy action: July 6, 1995; December 19, 1995; and Jan-
uary 31, 1996. The data are daily.

Debt and the Monetary
Aggregates

For the nonfinancial business sector, the
effect of the higher intermediate- and
long-term interest rates on the overall
cost of funds in 1996 was offset to some
degree by an easing of lending terms at
banks and a narrowing of yield spreads
on corporate bonds over Treasuries, as
well as by declines in the cost of capital
in the equity market. Encouraged, per-
haps, by the prospects of sustained eco-
nomic expansion and low inflation,
banks, market lenders, and equity inves-
tors displayed a strong appetite for busi-
ness obligations and seemed willing to
require less compensation for the pos-
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sible risks entailed. Some households,
by contrast, faced a tightening of stan-
dards and terms with respect to credit
card debt and some other types of con-
sumer debt as banks reacted to a rising
volume of delinquencies and charge-
offs on these instruments. However,
credit availability under home equity
lines increased, particularly from
finance companies but also from banks.
Overall debt growth was slightly above
the midpoint of its 3 percent to 7 percent
monitoring range. The growth rates of
M2 and M3 edged up and, as was antici-
pated in the monetary policy reports to
the Congress in February and July, both
aggregates ended 1996 near or above
the upper end of their growth ranges.
Again in 1996, the growth of M2 rela-
tive to nominal income and interest rates
was generally in line with historical rela-
tionships, in contrast to its behavior dur-
ing the early years of the decade. •
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