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%%@& n the surface, an analysis of monetary

2 policy in 1993 and 1994 would seem to
27 be a study in contrasts. During 1993,
there were no changes in the policy directives of
the Federal Open Market Committee (FOMC),
and short-term interest rates remained steady
throughout the year. In 1994, on the other
hand, the FOMC announced six separate policy
changes, each associated with highly publicized
increases in short-term interest rates. From a
broader perspective, monetary policy over the
past two years could be characterized as
reflecting an evolution of the Federal Reserves
instrument settings in response to strength-
ening econcmic growth. Policy remained
deliberately stimulative during 1993, as mem-
bers of the FOMC cautiously evaluated the
robustness of the ongoing economic recovery.
A careful reading of the policy record of the
FOMC and statements by its members, how-
ever, reveals that a shift to a more-neutral
policy stance was viewed as quite likely, though
the timing of the policy adjusiments was in
question.

Bevond the short-term adjustments in the
Federal Reserve’s policy settings during 1994,
a number of additional themes characterize
monetary policy in 1993 and 1994. Over the
course of these two years, the relationships of
the monetary aggregates 1o economic activity
continued to depart from historical patterns.
As a result, the strategy of using monetary
aggregates as intermediate targets has become
less important in the process of formulating
policy and communicating its intent to the
public. At the same time, however, a broad-

ening of consensus regarding the ultimate
goals and himitations of monetary policy has
continued to develop: Economists and
Federal Reserve policymakers increasingly
agree that price stability should be the over-
riding long-run concern of the central bank,
serving as a foundation for maintaining
economic growth.

Monetary policy in 1993 and 1994 might
therefore be characterized as a period of tran-
sition. Only in hindsight will we know the
wltimate outcome of this process. This article
seeks to describe the nature of the evolution
o date. The next section describes the nature
of the multi-stage policy process embodied
in the framework of intermediate targeting.
Subsequent sections are organized within the
structure of this framework, focusing on the
way in which the intermediate targeting strate-
gy has evelved during the past two years. In
particular, the article examines the growing
consensus for price stability as the ultimate
chijective of monetary policy, describes the
continuing de-emphasis of monetary aggregate
targeting, and discusses some issues relating
1o the characterization of short-run policy in
1993 and 1994

Since at least the 1970s, the Federal
Reserve’s monetary policy has followed a
muiti-stage process, often referred to as the
“Intermediate Targeting” approach.? The
underlying presumption of this strategy is
that some set of observable economic variables
can serve as indicators or operational targets
of moenetary policy in a way that provides
information about the links between specific
policy actions and the ultimate goals of policy.

Typically, the intermediate targeting
strategy is presented in the econormic lterature
as a sequence of four levels of policy. At the
most basic level are the tools of monetary
policy—the fundamental instruments over
which the Federal Reserve exerts direct control.
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These tools include reserve requirements, the
discount rate and open market operations.

The next stage, often referred 1o as the
operating instruments or proximate targets of
policy, consists of measures which are directly
affected by policy actions, but which are not
under the direct control of the Federal Reserve.
Included in this category are those variables
that provide information on the market for
bank reserves. The actions of the Federal
Reserve’s open market operations directly
affect the supply of reserves available to the
banking system. Hence, readings on conditions
in the reserve market can be drawn by observing
either the quantity of reserves (measured by
soIme reserve aggregate ot its growth rate) or
the interest rate in the market for inter-bank
reserve lending (the federal funds rate).

On the next level are the intermediate
targets of policy. Theoretically, intermediate
targets should have two key attributes: They
must be affected by the actions of monetary
policy and have a predictable relationship to
the ultimate goals of policy. An ideal interme-
diate target would therefore serve to provide
timely information on the implications of
policy actions, allowing policymakers to make
mid~course corrections in response to readings
on the intermediate target. As the monetary
policy process has evolved over recent decades,
the intermediate targeting strategy has devel-
oped around the notion of using monetary
aggregates as intermediate targets. In fact, the
use of monetary aggregates is reflected in the
congressional mandate given to the Fed to
guide the conduct of policy, requiring that the
Fed report “objectives and plans.. with respect
to the ranges of growth or diminution of the
monetary and credit aggregates... "

Finally, at the end of the spectrum are the
ultimate goals of monetary policy. The success
or failure of policy can only be meaningfully
judged by its ability to achieve these goals.
Yet the particular criteria for making such a
judgment have not always been apparent,
Congress has legislated a number of objectives
for the Fed to pursue, which include economic
growth, high employment, stable prices and
low long-term interest rates. If the various
objectives seemn, at times, 1o be incompatible
with one another, the legislation leaves unclear
how contlicts should be reselved.

Within the intermediate targeting frame-
work, the policymaking process can be thought
of as involving strategic and tactical decisions
refating the settings at the various levels.

As mandated by the Full Employment and
Balanced Growth Act of 1978 (otherwise
known as the Humphrey-Hawkins Act), the
FOMC evaluates its longer-term objectives
twice per year, reporting to the Congress on
its projections for econormic activity, and pre-
senting its intermediate targeting objectives in
terms of monetary aggregate growth ranges,
This bi-annual exercise can be thought of as
establishing the objectives and strategy of
policy. At each of its eight meerings per year,
the FOMC makes this strategy operational by
providing a “directive” to the Manager of the
Systemn Open Market Account at the Federal
Reserve Bank of New York. This directive
specifies a short-term operating objective, cast
qualitatively in terms of a “degree of pressure
on {bank} reserve positions.” The directive
also suggests the Committee’s inclination
toward modification of policy during the inter-
meeting period. The officiais at the Open
Market Desk then carry out the tactical aspects
of the policy, arranging day-to-day purchases
or sales of Treasury securities to achieve the
Committee’s objectives for proximate targets
{for example, the federal funds rate and reserve
aggregate growth), in some cases adjusting the
instrument settings in response to incoming
information regarding the intermediate target
variables.

Figure 1 illustrates the process in a step-
by-step manmner in a way which indicates the
links among the various stages and suggests
the type of feedback rules with which policy is
evaluated and modified. The strategic decisions
of the FOMC are represented by the directional
arrows running from ultimate objectives back
toward the tools of policy, while the tactical
decisions of short-run policy implementation
run in the opposite direction.

As the structure of the economy and
economists’ understanding of its mechanisms
change over time, the Federal Reserve’s
approach to policymaking has evolved to meet
new challenges. This evolution of the structure
of policymaking is perhaps more significant
than the day-to-day and month-to-month
adjustments of the Fed’s policy instruments,
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but is often overlooked in analyses of mone-
tary policy. Subsequent sections of this arti-
cle examine some of the emerging trends in

the adaptation of the FOMC’s policymaking

approach, organized within the context of the
intermediate targeting framework.

By tradition and legislation, the Federal
Reserve is charged with considering a number
of objectives in the formulation of monetary
policy. For example, the Federal Reserve Act
as amended in 1977 specifies that the Fed is
to “promote effectively the goals of maximum
employment, stable prices, and moderate
long-term intevest raies.” Federal Reserve
policymakers also seek to maintain “orderly”
financial markets, which operationally has
meant an apparent tendency to smeoth interest
rate changes.

The existence of multiple goals raises
the possibility that two or more objectives
may come into conflict. Although congres-
sional legislation specifies a number of goals,
it gives no clear guidance how potential con-
flict among objectives should be resolved.
Historically, Federal Reserve policymakers
have tended not to specify the relationships
among the goals explicitly or how potential
contlicts are to be resolved, preferring instead
to defer to the need to retain fexibility in the
implemeniation of policy. As Maisel (1973)
noted: “Frequently, members of the FOMC
argued over the merits of a policy without
ever having arrived at a meeting of the minds
as to what monetary policy was and how it
worked. These problems were, and still are,
neither recognized nor clarified.”

Recently, however, public statements by
FOMC members have tended to emphasize
the long-run consistency between the objec-
tives of “price stability” and economic
growth, recognizing that the trade-off which
was once commonly thought to exist between
inflation and real economic growth does not
exist in the long run (see the shaded insert
titled, “Statements by FOMC Members on
Price Stability”). This view has been shaped
both by theoretical advances in macroeco-
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nomics and the experience of the 1970s in
particular. As Federal Reserve Chairman
Alan Greenspan has noted:

“...the experience of the past three decades
has demonstrated that what appears as
a tradeoff between unemployment and
inflation is quite ephemeral and mis-
leading. Over the longer run, no such
tradeoff is evident...Experience both here
and abread suggests that lower levels of
intiation are conducive to the achievement
of greater productivity and elficiency and,
therefore, higher standards of living.”

From this perspective, the trade-offs
among the various goals of monetary policy
appear less in conflict with one another than
they are often perceived to be: In the long
run, the pursuit of price stability is consistent
with—perhaps even necessary for—the mainte-
nance of economic growth and Jow long-term
interest rates. This view also stands in contrast
to many characterizations of recent monetary
policy by the media, which suggest that the
Feds policy is to deliberately impede economic
growth in order to subdue inflation.’ Never-
theless, there is often pressure from outside
the Federal Reserve to pursue policies which
promise to provide short-term gains in out-
put and employment, but at the expense of
potential inflationary consequences in the
lenger term.*

Despite the general support for price
stability, such broad statements of purpose
remain somewhat vague as operational objec-
tives. As Chairman Greenspan described the
issue: “...price stability does not require that
meastired inflation literally be zero but rather
is achieved when inflation is low enough that
changes in the general price level are insignif-
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STATEMENTS BY FOMC MEMBERS ON PRICE STABILITY

‘While their views often differ in emphasis and with regard to specific policy recommen-
dations, members of the FOMC display a broad unanimity of opinion regarding the uld-

mate long-run objectives of monetary policy:

“...the Federal Reserve seeks to foster
maximum sustainable economic growth
and rising standards of living. And in that
endeavor, the most productive function
the central bank can perform is to achieve
and maintain price stability.”-

' . ~ Alan Greenspan, Chairman,
Federal Reserve Board - -

“Inflation has Eo.,'by_de'f.auit, take pri-

macy because that is what we can control

in the long run.” Do :
~ Alan Blinder, Vice Chairman,
Federal Reserve Board

“The Federal Reserve is committed to
keeping inflation down not for its own
sake, but because it is important for long-
term economic growth for this country.”

— Lawrence B. Lindsey, member,
Federal Reserve Board

“1 think in general we've made good
progress on price stability, but it’s not
something where you can say, “We've won
the battle and we can go home.” Uts some-
thing we always have to pay attention 10.”

- Susan M. Phillips, member,
Federal Reserve Board

“Keeping inflation low is a necessary
ingredient for maximizing sustainable
economic and job growth.”

~ Edward G. Boehne, President,

Federal Reserve Bank
of Philadeiphia

“What monetary policy can do to
promote long-run economic efficiency is
1o stabilize the aggregate price level and to
create a climate of confidence about the
outlook for price stability.”

- Jerry 1. Jordan, President,

Federal Reserve Bank
of Cleveland

“I believe that the primary goal of
policy is to promote economic growth and
employment and that the Federal reserve
can best pursue this goal by fostering a
stable aggregate price level over time.”

' —J. Alfred Brbaddus, Jr., President,

Federal Reserve Bank
of Richmond. -

“We now know that maximum
sustainable economic growth is achieved
when changes in the price level cease to
be a factor in economic decision-making.”

~ Thomas C. Melzer, President,

Federal Reserve Bank
of St Losnis

“... in the long run the most significant
contribution monetary policy can make to
achieving maximum sustainable growth
in real output is to foster price stability.”

- Gary H. Stern, President,

Federal Reserve Bank
of Minneapolis

“1 think we all agree that the goal of
monetary policy is to promote maximum
sustainable growth over time...But just as
important, and consistent with this goal,
the Federal Reserve must work toward
ensuring an environment of price stability.”

~ Thomas M. Hoenig, President,

Federal Reserve Bank
of Kansas City

“..in the long run the most significant
contribution we can make to economic
growth is by providing a low-intlation
environment, and we have made progress
in that area...”

~ Robert T. Parry, President,

Federal Reserve Bank
of San Francisco
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FOMC Central Tendency Projections
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icant for economic and financial planning ™
However, many questions remain unre-
solved: What price index should be used for
measurement? What rate of inflation corre-
sponds to “price stability”? Should the Fed
pursue objectives stated in terms of price
levels or intlation rates? ‘What operating
procedures should be used to achieve the
objective? What is the relevant time frame
for achieving and maintaining price stability?
The emphasis on the benefits of long-
run price stability suggests the potential effi-
cacy of establishing long-run objeetives for
monetary policy. Under the present struc-
ture of policy formulation, the only quantita-
tive method of communicating long-term
expectations regarding the objectives of poli-
cy is the bi-annual economic projections of
the Committee, which are presented by the
Chairman of the Board of Governors in each
of the Humphrey-Hawkins reports to
Congress. Table 1 reports the central ten-
dency measures of these projections reported
in 1993 and 1994, Note that these projec-
tions extend only 12 to 18 months. More
importantly, it is unclear how the forecasts
submitted by FOMC members incorporate
anticipated monetary policy actious. Tinsley
and others (1981) refer to the nature of these
projections as “economic weather forecasts
with provisions for cloudseeding.” To the
extent that the Fed’s policy actions effect

economic outcomes over this time horizon,
the distinction between Committee members’
expectations and objectives are somewhat
unclear in these projections.

The notion of price stability as the wlti-
mate goal of monetary policy and the recog-
nition of the importance of long-term plan-
ning horizons have led some to advocate the
introduction of some form of explicit long-
range price level or inflation target to the
monetary policy process.® Recent policy
reforms in New Zealand, Canada and Great
Britain have moved in this direction, with
apparent success to date. Advocates of such
a policy for the United States emphasize the
importance of credibility in monetary policy;
that is, individuals and businesses are more
likely to have faith in the Fed’s ability 1o
maintain price stability when there is a clear
commitment to a specific objective.”

Indeed, the importance of inflation
expectations and the role of Fed credibility
in the formation of those expectations are
issties which have been emphasized in recent
statements by Chairman Greenspan: “The
effects of policy on the economy critically
depend on how market participants react to
Federal Reserve actions as well as on expec-
tations of our future actions.”™ As an example
of the importance of expectations, Greenspan
has suggested that a significant feature of the
economy’s slow emergence from the 1990-91
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Ranges {percentuge growth rates)

Target Period M2 M3

recession was a need to restructure balance
sheets, which in turn was partly attributable
to inflation expectations: “..households and
businesses apparently were skeptical that infla-
tion would continue to decline and...may even
have expected it to rebound. As a consequence,
many may have shaped their investment deci-
sions importantly based on expectations of
inflation-induced appreciation of asset prices
rather than on more fundamental economic
considerations.”

The idea that monetary policy should
be charged with a single specific objective
of price stability is not new. In 1989, Repre-
seniative Steven Neal, D.-North Carolina,
introduced legislation which would have
mandated such a framework. At the time,
the Neal proposal was met by favorable reac-
tions from Chairman Greenspan and other
FOMC members. More recently, Senator
Connie Mack, R.-Florida, has indicated his
intention to introduce legislation in 1995 for
the purpose of modilying the Humphrey-
Hawkins framework to eliminate references
to employment and interest rate objectives,
and to direct the Federal Reserve to limit CPI
inflation 10 less than 2 percent per year.
Chairman Greenspan has responded that he
favors such legislation in principle, but has
demurred on the issue of a numerical objec-
tive: “I have always argued that it would be
useful for us...to be required to focus crucially,
if not solely, on domestic price inflation...[but]
1 would be more inclined to go to 2 more
general type of requirement for the central
bank....”"

The issue of whether to charge the
Federal Reserve with a specific long-run
price stability mandate is likely to remain as

one of the crucial issues in monetary policy
int 1995 and beyond.

Perhaps the most fundamental modifica-
tion to the intermediate targeting strategy
witnessed over the past two years has been the
continuing de-emphasis of the monetary targets
as operational objectives. This is not to say
that the aggregates are now disregarded alto-
gether as indicators of policy, but rather that
the prominence they once held in discussions
of policy has diminished significandy.

Table 2 reports the ranges spetified by
the FOMC for money and credit growth in
1963 and 1994, and Figure 2 displays actual
measures of the monetary aggregates relative
to these target ranges. Despite the lessened
emphasis on attaining monetary aggregate
targets as a policy objective (discussed further
below), the aggregates finished both years
within the specified growth ranges.”

There is good reason to consider measures
of the money stock as important indicators
of the thrust of monetary policy. Both theo-
retically and empirically, the growth rate of
money and the rate of inflation are known w0
be closely related—at least over long periods.
This relationship can be clearly observed in
comparisons of inflation rates and money
growth rates across countries, and considera-
tion of trends within a single country over
extended periods of time.® Over shorter time
horizons, however, the relationship is much
less apparent. This is at least partly ateribue-
able to the fact that measured monetary
aggregates are, at best, an approximation of
economists’ conceptual notion of “money.”
From month to month or quarter to quarter,
substitution among various assets often
makes the growth rates of the aggregates dif-
ficult to interpret. Moreover, the rapid pace
of financial innovation in recent years has
changed the nature of the aggregates, further
complicating their interpretation.

The FOMC began to consider monetary
aggregates as operational objectives of policy
explicitly in its directives in 1970.7 The status
of the aggregates took on more prominence
over the years, and their role as intermediate
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targets was written into the congressional
mandates beginning with House Concurrent
Resolution 133 in 1973 and later in the 1978
Humphrey-Hawkins fegistation. The use of
monetary aggregates as intermediate targets
in the United States reached a high point
during the period from October 1979 uniil
the autumn of 1982, when the FOMC placed
greater emphasis on monetary growth in an
effori to establish a credible policy of halting
and reversing the rising trend of inflation.
While both M1 and M2 were cited as opera-
tional objectives, primary attention at the
titne was focused on the narrow aggregate
M1. By the mid-1980s, however, the rela-
tionship of M1 to overall economic activity
had apparently changed so much that it
seemed less desirable as an intermediate tar-
get. In fact, reference to M1 was removed
from the FOMC's policy directives starting
with the October 1982 meeting, and the
Committee stopped reporting annual growth
objectives for M1 in 1987.%

The issue of which monetary aggregate
is appropriate for guiding policy has a long
and controversial history in discussions of

92 w3 e

monetary policy. Some economists, empha-
sizing the transactions role of money, have
typically favored narrower measures such as
M1. QOthers, who stress the additional role of
money as a store of vahue, suggest that broader
aggregates like M2 are more appropriate as
indicators of available purchasing power.
‘While such theoretical considerations are
certainly considered by policymakers, the
FOMC’s choice of intermediate target has
typically appeared to be guided more by
observations on the consistency and stability
of relationships between the aggregates and
econoemic activity.

In the absence of reliable information
from M1 after the mid-1980s, the broader
aggregate M2 naturally took on greater
prominence. In the early 1990s, however,
the relationship between M2 and overall
economiic activity also began to show signs
of deterioration. One way of summarizing
this relationship is to consider the velocity of
M2—the ratio of the total dollar value of GDP
to M2. Figure 3 illustrates the historical
behavior of M2 velocity. Until recently, this
measure has shown little tendency to display
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Velocity and Opportunity Cost of M2
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any trend rate of growth, fluctuating around
a constant vakue of approximately 1.65.

As shown in Figure 3, much of the vari-
ability of M2 velocity around its trend can be
related to a measure of opportunity cost.
The opportunity cost measure illustrated in
Figure 3 is defined as the difference between
the interest rate on three-month Treasury
bills (considered to be an alternative to hold-
ing M2 assets) and a weighted average of the
rates of return on assets included in M2.
When the opportunity cost of holding M2 is
high (that is, when the return on M2-type
assets is relatively low), the growth rate of
M2 tends to be lower than it otherwise
would be as people take advantage of other,
higher-yielding alternatives. Hence, the
velocity of M2 tends to rise above its trend.

It is clear from Figure 3 that this rela-
tionship has recently departed from its typi-
cal historical pattern. While the measured
opportunity cost of holding M2 has been
quite low during the early 1990s, M2 growth
has been uncharacteristically slow so that
velocity has risen far above its average level.

As the breakdown of this relationship
became apparent in the early 1990s, Federal
Reserve officials searched for explanations.
In a staff study presented to the FOMC at the
meeting of November 17, 1992, Feinman
and Porter (1992) suggested one possible
explanation which seemed to account for
some of the anomalous behavior of M2

velocity: They pointed out that the use of
the three-month T-bill vield to measure
opportunity cost may not fully capture the
range of alternative yields relevant to the
public’s demand for M2.% Experimenting
with a broader range of opportunity cost
measures, Feinman and Porter found that
using loan rates and longer-term Treasury
yields helped to explain the behavior of M2
velocity in the 1980s and 1990s. This expla-
nation seemed particularly relevant given the
steepness of the yield curve that prevailed in
1992: If longer-term assets were, in fact,
good substitutes for the components of M2,
then the relatively high rates of return on
long-term instruments may well have been
attracting funds out of M2, depressing its
growth rate.

Although this insight helped to account
for unusually slow M2 growth to some
extent, its explanatory power was apparently
insufficient to sustain FOMC members’ con-
fidence in M2 as an intermediate target
beyond mid-1993. In discussing the de-
emphasis of M2 at the Humphrey-Hawkins
hearings in July 1993, Chairman Greenspan
described how quickly this confidence had
evaporated: “The evidence as of, say, the end
of last year, would suggest that it was proba-
biy correct to assume that M2 was becoming
increasingly faulty. Six months later, its
becoming extraordinarily persuasive.”™

As further observations became avail-
able, the yield curve explanation became
even more untenable as a significant expla-
nation for the rapid growth of M2 velociey.
In particular, the sharp fattening of the yield
curve in 1994 appeared to be associated with
little if any slowdown in velocity growth,

Although the slow growth of M2 in
recent years is not fully explicable, at least
two additional transitory special factors have
contributed to the weakness. First, the large
decline in interest rates during 1991 and
1992 stimulated extensive relinancing of
long-term debt, particularly mortgages. In
the refinancing process, mortgage servicers
tended to hold funds in highly liquid
deposits prior to transferring the balances to
investors holding the underlying mortgage-
backed securities. The large volume of funds
moving through liquid deposit accounts
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associated with this activity had the effect of
boosting the measured growth rate of the
monetary aggregates. As this refinancing
activity declined in 1994, the associated run-
off of liquid funds tended to dampen mone-
tary growth rates.” This factor is clearly
temporary in nature, and it is likely that
inter-aggregate flows associated with refi-
nancing activity had subsided by mid-1994.

A second possible factor contributing to
uncharacteristically siow M2 growth is the
recent surge in popularity of bond and equity
mutual funds. Figure 4 illustrates net assets
of these instruments over the past several
years, A significant portion of these funds
appeared to be flowing from time deposits
and money market mutual funds, which are
both inciuded in M2, Figure 4 illustrates the
correspondence between the recent period of
sharply rising M2 velocity and the period of
dramatic mutual fund growth. To the extent
that portfolio shifts from M2 assets into
mutoal funds has accounted for the anom-
alous behavior of M2 growth, an aggregate
that includes mutual funds along with M2
assets (called M2 Plus) could potentially per-
form better than the conventional M2 defini-
tion. Researchers at the Board of Governors
investigated this possibility, and the matter
came up for discussion at the FOMC meet-
ing of July 6-7, 1993. This research suggest-
ed that although the velocity of M2 Plus was
somewhat less anomalous than that of M2,
the inclusion of mutual funds did not fully
eliminate the recent velocity puzzle.”
Accordingly, the minutes of the FOMC
report that “after examining the properties of
this measure and reviewing its past behavior
in relation to key indicators of economic per-
formance, the members concluded that it
would not enhance the formulation or
implementation of monetary policy, at least
at this point.”?

Subsequent experience appeared to have
borne out the Committee’s assessment. As
illustrated in Figure 4, flows into mutual
funds have slowed dramatically during 1994
as interest rates have risen. M2 growth,
however, has remained uncharacteristically
slow, with its velocity reaching record highs
toward the end of the year.

In recognition of these unusual factors

M2 Velodity (rotio}
7

i9m

M2 Velocliy «nd Net Assetls of
Bond and Equity Muhm! Funds

1984 _’_&5'_'8&.’_. w8 9 w9 owm

affecting the growth rate of the monetary
aggregates, the FOMC lowered its growth
objectives for M2 and M3 at its July, 1993
meeting (see Table 2). In his subsequent
report to Congress, Chairman Greenspan
indicated that the Committee had also decid-
ed to de-empbhasize its consideration of M2
as a policy target: “At least for the time
being, M2 has been downgraded as a reliable
indicator of financial conditions in the econ-
omy, and no singie variable has yet been
identified to take its place.”™

The lack of any particular measure to fill
the role previcusly plaved by monetary
aggregates has fundamentally altered the
ostensible control strategy of the intermedi-
ate targeting approach, with members of the
Commitiee left to rely on “ongoing assess-
ments of the totality of incoming informa-
tion and appraisals of the probable outcomes
and risks associated with alternative poli-
cies.”® More importantly, the ability of poli-
cymakers to communicate long-term policy
intentions is greatly diminished by the
absence of meaningful monetary targets.
Although monetary targets have never been
the sale guide for FOMC policy decisions,
they did provide a useful framework for
assessing short-run policy adjustments in a
context of longer-run objectives. In the
absence of intermediate targets, public atten-
tiont has become more focused on short-term
adjustment in the federal funds rate and dis-
count rate.
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FOMC Directives and Measures of Monelary Policy Stance
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* Federal funds rate expexted to be consistent with desired reserve restraint.

Although developments in the evolution of
the FOMCs policy framework described above
are significant, it is the meeting-to-meeting
actions of the Comimittee and their effect on
short-term interest rates which have attracted
the attention of the public. From 1989 through
1992 the FOMC endorsed a policy of easing
reserve restraint, permitting rapid growth
of bank reserves and facilitating 25 distinct
declines in short-term interest rates, camu-
lating in nearly a 7 percentage point drop from
previous peaks. During 1993, the Committee
called for “maintaining the existing degree of
pressure on reserve positions” at each of its
meetings, and the federal funds rate remained
fairly constant at around 3 percent. In 1994,
on the other hand, the Fed announced actions
{0 Increase reserve pressure on six separate

occasions, with the cumulative effect of these
actions reflected in an increase of around
2'A percentage points in the federal funds rate.
Table 3 summarizes the actions taken by the
FOMC at its meetings over the 1993-94 period.
The appendix to this article summarizes the
discussions that tock place at those meetings.

As is always the case when the FOMCs
policy decisions are associated with interest
rate increases, the Fed has been criticized in
1994 for hampering the economy by pursuing
overly “tight” monetary policy. However, it is
not clear that the policy meves taken in 1994
should be considered particularly restrictive.
Rather, the stated intentions of the Committee
have been to move the stance of policy from
one of “accommodation” to “a more neutral
posture.”

The steady policy pursued in 1993 was
recognized by Committee members as being
purposefully accommodative. Lacking any
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HEVIEW

MARCH/APRIL 1995

MEMBERS OF THE FOMC IN '5993 AND 1994

At any given ﬂme the Federal Open Market Committee consists of 12 voting members.
The Committee inchudes all seven members of the Board of Governors of the Federal
Reserve System, as well as five of the 12 presidents of the regional Federal Reserve banks.
Reflecting the importance of the Federal Reserve Bank of New York in policy implementa-
tion; the president of that Reserve Bank is always a voting member and is, in fact, elected as
Vice Chairman of the. Committee (the Chairman of the Board of Governors is elected as
Chairman. of the FOMC). The remaining four positions rotate among the presidents of the
other 11 Federal Reserve banks:- Although only a limited number of Federal Reserve Bank
presidents are’ votxng members of the Committee aﬁ 12 attend the meetmgs anci partzczpate
.in the discussions. | - e -
-~ In addition to the usual rotation Of Federal Reserve Bank presadents as: Votmg members
o 'of the Committee, the Committee’s composnmn in 1993 and 1994 changed due to. changes
i the membershxp of the Board of Goverriors and the: presadency of the New York Fed
B E_lsted below are the votmg members Gf Ei’ie FOMC in 1993 and 1994 RSt

1993 i

Al Greenspna R
" Chairma; Benrdof Gmiemers RN

* E. Gerall Corrigan/Wil fliam J. M:Dououglt*
 President, i-‘edaru Reserve Bank of Hew York -

_ Dmrfdw. Mu%lms, J:. : .
Vice Chmrm«n Ea&:& af Govemnrs e

B Wayne D. Angeﬂ s
fember; Boord of Govemors- s

johe B LoWare "
meni:er Beard ai Governors

Lowrence B. Lindsey
member, Bmxﬂf of Governars

Susari M, Phillips
miembey, Board Bovemors

Edward W. Xeiley, I
member, Boord of Governors

Edward G. Boehne
President, Federal Reserve Bonk of Philadelphio

Sitas Keehn
President, Federol Reserve Bunk of Chicogo

Robert D, McTeer, Jr.
Presidens, Federal Reserve Bank of Dollos

Gury H. Stern
President, Federol Reserve Bank of Minneapolis

o Al(m Gfeenspan .
" Chuirman; Baard of Gevezm'tss

William J. Mcbom hoo B
o ?resuiem Fedeml RESBTVE Bunk oi ﬁew York

" Alan S. B’ﬁnderf :
: -Vzte Chmrmtm &mrd af Gavemors

[ Jumet £.. 'Iellent .
K member Bourd of Governors

" John P. LaWare .

member Boord of Governors

Lawrence B. Lindsey
membes, Board of Governors

Susar M. Phillips
menther, Boord of Governors

Edward W. Kelley, Jr.

- member, Board of Governors

J. Alfred Brouddus, Jr.
President, Federal Reserve Bank of Richmond

Robert P. Forrestol
President, Federal Reserve Bank of Mlonta

Jerry L. Jordan
President, Federal Reserve Bank of (eveland

Robert T, Parry
President, Federal Reserve Bank of San Frandisco

* The fust FOMC mesfing aifended by Mr. Corrigen wos Moy 18, 1993 M, McDonough began his tenure with the FOMC ot the mesting of August 17, 1993.
i the meeting of luly &7, 1993, #r. Jomes H. Climan, First Vice President of the Mew York Fed, served o5 olremate for Mr. {orriges.

1 fr. Buder's tenute on the FOMU begun with the mesting of July 56, 1994.
§ Mis. Yallen's tanure on the FGMC began with the meefing of ugust 16, 1994,
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clear guidance from the behavior of monetary
aggregales, this characterization of policy was
based on the observadon that short-term interest
rates remained extraordinarily low, particularly
in relation to the underlying rate of inflation.
With short-term interest rates and inflation
both holding at about 3 percent, short-term
real interest rates (inflation adjusted) were
close to zero. The Committee members viewed
the maintenance of such low levels of interest
rates as being an unwise and unsustainable
policy over the long run: *, history strongly
suggests that maintenance of real short-term
rates at levels prevailing [in 1993] ultimately
would have fueled inflationary pressures.™

This policy was maintained in an effort
to alleviate a number of special factors which
appeared to be inhibiting a strengthening of
the economic recovery. In his testimony before
Congress in February 1993, Greenspan cited
a need for balance sheet restructuring by
households and firms, difficult adjustments
assoctated with business restructuring, and
the contractionary effects of cuis in federal
defense spending.

Throughout 1993, the members of the
Commitiee were circumspect regarding the
accommodative nature of policy. At both
the May and July meetings, the Committee
endorsed a policy which—although calling
for no immediate change in the stance of
policy—specified a bias toward the possibility
of increasing the degree of reserve restraint
(see the appendix}. The Minutes of the July
meeting reveal that some members “com-
mented that while the need for any policy
adjustment during the period ahead seemed
somewhat remote, the next policy move was
more likely to be in the direction of some
firming than toward easing.”™”

At a hearing before the Joint Economic
Committee of Congress in late January 1994,
Chairman Greenspan clearly indicated that a
move toward greater reserve resiraint was not
a matter of if, but of when: “Af some point,
ahsent an unexpected and prolonged weak-
ening of economic activity, we will need to
move {short-term interest rates| to a more
neutral stance.”™ At the next meeting of the
FOMC, the first step in that direction was
taken. Because this move was the first tight-
ening of policy to be undertaken in some time,

the Committee agreed to a proposal to have the
Chairman announce the move. “The purpose
of such an announcement, which would be a
departure {rom past Committee practice, was to
avoid any misinterpretation of the Committee’s
action and its purpose.”” (See the shaded
insert titled “Policy Disclosure.”)

As the year progressed, further increases
in the degree of reserve pressure were under-
raken on five additional occasions, three of
which were accompanied by increases in the
discount rate {(see Fable 3 and the appendix).
The Committee proceeded with the tightening
in this step-by-step manner in recognition of
the difficulty of knowing precisely what trading
range for the federal funds rate was appropriate;
“..it is an open question whether our actions
to date have been sufficient to head off infla-
tionary pressures and thus maintain favorable
trends in the economy.”

Az the same time, Committee members
expressed a desire to move decisively enough
to head off emerging inflationary expectations.
in the discussion surrounding the % percentage
point increase in the fed funds rate and dis-
count rate taken on August 16, members
noted that “a more decisive policy move might
reduce the need for further tightening later...
by helping to curb inflationary expectations
more effectively™

In fact, the objective of subduing infla-
tionary expeciations was a prominent con-
sideration in the FOMC’s policy deliberations
in 1993 and 1994. One of the indicators used
to discern these expectations is the slope of
the yield carve, the steepness of which had
been of concern to policymakers for some
tine. As early as February 1993, Greenspan
had pointed out that “The steep slope of the
vield curve and the expectations about future
interest rates that the slope implies suggest
that investors remain quite concerned about
the possibility of higher inflation... "

Although conclusions about inflationary
expectations embedded in the yield curve
should be interpreted cautiously, the reaction
of the term structure of interest rates to the
policy moves taken in 1994 provides an
interesting perspective on those events. As
illustrated in Figure 5, the initial increases in
short-term interest rates during 1994 were
accompanied by shifts in the entire term
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POI.!CY blSC!.OSUI’lE

Another i issue w1th Wh;ch the Committee grappled throughout 1993 and 1994 was
the timing of, and extent to which, policy decisions should be announced to the public.
Traditionally, the pohcy decisions of the FOMC have been closely guarded secrets, with
minutes of each meeting issued only after the subsequent meetmg had concluded (so that
the current operational directive was never made public). The purpose of this confidentiality
was to avoid the possubﬁny of finaricial market instability in the:wake of policy changes, as
well as to give the FOMC more ﬂexﬂjﬂit}f in the implementatio of pohcy This practice has
alwiys. heen c:ontrover51ai and criticism of; the Feds. traditional secrecy had: recently intensi-
.-_'ﬁed parttcularly among some. members of Congress The FOMC reconsidered the disclo-
j_sure isste dunng 1993, and expemnenied with announced, pohc:y {:hanges durmg 1994,
' “The isstte.of pubhc: disclosure was discussed ar, thie first FOMC meeting of 1993, as the
Commn:tee __'oﬁsadered & prelimmary teport.of a subcommittee that had “been esi;abhshed to

examme vamons Issue e tmg to th release of mformatmn about Comrmttee meetmgs and

o =7 _'993 meetmg Ehe issue arose &gam in. the contexi Df madia reports Gf
_ :"the purported results of the May meetmg befare the Commlttee had made pubhc any infor-
* matfon.abou hia meetlng > On that occasion, the tembers.* agreed ‘that. par.ticular care.’

: _needed to be taken for some period before and after each of its Teetings? to. prevent. leaks
AL extendedechseussmn of alternatives for releasmg deimled mformatlon on:the: ciehb—
: '_'eratlens of the C __mmrtte:e took place at the meeting of Nevember 16,1993, “The:. .
: Commxttee agreed to authorize: ghtl‘y edited” transéripts of past-meetings and 1o release
“ the't anscnpts to-the publ 1c:_ﬁve years, after 'he-_r_ne_etipgs;-.“Subje(:-t-t'e-'th rgda(_:_ti:qn_.qf' esp'e:a. :
: 'Claﬂy sensitive materials” ' R G B O

S The tssueof pubhc annonncements took on greater prommenee at the ﬁrst meetmg of
; 1994 When the Committee decided to announce the short-term pohcy decision pmmpﬁly
" after. the heeting:  The purpese of this announcement was to “avoid any misinterpretation
* of the Committee’s action and its pUrpose. Bec:ause this would be the first tightening policy
actiott.. [since early 1989.] it was likely to attract considerable attention.” Committee
‘members were careful to- point out that they drd not consuier this announaemem to set any
precedents for future announcements, Sk '
- Nevertheless, each of the subsecguent changes in poiicy durmg 1994 were fcsiiowed by a
brief annotincement at the conclusion of the meeting. The announcements were generally
brief, but gave qualliauve information regarding the nature of the policy decisions, and also
gave an indication as to the magnitude of federal funds rate alterations that would be asso-
ciated with the changes. For instance, a statement following the meeting of August 16,
1994, combined the announcemerit of a % percentage point increase in the discount rate
with an announcement that the FOMC had decided that “this increase would be allowed to
show through completely into interest rates in reserve markets”.
At the meeting of July 5-6, 1994, the Committee addressed the issue of announcing the
outcome of a decision to leave poiicy unchanged. The members agreed to “provide a brief
and informal indication that the meeting had ended and that there would be no further
announcements.” A similar announcement of “no further announcements™ was refeased at
the conclusion of the September and December meetings, In early 1993, the Commities
endorsed the practice of having the Chairman issue a brief statement describing policy
actions after each meeting as a regular practice. 5 A quotes in this shoded fssert e
taken from verious issues of the
Faderal Reserve Bulleiin,
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structure. By April 29, after the first three

¥ point increases in the {ederal funds rate,
the three-month and 30-year yields had risen
by roughly equivalent magnitudes. Yields on
intermediate-term maturities had risen by
somewhat greater amounts, suggesting that
investors expected that further increases in
short-term rates were likely in the near future,
By early November, the yield curve had shifted
Turther, but with the spread hetween long-term
and short-term yields narrowing: From the
beginning of the year, three-month yields
had risen by more than 2 percentage points,
while the yields on 30-year bonds had risen
about 1% percentage points. The response of
the term structure to the 75 basis point increase
in the federal funds rate on November 15 is
even more siriking. Longer maturity yields
actually declined following that change, and
continued to trend downward untl the end
of the year. This unusual pattern of rate
movements—and the flattening of the vield
curve that they represent—suggest that by
the end of 1994, inflationary expectations
were respoending favorably to the cumulative
impact of the FOMC’s policy moves.
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As described in the previous seciion, the
FOMC acted to “increase the degree of pressure

on reserve positions” on six separate occasions
in 1994, after leaving policy unchanged over
the course of 1993, The most readily observ-
able response to these developments has been
the rise in short-term interest rates. It is often
asserted that the Fed is responsible for pushing
short-term interest rates higher, and that both
the intent and the effect of these rate increases
is to slow economic growth. On the other
hand, interest rates reflect the balance of supply
and demand in credit markets. Hence, when
econontic activity is accelerating and credit
demands rising, market forces should be
expected to push interest rates higher and
the Feds actions in the market for bank
reserves could be interpreted as allowing
those market forces 1o work. For economists
evaluating the impact of the FOMUTs policy
decisions, the distinction between these two
perspectives is of great importance. Is the
Fed actively attempting to manipulate the
course of the economy, or merely adjusting
the settings of its policy instruments to meet
evoiving economic conditions?

Onmne can take several approaches to
addressing this question, none of which is
entirely satisfactory. Perhaps the simplest
approach is to examine the behavior of the raw
data summarizing FOMC policy actions—the
instruments or proximate targets of policy.
Figure 6 iflustrates the recent behavior of the
federal funds rate, the most widely monitored
measure of the stance of monetary policy.
After declining from 1989 through 1992, the
funds rate remained fairly stable at around
3 percent during 1993 and then gradually rose
1o 5.5 percent during 1994, It is the increase
in this key short-term rate which most
observers point to as a measure of the delib-
erate tightening of monetary policy in 1994,

However, a perusal of the behavior of
longes-term interest rates illustrated in Figure 7
shows that many interest rates began to rise
before the FOMC’s first policy adjustment in
February 1994. Long-term interest rates
reached their lows during September and
October of 1993, and rose through most of
1994, Figure 8 suggests a reason for the
upward pressure on rates: Demand for credit,
represented by the volume of commercial
bank loans, picked up dramatically during
the latter part of 1993. Taking these devel-
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opments into consideration, the FOMCS policy
approach in 1994 might be more accurately
described as one of not preventing a natural
increase in interest rates, rather than one of
deliberately pushing rates higher.

Another raw measure of the thrust of
monetary policy is the growth rate of non-
borrowed reserves. Although the FOMC
itself does not presently define its policies in
terms of reserve growth, the supply of non-
borrowed reserves is directly affected by the
Fed’s open market operations. Changes in the
demand for reserves largely reflects fluctuations
of the checkable deposits component of M1,
As illustrated in Figure 9, a reserve-based view
suggests that policy in 1993 was 1ot as static
as suggested by the stability of the fed funds
rate. Rather, to maintain a stable funds rate,
reserve growth was allowed to fluctuate rather
widely throughout the year. Figure 9 also
shows that by recent historical standards, the
average growth rate of reserves in 1993 was
quite rapid. Reserve growth dropped off
sharply during 1994, turning negative in the
tatter part of the year.

Economists who take a narrow-money
approach view the rapid growth in nonbor-
rowed reserves, the monetary base and M1 in
1993 as suggesting that policy was not neuiral.
Such a view is based on the notion that rapid
growth in money will, with a lag, cause rapid
growth in aggregate demand. According to
this view, policy might be characterized as

being highly expansionary in 1992 and 1993, .

with an abrupt reversal in 1994. Such stop-
and-go policy, illustrated in Figure 9 by wide
Hucruations in the growth of nonborrowed
reserves, is thought by some to exacerbate
the business cycle.

(siven these somewhat disparate indica-
tions from the proximate targets of monetary
policy and the ambiguity of distingnishing
between deliberate changes in the stance of
policy from endogenous responses to broader
economic developments, economists have
sought to develop more specific methods of
identifying major Fedezal Reserve policy shifts
and distinguishing them from minor policy
adjustments. Oune approach, pioneered by
Friedman and Schwartz (1963} and recently
extended by Romer and Romer (1989), is the
“narrative approach.” This approach seeks to
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identify discrete shifts in policy by examining
qualitative measures of policy: for instance,
the statements issued by the FOMC and its
memmbess. Romer and Romer developed criteria
for distinguishing turning points in policy,
which identity a policy “shock” as a situation
“in which the Federal Reserve attempted to
exert a contractionary influence on the econ-
omy in otder to reduce inflation.” These
events can be thought of as deliberate changes
in the overall thrust of policy.

Although many ebservers might charac-
terize the FOMC5s policy decisions in 1994 as
constituting such a policy sheck, it is hard to
justity this conclusion using the Romer and
Romer criteria. In particular, the Romers
exclude from their classification episodes in
which the FOMC acted to prevent the emer-
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* Technicelly, the shocks in Figue 10
are the innovations o the funds rate
equation in & thresvorichle, e
stricted vector autoregression (VAR),
estimated using six Jugs of monthly
data,

5 This crticism of the YAR epproach
o esimating poficy functions has
been modg before; see, for example,
Cecchetti (1994).

1991 1992 1993 1994

gence of inflationary pressures (as opposed
to responding to current inflation). For
example, they specifically exclude an episode
in 1966, in which “the Federal Reserve’s stated
intent was clearly not to reduce aggregate
demand, but rather to prevent outward shifts
in aggregate demand that it believed would
otherwise have occurred.”™ The simifarity 10
recent events is evidenced by the widespread
interpretation of the Fed’s 1994 policy actions
as heing preemptive in nature. Just as the
Romers describe for 1966, “the perception of
the economy’s strength was based not just on
carrent data but alse on projections,.. ™ Ex
post, analysts who follow a narrative approach
to characterizing Fed policy might consider
1994 to constitute a policy shock, but it is
not apparent that it is when one applies the
ex ante criteria of the Romers,

o]

-

Another approach to characterizing policy
follows a statistical methodology to isolate
what is known as a Federal Reserve reaction
function. By examining historical data, this
approach attempts to identify components of
FOMC policies which are predicable reactions
to emerging economic data. After controlling
for these factors, the movements in the Feds
instruments which remain unexplained are
interpreted as constituting policy innovations
or shocks.

Figare 10 illustrates the identification
of innovations using a model suggested by
Bernanke and Blinder (1992). In the model
used to generate the shocks iflustrated in
Figure 10, the federal funds rate is used as the
measure of policy, and the Fed’s reaction func-
tion is asstimed to depend on a measure of infla-
tion {as measured by the CPI} and a measure
of real economic activity {the unemployment
rate for males ages 25-54). The FOMC's
reaction function is estimated to depend on
inflation and unemployment over the prior
six months, with the remaining movements
of the fed funds rate taken to be exogenous
policy innovations (that is, deliberate acts by
the FOMC, rather than standard responses to
emerging economic developtnents) ®

The series of innovartions illastrated in
Figure 10 is much more variable than one
might ordinarily associate with deliberate
FOMC policy changes.¥ The innovations
appear more to reflect random variability in the
series than deliberate, discrete policy changes.
It could be argued, however, that it is the
cumulative effect of small innovations to the
funds rate which are important in evaluating
the overall thrust of monetary policy.

Figure 11 shows the cumulative impact
of the innovations identified in Figure 10,
When the shocks are added up over time,
they provide a more readily interpretable
account of the thrust of monetary policy,
with easily identifiable turning points. For
example, this cumulative measure suggests
that policy was reughly constant from 1985
through 1987 (a period when the fed funds
rate itself was generally falling), then tightened
rather dramatically during 1988. The period
from 1989 through 1992 is characterized by
a gradual easing of policy. Note, however, that
the stability of the fed [unds rate during 1993
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is not associated with an unchanging policy
thrust using this measure. Rather, the relatively
low level of the funds rate in 1993 is associ-
ated with a series of negative shocks which,
when cumulated, suggest that the policy was
increasingly stimulative throughout the year.
In 1994, innovations to the funds rate
were generally positive. Note, however, that
the cumnulative impact of innovations in 1994
did not nearly approach the level of restraint
implied by this measure of policy for 1987,
when the federal funds rate itself rose by far
less than it did last year. It also should be
noted that Figure 11 provides little informa-
tiont on which to judge the absolute position
of & neutral policy stance. Although the
cumulative position of the shocks end near
zeta, this level should be interpreted as rep-
resentative of the average degree of reserve
restraint over the estimation period, 1959-94.
{In fact, that the cumulated residuals end the
period at zero is true by construction.) This
period was characterized by an average inflation
rate of 4.75 percent and an unemployment rate
of more than 6 percent. Hence, this level of
cumulative adjustment in the funds rate is
neutral only if these outcomes are deemed
desirable (and if the estimated equations
are, in fact, stable over time).

CONLLUSIOH

In spite of the marked contrast between
the character of policy actions of the FOMC
in 1993 versus 1994, in a broader context the
actions of the Committee can be interpreted
as part of a continuing process of evolution
in the strategy and tactics of the conduct of
monetary policy. The two-year period was
characterized by a continuing rhetoric sup-
porting the pursuit of long-term price stability,
with policy actions taken in the context of
this objective.
The changing nature of the U.S. financial
structure and the general economic environ-
ment, however, have made the rigorous pursuit
of monetary aggregate objectives more diffi-
cult to justily, and the past two years have
witnessed the Committee grappling with issues
regarding the appropriate conduct of policy
in the absence of reliable signals from various
money stock measures.
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In the process of making tactical decisions,
the members of the Committee reached a con-
sensus early in 1994 that the existing policy
stance was one which had remained overly
accommodative, and policy actions during 1994
have been made in the context of adjusting
policy to a less-accommodative posture. Unlike
many other periods when the Committee
reacted in response to emerging price pressures,
the policy adjustments in 1994 were intended
to be preemptive moves, designed to head off
what the members viewed as a substantial risk
of rising inflation. Hence, the lack of visible
signs of an increase in inflation should not he
taken as a lack of justification for the FOMCs
recent stance, but as evidence of its success.
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At the outset of 1993, the information
available to the FOMC suggested that economic
activity had picked up sharply toward the end
of the previous year. Committee members
cited numerous conditions that led them to
believe that the expansion would continue
throughout 1993: “Structural impediments
to the expansion seemed to be diminishing
as the financial condition of households,
business firms, and financial institutions
continued to improve.” Deficit reduction
programs, expected to be announced by
President Clinton, were additicnal signs
that interest rates could fall.

Nevertheless, it was noted that “the
outlook remained subject to a good deal of
uncertainty.” The Committee agreed, unani-
mously, that immediate policy should be “to0
maintain the existing degree of pressure on
reserve positions.” The directive left open
the possibility of accepting either greater or
lesser reserve restraint, should conditions
during the intermeeting period warrant.

HMarch 23, 1993

A review of recent economic activity at
the March meeting found the expansion con-
tinuing at a moderate pace in the first few
months of 1993, after strong gains during the
latter part of 1992. Short-term market interest
rates remained relatively unchanged though
fong-term rates fell substantially, 1t was noted
that in early March, “Treasury bonds and
conventional fixed-rate mortgages reached
their lowest levels since 1973.7

The policy directive adopted by the
Committee called for “maintaining the existing
degree of pressure on reserve positions.”
Again, the Committee decided upon a sym-
metric directive for guiding policy during
the intermeeting period.!

Governors Angell and Lindsey dissented
from the Committee’s decisions because they
were concerned about the inflation outlook.
They favored “an immediate move to tighten
reserve conditions...Such an action was desir-

iEE
...

able not only to arrest the possible emergence
of greater inflation but especially to promote
further disinflation.”

At the May 18 meeting, the FOMC was
presented with staft projections which sug-
gested that “economic activity would grow at
a moderate pace and that such growth would
foster a gradual reduction in margins of unem-
ployed labor and capital.” This analysis
included portions of the Clinton Administra-
tion’s fiscal package pertaining to the long run.
The Committee also saw “evidence of a slower
economic expansion and a higher rate of
inflation since late 1992... 7

“In the view of a majority of the members,
wage and price developments over recent
months were sufficiently worrisome to warrant
positioning policy for a move toward restraint
should signs of intensifying inflation continue
to mnultiply” Nevertheless, “some members
preferred to retain a directive that did not
incorporate a presumption about the likely
direction of a change in policy...during the
intermeeting peried. They were concerned
that adopting a biased directive might prove
to be an overreaction to temporary factors
and to a short-lived upturn in inflationary
sentiment that was not warranted by under-
lying economic conditions.” In the end, the
Committee adopted an asymmetric directive
which suggested an inclination toward
greater reserve restraint rather than lesser.

There were two dissents from this decision,
which reflected widely divergent perspectives.
Mr. Boehne saw the adoption of a biased
directive as being unwarranted, since “under-
lying economic conditions did not point
toward an extended period of higher inflation.”
In contrast, Mr. Angell dissented “because he
believed that the persisting indications of rising
inflation...called for a prompt move to tighten
monetary policy.”

In the discussion of short-term policy
at the July meeting, mixed signals on the
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performance of the economy and questions
about fiscal policy “contributed to considerable
uncertainty about the outlook.” Some mem-
bers were concerned, however, that “despite
the very sluggish behavior of the broad mea-
sures of money thus far this year, monetary
policy was relatively expansive as evidenced
by a variety of other indicators including the
growth in narrow measures of money and
reserves and the very low levels of money
market interest rates.” Several members went
on to point out that in the face of worsening
inflation expectations, an unchanged policy
could be more accommodative than intended.

Most members indicated that there was
“little or noe reason to change monetary policy
in either direction.” Consequently, the degree
of pressure on reserve positions was left
unchanged. The Commitiee also retained the
asymimetric bias towards restraint that was
adopted at the previous meeting., Mr. Angell
dissented, preferring an immediate tightening
of reserve restraint.

At the August meeting, the members of
the FOMC saw little information in recent
developments which would alter the “outlook
for moderate and sustained growth in economic
activity.” Although many members noted
that current policy was associated with very
low short-term interest rates, there was also
“no compelling evidence that current mone-
tary policy was fostering credit flows usually
associated with speculative excess or impending
increases in price pressures.”

With these considerations in mind,
Committee members agreed “to the desirahility
of a steady policy course.” Accordingly, the
Committee voted to “maintain the existing
degree of pressure on reserve positions.” The
directive gave no indication of a preference for
altering this stance in either direction during
the intermeeting period.

At the September meeting, Committee
members noted that general economic activity
rematned moderate at best, with considerable
disparities existing across locales and indus-
tries. Deficit-reduction legislation that was
passed in July “implied increased fiscal restraint

but also appeared to have improved confidence
int financial markets.”

A number of factors were cited as sources
of concern. New taxes associated with the
deficit reduction legislation and unceriainties
about health care reform were said to have
generated “cautious attitudes among business
executives.” The outlook for net exports was
also “cited as a negative factor.”

The Committee decided to maintain the
short-term policies of the August meeting,

B o ety

Information reviewed at the November
meeting continued to suggest the maintenance
of a sustained, but moderate expansion. Some
evidence of strengthening was cited. The
Committee, however, noted that “economic
activity clearly remained sluggish or even
depressed in some parts of the country and
overall business attitudes could still be described
as cautious.” Fiscal policy developments—in
particular, uncertainty regarding health care
reform and the ongoing retrenchment of defense
spending—continued to be cited as factors
which were likely “to inhibit the expansion
over the year ahead.” In hindsight, this view
might be characterized as being overly pes-
simistic: The fourth guarter of 1993 turned
out to be one of the strongest quarters for
economic growth in recent memory, with real
GDP rising at a rate of 6.3 percent. Data
revealing this strength, however, were not
generally available until early 1994,

In this context, the members of the
Committee unanimously agreed to support a
directive which called for “maintaining the
existing degree of pressure on reserve posi-
tions and that did not include a presumption
about the likely direction of any adjustment
to policy during the intermeeting period.”

By December, indicators were beginning
to suggest that economic activity had picked
up in recent months, with strength observed
in consumer spending, durable equipment
purchases, construction and industrial pro-
duction (particularly in the automotive sector).
Meanwhile, price indexes “pointed to little
change in inflarion trends.” In their comments
about recent developments, Committee
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members observed that the positive signs “had
fostered appreciable improvement in business
and consumer sentiment....” Members also
recognized, however, that the strengthening
was not geographically uniform and thata
number of factors continued to exert con-
straining influences. Particular concerns cited
included “balance-sheet rebuilding, business
restructuring and downsizing activities, and
the downtrend in defense spending.”

In discussing the directive for the
upcoming period, most members “indicated
that they could support a directive that called
for maintaining the existing degree of pressure
on reserve positions,” with no bias toward
adjusting conditions one way or the other
during the intermeeting period.

Messrs. Angell and Lindsey both dissented,
citing the belief that current policy was overly
accomnmodative, and “needed to be adjusted
promptly toward a more neutral stance.” Mr.
Angell also stressed that the Committee should
focus on “forward-looking indicators such as
the price of gold and the estimate of the natural
rate of interest provided by the yield on five-
year Treasury notes. He favored an immediate
increase of 50 basis points in the federal
funds rate. Mr. Lindsey commented further
that a modest policy move now would appro-
priately signal the Committee’s concern
about the potential for inflation.”

v & G S
Feprugry 3-4, 1994

By the time of the FOMC’ fArst meeting
of 1994, incoming economic data revealed
that a sharp increase in economic activity
had taken place in late 1993 and that the
data available for the early weeks of the vear
“suggested appreciable further gains.”

During the Committee’s discussion,
“mernbers generally expressed concern about
a buildup in inflationary pressures...especially
if what they currently viewed as a very accom-
modative monetary policy were maintained.”
With regard to policy for the upcoming peri-
od, members “favored an adjustment toward
a less accommodative policy stance, though
views differed 10 some extent with regard to
the amount of the adjustment.”

After discussing options involving the
magnitude of possible policy adjustments, “all
the members indicated that they could accept

the proposed slight policy adjustment at

this point, but many observed that additional
firming probably would be desirable later.”
The directive adopted by the Commitree at
this time, however, retained an unbiased
instruction with regard to possible inter-
meeting adjustments.

During the subsequent intermeeting
period, federal funds traded at a rate of
around 3% percent—approximately ¥ per-
cent higher than the rate that had prevailed
throughout 1993,

Muorch 22, 1994

Information reviewed at the March meeting
indicated that the economy “expanded appre-
ciably further in the early months of 1994,
despite nnusually severe winter weather.”

In discussing policy for the upcoming
period, “all the members supported a further
move toward a less accommodative policy
stance.” As a conceptual abjective, it was
agreed that pelicy should strive toward
reaching a “more neutral position.” The
members generally concluded that “such a
policy stance was still some distance away,
and the key issue facing the Committee was
not whether but by how promptly the neces-
sary adjustment should be completed.”

After a discussion of the possible magni-
tude of policy adjustments for the upcoming
period, the Committee decided to duplicate its
previous policy maove, seeking to increase
slightly the existing degree of pressure on
reserve positions, with no explicit asymmetry
in the intermeeting stance. “Messrs. Broaddus
and Jordan dissented because they preferred a
stronger move toward a more neutral policy
stance.” They viewed recent increases in
long-term interest rates as indicating rising
inflation expectations, and perceived that “the
principal policy risk had become one of remain-
ing accommodative for too long a period.”

Subsequently, incoming data suggested
considerable strength in the economy and
“indications that financial markets were less
likely to be destabilized by a further policy
action.” Against this background, on April 18,
“the degree of accomimodation in reserve
pressures was reduced a little further.” Each
of the policy moves resulted in federal funds
rate increases of about % percent.
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At the meeting of May 17, 1994, the
Committee reviewed evidence “of consider-
able momentum in the economic expansion.”
Members noted that “the expansion over the
first half of the year was likely to be a little
stronger than had been expected at the time
of the March meeting.”

In the context of current policy, Committee
members “lavored prompt further action to
remove much of the remaining accommodation
in the stance of monetary policy, at least as
measured by real short-term interest rates.”
Consequently, the Committee adopted a direc-
tive which called on the Open Market Desk
to “increase somewhat the existing degree of
pressure on reserve positions.” A symmetric
poticy toward intermeeting peried adjustments
was adopted. Tt was agreed that “the adjust-
ment should fully reflect the ': percentage
point increase in the discount rate that the
Board of Governors was expected to approve
later in the day.™
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Information reviewed at the July meeting
indicated that the economy grew substantially
in the second guarter, but that expansion was
expected to slow somewhat over the balance
of the year. Given uncertainty regarding the
extent of the economy’s slowing and the effects
of previous policy moves, most FOMC mem-
bers considered “that it would be prudent for
the Commitiee to assess further developments
before taking any action.”

Consequently, the policy directive adopted
for the upcoming period called for *maintaining
the existing degree of pressure on reserve
positions,” although it also included a bias
toward the possibility of increasing the degree
of reserve pressure prior to the next meeting,
“Mr. Broaddus dissented because he believed
that additional near-term tightening was nec-
essary to contain inflation.”

Although the pace of the economic
expansion remained substantial, information
reviewed by the Committee in August sug-
gested some slowing. Staff forecasts suggested
“that the economy was operating close to its
long-run capacity.”

The Committee generally agreed that “a
prompt further tightening move was needed
to provide greater assurance that inflationary
pressures in the economy would remain sub-
dued.” Consequently, the FOMC approved a
directive which called for “increasing somewhat
the degree of pressure on reserve positions.”
It was agreed that if the Board of Governors
approved a % percentage point increase in the
discount rate {as was expected), that action
should be allowed to be reflected fully in
reserve market conditions. Given that members
generally expected “that a further policy action
was not likely to be needed for some time,”
the directive adopted by the Committee
included a symmetric instruction regarding
possible intermeeting adjustments,

] e 5
Beptember 27, 15994

Dasa reviewed at the September meeting
suggested that “the pace of economic expan-
sion remained substantial, though it appeared
to have moderated slightly in recent months.”
Meoreover, staff projections “suggested that
growth in economic activity would slow appre-
ciably over the next several quarters.” Previous
policy moves were seen to have “elicited only
a mild response thus far in interest-sensitive
sectors of the economy,” and output growth
was “near maximum sustainable levels.” It
was judged that “the risks of some rise in
inflation rates probably had increased.”

Nevertheless, most of the Committee
members felt “that the recent evidence did
not warrant an immediate further tightening,”
given that there had been an “appreciable
tightening of policy approved in August.”

It was expected that incoming information
during the intermeeting period might “provide
a firmer basis for judging the course of the
economy and the risks of greater inflation.”
Consequently, the Committee approved a
directive that called for “maintaining the
existing degree of pressure on reserve posi-
tions,” but which alse included “a shift from
the symmetry in the August directive to
asymimetry toward restraint.”

Mr. Broaddus dissented from this directive,
believing “that a prompt move to somewhat
greater monetary restraint was needed at this
point,” given “signs of increasing price pres-
sures and rising inflationary expectations.”
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By the November meeting, incoming
information suggested that “growth of the
economy remained substantial,” and “mem-
bers commniented on widespread statistical
and anecdotal indications of considerably
greater strength in the business expansion
than they had anticipated earlier.” In this
context, members “saw a considerable risk
of higher inflation.”

In their discussion of near-term policy, “all
the members agreed that the current stance of
monetary policy presented unacceptable risks
of embedding higher inflation in the economy.”
Although members “acknowledged the diffi-
culty of judging the precise degree of mone-
tary restraint that would be needed to attain
the Committee’s objectives,” most members
advocated “an unusually sizable firming of
monetary policy.” Others were reported to
have “preferred a less torceful policy move,”
taking a more “cautious approach,”

Ultimately, all members ended up sup-
porting a directive calling for a “significant
increase” in reserve pressure, which was to
take account of a 3/4 percentage point increase
in the discouns rate. Given the relative force-
fulness of this move, the Committee adopied
a directive that was symmetric with regard to
intermeeting adjustments, although it was
noted that “a symmeuric directive would not
prevent an intermeeting adjustment if near-
term developments differed substansially
from expectations.”
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Information reviewed at the December
meeting suggested “a further pickup in eco-
nomic growth in recent months.” The forecast
presented by the staff suggested a marked

slowing in economic activity over the next
few quarters, but this outlock was predicated
on the assumption “that monetary policy would
not accommaodate any continuing tendency
for aggregate demand to expand at a pace
that could foster sustained higher inflation.”
In thetr discussion of economic developments,
Committee members “saw scant evidence at
this point of any moderation in the growth
of overall economic activity.”

In their discussion of policy for the
intermeeting period ahead, many members
anticipated that “the need for further monetary
restraint was highly likely” A majority, how-
ever, advocated no change in policy, at least
through the beginning of 1993, preferring a
pause in order “to assess the underlying
strength of the economy and the impact of
previcus monetary restraint.” Given the
probable need for further tightening at some
point, a majority agreed that the directive
should express an asymmetry “tilted toward
restraint.”

Mr. LaWare dissented from this directive,
favoring an immediate policy tightening. He
cited “high and increasing levels of utilization
in labor and capital markets” as indicating a
risk of rising inflation, and feared that inaction
by the Committee “could heighten inflationary
expectations by raising concerns about the
System’s commitment to the objective of sus-
tainable, nonin{lationary economic growth.”
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