HEVIEW

SEPTEMBER/OCTOBER 1996

William T. Gavin is vice president and research coordinator for the Federal Reserve Bank of St. Louis. Dan Steiner provided research assistance.

The FOMC

in 1995:

A Step Closer
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In the course of the Committee’s discus-
sion of its monetary growth ranges, members
commented on the failure of the monetary
aggregates to provide a reliable nominal
anchor for the conduct of monetary policy
in recent years. Moreover, the restoration of
historic relationships, or the emergence of
new but stable relationships, between money
growth and measures of progress toward
broad economic objectives could not be
predicted with any degree of confidence.
Some members expressed the view that in
these circumstances the Committee needed
to continue to look at potential alternative
approaches to guide the formulation of
policy and to communicate its intentions to
the public, especially with respect to the
Committee’s objective of promoting price
stability over time.

Minutes of the FOMC meeting,
July 5-6, 1995, pp. 19-20.

The FOMC has long had a price
stability goal, but it has not accepted
suggestions to choose an index and set a
timetable that would make this goal an
operational target. The FOMC took up
the issue of inflation targeting at its
first meeting in 1995, discussing the
advantages and disadvantages of setting
explicit inflation targets. The issue also
came up at the Committee’s September
1995 meeting when it discussed the
Economic Growth and Price Stability
Act of 1995, a bill proposed in the Senate.

The shaded box on page 30—“FOMC Dis-
cussion of Inflation Targets”—summarizes
these two discussions.

Those who advocate inflation targeting
argue that the FOMC would better com-
municate its intentions and thereby enhance
the credibility of its policy. Nevertheless,
some members are opposed to inflation
targeting, stating that such targets might
hinder the pursuit of effective counter-
cyclical policies. In addition, some econ-
omists have argued that targeting the
aggregate price level directly would cause
instability in the economy and, possibly,
in the price level. This view is based on
the notion that prices adjust sluggishly
to all shocks. It gives little credence to a
rational expectations view of the monetary
transmission mechanism. The rational
expectations revolution in macroeconomic
theory, as well as the practical experience
of the United States and other countries in
setting monetary targets and attempting to
control inflation, has led many economists
(including this one) to favor using the
price level, rather than the money supply,
as a guide for policy.

Rational Expectations

Sargent (1986) explains how the
rational expectations revolution in macro-
economics changed the way economists
think about the monetary transmission
mechanism. Economists believe price level
is determined by expected future policies
rather than by past monetary policies. The
intuition behind rational expectations is
simply that people will use information
about the policy process when they form
expectations of inflation. This is an impor-
tant insight because it suggests that the
long and variable lag from money to prices
is partly caused by changes in expectations
about future inflation that occur because
the policymakers and circumstances that
determine monetary policy change.*

News about monetary policy actions
is transmitted through all markets almost
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* See Bryan and Gavin (1994)
for details of this argument.
Gavin and Kydland (1995) pre-
sent evidence of instability in
U.S. data, which, they argue,
can be explained by changes in
the monetary policy process.



2 See Litterman and Weiss
(1985) for an econometric
analysis of this view of the
monetary transmission mecha:
nism.
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FOMC DISCUSSION OF INFLATION TARGETS

Setting Specific Inflation Targets
“The Committee also considered the potential advantages and disadvantages of

setting specific targets for bringing inflation down and achieving price stability over
time. Such targets might provide an alternative or supplemental approach to the mone-
tary growth ranges, which had been found to be unreliable guides for monetary policy
over the past several years. The members discussed a number of aspects of inflation
targeting. On the one hand, such targeting would help to anchor the conduct of mone-
tary policy and progress in meeting these objectives could enhance the credibility of
the Federal Reserve and perhaps reduce the overall cost of attaining price stability. On
the other hand, close adherence to preset inflation targets could unduly constrain the
Federal Reserve in its efforts to counteract the effects of cyclical shortfalls in the per-
formance of the economy.”

Minutes of the FOMC Meeting, January 31-February 1, 1995, p. 18.

The Goal of Price Stability

“At this meeting, the Committee discussed a bill, titled the “Economic Growth and
Price Stability Act of 1995,” that recently had been introduced in the United States
Senate. The bill would make price stability the primary long-run policy goal of the
Federal Reserve and require the Federal Reserve to establish a numerical definition of
price stability and to implement a policy that would effectively promote such stability
over time. It would repeal the Full Employment and Balanced Growth Act of 1978 (the
“Humphrey-Hawkins Act”) and certain related provisions in the Employment Act of
1946 and the Congressional Budget Act of 1974. The Federal Reserve had not yet been
asked its views of the bill, but testimony was likely at some point and a preliminary
discussion would help to identify important issues.

“The members had not had time to review the bill in detail or to consider fully all
its implications. Nonetheless, their initial reaction was favorable in regard to the over-
all thrust of the bill's monetary policy provisions. These would make clear that price
stability was the primary long-run objective of monetary policy and would restructure
the monetary policy reporting requirements to permit the Congress to carry out its
oversight responsibilities more effectively. Many members felt that in the context of
seeking and maintaining price stability, monetary policy should have the flexibility to
react to short-run fluctuations in output and employment, and they believed the bill
would be improved if its intent in this regard were clarified. A few members expressed
strong reservations about the part of the bill that would delete the employment objec-
tives set forth in the Employment Act of 1946.”

Minutes of the FOMC Meeting, September 26, 1995, pp. 17-18.

simultaneously because changes in
expected monetary policy affect pricing
behavior in all markets. In markets where
contracts prevail, or where markets do not
meet and clear frequently, such monetary
policy changes will affect the distribution
of wealth even though the price changes
may not be recorded in transactions until
much later. With forward-looking expecta-
tions, the important channels through
which monetary policy affects real out-

comes are changes in the expected infla-
tion trend and deviations of the actual
inflation rate from the rate that was
expected.?

The rational expectations revolution
implies that policies should be transparent.
Everything else equal, the policy process
should be structured to help people form
accurate expectations. For example, a
credible multiyear price-level objective
would help concentrate expectations about
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inflation. This, in turn, would cause
people to make decisions in a way that
would make the multiyear targets easier to
achieve.

Experience with Monetary Targets

Our understanding of monetary
phenomena has also been advanced
through two decades of experience with
monetary targeting in the United States.
The Monetary Control Act of 1980 was
structured under the assumption that
M1—the sum of currency in circulation,
traveler’s checks, and checkable deposits—
would be the key monetary target. This
decision reflected the relatively constant
growth rate of M1 velocity, the ratio of
aggregate income to the money stock. As
Figure 1 shows, M1 velocity appeared to
experience a steady 3 percent growth
during the 1960s and 1970s. The average
inflation rate was approximately equal to
the average M1 growth rate because the
real economy grew at the same average
rate as M1 velocity. The simplicity of the
long-run relationship of M1 to inflation
implied that policymakers could center the
M1 growth range on the desired inflation
trend.

Unfortunately, the simple relationship
did not hold after 1980. The introduction
of interest-bearing checkable accounts and
the implementation of disinflation policy
caused a dramatic change in the behavior
of M1 velocity. Rather than continuing to
grow at 3 percent per year, M1 velocity has
actually fallen during the past 15 years.
From 1981 through 1995, M1's average
annual growth was just under 7 percent.
Under the simple rule of thumb that
worked before 1980, the average consumer
price index (CPI) inflation rate would
have been expected to be about 7 percent,
rather than the 4 percent average that was
actually observed. By 1987 the FOMC
stopped targeting M1 and emphasized the
broader aggregates.

Hallman, Porter, and Small (1991)
suggested that a long-run relationship
existed between M2 and the aggregate
price level. This relationship was reflected
in a relatively flat trend in M2 velocity.
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Figure 2 shows M2 velocity with a trend
line calculated as the average from 1959
to 1989. M2 velocity displayed con-
siderable cyclical variability and interest-
rate sensitivity, but Carlson (1989) and
Moore, Porter, and Small (1990) showed
that these fluctuations appeared to be
transitory and reasonably well explained
by standard money demand theory. The
apparent lack of trend in M2 velocity sug-
gests that targets for M2 could be useful
in communicating the long-run inflation
objective. Here, the simple long-run
relationship suggests that nominal gross
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Michigan Mean Expectations and Actual
CPI Inflation (Year-over-Year CPI)
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Note: The expected inflation in May 1997 is the forecast from May 1996.

domestic product (GDP) growth would be
equal to M2 growth. To achieve price sta-
bility, all the Fed would need to do is set
the M2 growth target equal to the trend in
real GDP growth.

From 1991 through 1995, M2 grew
at an average annual rate of 2.1 percent,
a little more than the average real GDP
growth rate of 1.9 percent. Ex ante, such
an outcome should have been expected to
have resulted in a stable price level—
an average inflation rate very near zero.
However, the relatively constant long-term
trend in M2 velocity also disappeared as
the economy recovered from the 1990—
1991 recession. There was a substantial
increase in M2 velocity, a surprisingly
stable 3 percent inflation trend, and a con-
tinuing de-emphasis of M2 in discussions
about the short-run stance of monetary
policy. This experience with M1 and M2
gives us less reason to agree that “the long
way around seems the surer way to our
objective” (Friedman, 1968, p. 15).

Controlling Inflation

The desirability of targeting inflation
has been affected by the FOMC's success
in getting control over inflation in the past
15 years. In a study of errors in private
forecasts from 1976 through 1987,
McNees (1988) reported that uncertainty
about inflation went up, not just with the
length of the forecast horizon, but also

with the length of the period during which
inflation was forecast: Forecasters could
predict the next quarter better than they
could forecast the average of the next two
years. Although inflation was relatively
predictable in the short run, the trend in
the inflation rate appeared to be highly
variable. Since 1990, it appears that this
longer-term uncertainty may be substan-
tially reduced. Figure 3 depicts the actual
change in the CPI and the mean forecast
of inflation from the Survey of Consumer
Attitudes conducted monthly by the
University of Michigan Survey Research
Center. The mean value from this survey
is aligned so that the forecast matches the
period of actual inflation. Both the actual
and the expected inflation rate display
high year-to-year variability in the 1976—
1987 time frame McNees studied. Figure 3
also shows declining variability with the
decline in the average inflation rate after
1982.

Table 1 includes detail about the level
and variability of inflation for various sub-
periods and alternative inflation measures.
The average inflation level so far in the
1990s is about the same as it was in the
1960s, well below levels recorded in the
1970s and somewhat below those of the
1980s. In general, inflation volatility rose
with the average level of inflation, so we
should not be surprised to see volatility
in the 1990s below that observed in the
1980s. Nevertheless, it is difficult to com-
pare inflation variability of the recent
period with the 1980s because the United
States has not had a recession or a major
oil price shock since the 1990-91 re-
cession. Even with an optimal policy
process, we would expect inflation to
become more variable in response to such
disturbances.

As we might expect, inflation rate
stabilization has been associated with a
reduction in the uncertainty about infla-
tion. Table 2 reports statistics from two
surveys of inflation expectations. The first
is the Michigan survey, also shown in
Figure 3; the second is the semi-annual
Livingston survey of economists that is
maintained by the Research Department at
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Table 1

Inflation Statistics

Period CPrI CPI(LFE) PPIt PPI(LFE) PGDP?
1961-70 30 32 18 Not 29
@7 29 (39) Available (18)
1971-80 82 74 9.0 9.2 73
(45) 42) (85) (6.7 (23)
1981-90 46 5.1 30 36 43
(33) @27 (5.7) 3.1 (18)
1991-96 29 33 14 19 26
(13) 12 (33) @7 (08)

Note: Each cell contains the average inflation for the period and the standard deviation of the inflation rate in parentheses. All figures
are seasonally adjusted and expressed as compound annual growth rates.

*The CPI, the Consumer Price Index for all urban consumers, and the CPI less food and energy (LFE) are monthly.
1 The PPI, the Producer Price Index for finished goods, and the PPI less food and energy (LFE) are monthly.
1 PGDP, the Gross Domestic Product chain-type price index (1992=100), is quarterly.

Table 2

Inflation Forecast Errors
(Forecast Minus Actual)

Michigan Survey Livingston Survey
Period MAE* Bias' MAE Bias
1961-70 0.78 0.30 1.08 —1.07
1971-80 1.95 —1.05 2.63 —233
1981-90 1.27 0.70 1.35 0.92
1991-96 1.38 1.32 0.61 0.49

Note:

* MAE = Mean Absolute Error
tBias = Mean Error

the Federal Reserve Bank of Philadelphia. to the policy process and thus tended to
Except for the case of the Michigan survey underestimate the inflation rate. In the

in the most recent period, the surveys early 1980s, when inflation was averaging
show a positive correlation between the around 4 percent, it appears that people in
average level and predictability of inflation. the Michigan survey did not really believe
In this case, the larger error is associated inflation would remain at that low level.
with lower inflation, but this is almost Inflation forecasts were accurate from
entirely a result of bias in the forecast. 1987 through 1990, a period of accel-
Figure 4 shows the error in the mean erating inflation. The bias in the errors is
forecast by respondents to the Michigan quite pronounced over short periods. This
survey. The mean forecast has consistently bias exists even today, when inflation is at
been either too high or too low. When its lowest level since the early 1960s. The
inflation was accelerating in the 1970s, inflation rate has stabilized at around 3
survey respondents were slow to catch on percent since 1990, but it does not appear
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Forecast Error in the Michigan Survey
Deviation of Expected from Actual Inflation

Percent

ance against what these members viewed
as the principal risk in current circum-
stances—that of rising inflation.” The
FOMC issued an asymmetric directive at
its March 28, 1995, meeting to “provide a

751

clear signal of the Committee’s intention to
501 resist higher inflation” (minutes of FOMC
25 meeting, p. 23).

The statement of an inflation objective
01 also suggests that policy would become less
restrictive if there were no signs of acceler-

—257 ating inflation. The FOMC lowered the fed
e o funds rate to 5.75 percent in July 1995,

' explaining, “The members agreed that
—75 under present economic conditions a slight

60 62 64 66 68 70 72 74 76 78 80 82 84 86 83 90 92 94 96 98

Year

that people who have responded to this
survey have had much confidence that
the trend would continue. The question
is whether the Federal Reserve could
enhance its credibility and reduce these
expectational errors by adopting explicit
inflation targets.

An interesting statement of the Federal
Reserve’s current long-term inflation objec-
tive can be found in the 1996 Monetary
Policy Objectives:

Most on the Committee anticipate
consumer price inflation at or some-
what below 3 percent in 1996. ... the
Committee recognized that its expecta-
tions for inflation do not imply that
price stability has yet been reached.
Nonetheless, keeping inflation from
rising significantly during economic
expansions will permit a gradual ratch-
eting down of inflation over the course
of successive business cycles that will
eventually result in the achievement of
price stability (p. 5).

This statement suggests that the objec-
tive is to keep inflation from rising above
the recent 3 percent trend through the end
of the current expansion. On page 20 of
the minutes from its January 31 — Febru-
ary 1, 1995, meeting, the FOMC explained
its decision to raise the fed funds rate
target from 5.5 percent to 6.0 percent on
February 1, 1995: “In terms of balancing
the policy risks that were involved, a
prompt move would provide some insur-

easing of the stance of policy would incur
little risk of stimulating increased inflation
and would be entirely consistent with their
commitment to continued progress toward
price stability over time” (minutes of July
5-6, 1995, FOMC meeting, p. 20).

In December 1995 the Committee
explained its vote to lower the fed funds
target to 5.5 percent: “In any case, the
recent slowing of the economic expansion,
combined with the wage and price re-
straint evident at current levels of resource
utilization and continuing business efforts
to expand capacity, suggested that there
was little risk of a pickup in inflation”
(minutes of December 19, 1995, FOMC
meeting, p. 14).

This description of the policy objective
resembles the “opportunistic” view of
policy outlined by Orphanides and Wilcox
(1996) and by Orphanides, Small, Wieland
et al. (1996). This view is that the FOMC
should stabilize the inflation rate at the
recent trend (currently, about 3 percent in
the CPI) until some outside event such as
a favorable supply shock or an unavoid-
able recession causes a reduction in the
inflation rate. Then the FOMC would take
such an opportunity to lock in that lower
rate as its new objective. One attraction of
this approach is that the FOMC would
never intentionally engineer disinflation
that might cause a recession.

This opportunistic approach to policy
arises naturally in a committee setting
where the decision-making process
requires a compromise between members
whose views lie on a continuum.

FEDERAL RESERVE BANK OF ST. Louis
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1995 and 1996 Projections

FOMC Central Tendency Projections

Blue Chip Consensus Forecasts

Variable July 1994 Feb 1995 July 1995 Feb 1995 July 1995
Projections Nominal GDP 5-57. 5-6 4/-41. 55 48
for Real GDP 21/:-21/. 2-3 1/:-2 2.5 2.0
1995 CPI 21/.-37. 3-37: 3/-3/ 34 34
Unemployment Rate 6-67 57: 5/.-6/- 5.5 5.7
Projections Nominal GDP 4/.-5/. 54 5.6
for Real GDP 2'/-2/: 2.2 2.4
1996 CPI 2'/-3/: 3.7 3.6
Unemployment Rate 5/.-6/: 5.7 5.8

At one end of the continuum are
members who want to focus policy actions
on the short-run real economy and who
will be willing to resist signs of rising infla-
tion pressures because such signs are
associated with high levels of aggregate
demand. Furthermore, this group may be
persuaded to adopt preemptive policies to
prevent the acceleration of inflation be-
cause they believe inflation is so costly to
eradicate. On the other hand, they will
resist attempts to lower the inflation trend
intentionally if they believe that doing so
would require higher unemployment and
slower growth.

At the other end of the continuum are
members who want a deliberate policy
with multi-year targets to eliminate infla-
tion. They argue that announcing targets
in advance and implementing the policy
gradually will reduce any costs associated
with disinflation.

When inflation appears to be on the
rise, there is no need for compromise:
Everyone votes for monetary restraint.
But in times of steady inflation, the key
to compromise is members in the middle
of the continuum. They want price
stability but will wait for more favorable
circumstances.

1995 Economic Outlook: Turmoil
and Tranquility

FOMC members’ and nonvoting presi-
dents’ forecasts are summarized in pro-

jections reported to Congress in February
and July, pursuant to the Humphrey-
Hawkins Act. The central tendency of
these forecasts is shown in Table 3.3

Blue Chip forecasts show the corre-
sponding forecasts of private-sector
economists.

Both output and employment grew
more than expected in the second half of
1994. By the beginning of 1995, fore-
casters had therefore nudged up inflation
forecasts and reduced unemployment fore-
casts for the year. In February, the central
tendency of the FOMC’s forecast for out-
put was almost perfectly centered on the
Blue Chip Consensus forecasts. The Fed
policymakers were predicting 3.0 percent
to 3.5 percent inflation in the CPI, while
the Blue Chip Consensus fell in the upper
part of that range.

As 1995 unfolded, recurring reports
of weakness in industrial production, the
leading indicators, retail sales, and employ-
ment growth led both the FOMC and the
private forecasters to revise their projec-
tions downward for real growth. By July
1995, the FOMC and nonvoting Federal
Reserve Bank presidents were a little more
pessimistic about real growth than were
the Blue Chip forecasters. On the inflation
side, both the Fed and Blue Chip had
essentially the same forecasts in July as
they had reported early in the year. The
Fed reported a smaller range, centered on
the same 3.25 percent midpoint. The Blue
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Blue Chip Forecasts for 1995
(Fourth Quarter/Fourth Quarter)

Nominal GDP Real GDP
Percent Percent
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* Forecast for the average unemployment rate in 1995: 4

Chip reported the same 3.4 percent con-
sensus figure as in February.

The monthly evolution of the Blue
Chip forecasts for growth in nominal
GDP, real GDP, and the CPI are shown in
Figure 5. Also included are the monthly
updates to the forecast for the fourth
quarter average unemployment rate. Two
important trends appeared in the evolving
outlook for 1995—the general decline
in inflation expectations that occurred
during the second half of the year and
the U-shaped pattern in the outlook for
growth in the real economy. By midyear
many economists were asserting that a
recession had begun. Yet the second half
of 1995 turned out to be surprisingly
robust, with output bouncing back so

Unemployment Rate*

strongly that the year actually finished
above the initial forecasts (when mea-
sured by the 1987 fixed-weight output
measure that was the basis for many
beginning-of-the-year projections).

The monetary aggregates are shown in
Figure 6. The introduction of sweep ac-
counts caused M1 to decline throughout
most of 1995. New software made it easy
for depository institutions to sweep funds
automatically out of checkable accounts
into savings accounts to avoid the reserve
requirement on checkable deposits. Funds
would be moved back into the check-
able accounts when needed to make
payments. Since these funds were swept
into accounts included in M2, this broad
aggregate was not directly affected by
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Monetary Aggregates with Targets

(Monthly Data, Seasonally Adjusted)

M1 M2
Billions of Dollars Billions of Dollars
1160 3720
3680
1150
3640
1140 3600
3560
1130
3520
1120, . . 3480, ; .
1994 199 1994 199
M3 Domestic Nonfinancial Debt
Billions of Dollars Billions of Dollars
4600 14100
13900
4500 13700
13500
4400 13300
13100
4300 - 12900
12700
4200 12500

' 199 ' 1995

1994 1995

Note: The M3 target was set at O percent to 4 percent and was changed to 2 percent to 6 percent after the July 5-6, 1995, FOMC meeting.

Table 4

Monetary Policy Objectives

Percentage Growth Rates

Meeting Target Period M2 M3 Debt

January 31-February 1, 1995 1994:04-1995:04 1-5 0-4 3-7
July 5-6, 1995 1994:04-1995:04 1-5 2-6 3-7
1995:Q4-1996:Q4 1-5 2-6 3-7

sweep activity. The targets for the broad
monetary aggregates are shown in Table 4,
as well as in Figure 6. M2 grew in the
upper part of its 1 percent to 5 percent
growth range. From early in the year, M3
grew above its initial O percent to 4 percent

target range. In July, the FOMC raised this
target range to 2 percent to 6 percent. The
monitoring range for nonfinancial debt
was set at 3 percent to 7 percent for 1995.
This measure of debt grew in the upper
part of the range throughout the year.
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Selected Interest Rates
(Daily Data, Annual Percentage Rates)
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The top panel of Figure 7 depicts the
federal funds rate target and the evolution
of three interest rates: yields on 1-year,
10-year, and 30-year, constant-maturity
Treasury securities. Aggressive 1994 policy
actions and a 50 basis-point increase in the
fed funds target at the first FOMC meeting
of 1995 quelled expectations of rising
inflation and led to a year-long bond rally
as surveys and market measures of
inflation expectations inched downward
throughout the year. An interruption in
the trend occured in July 1995, after the
FOMC lowered the fed funds rate on the
day before the Bureau of Labor Statistics
announced a large increase in jobs for
June and a major upward revision of
employment statistics for May. Subsequent
economic reports showed that inflation
pressures were easing even as the economy
appeared to be strengthening. With the

exception of this temporary increase in
July, 1995 was a year in which the level of
rates fell and the term structure flattened.

The bottom panel of Figure 7 shows
the target level for the fed funds rate, again
accompanied by the actual fed funds rate
and the discount rate. The variability of
the actual fed funds rate demonstrates that
the Fed does not control the fed funds rate
directly but, rather, supplies reserves in a
way that keeps the average trading range
very close to the target rate. The upward
move to 6 percent in February, followed
five months later by a decline to 5.75 per-
cent, is shown in the figure. On December
19, 1995, the rate was lowered again to 5.5
percent. The discount rate had been raised
to 5.25 percent in February and held at
that level through the end of the year.

FOMC DISCUSSIONS AND
DECISIONS

Several common themes emerged in
discussions on the outlook for the econ-
omy at all the FOMC meetings:

<The deceleration in the growth of
nominal hourly compensation. This
slowing in nominal labor costs spanned
most major occupations and industries
and was believed to reflect a fundamental
lowering of inflation expectations.

*The view that inventories were above
desired levels in many sectors and that, on
average, 1995 would be a year in which
attempts to reduce inventory accumulation
would lead to cuts in production and
slower real GDP growth.

<The notion that business fixed invest-
ment would stop growing so rapidly and
slow down to a more sustainable rate.

*The view that, by the end of 1994,
the economy had fully recovered from the
last recession and that pent-up demand for
housing, autos, and other durable goods
was exhausted.

The Committee’s decisions are summa-
rized in Table 5. The directive to the
Manager of the Open Market Desk
contains language indicating the FOMC'’s
intentions about a possible policy change
within the intermeeting period, depending
on developments in that period. Table 5
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Table 5

FOMC Directives and Measures of Monetary Policy Stance

1995 Directive Intermeeting Stance Result from Change in Reserve Pressure
Meetings for
Pressure Lesser Greater Date of Fed Funds Discount
Restraint Restraint Change Target* Rate
Jan. 31-Feb. 1 Increase Would Would Feb. 1 6.00 5.25
somewhat
Mar. 28 Maintain (+) Might Would N/A! 6.00 5.25
May 23 Maintain Would Would N/A 6.00 5.25
Jul. 5-6 Decrease Would Might Jul. 6 5.75 5.25
slightly (=)
Aug. 22 Maintain Would Would N/A 5.75 5.25
Sep. 26 Maintain Would Would N/A 5.75 5.25
Nov. 15 Maintain Would Would N/A 5.75 5.25
Dec. 19 Decrease Would Would Dec. 19 5.50 5.25
slightly

* Federal funds rate expected to be consistent with desired reserve restraint. The rate expected to be consistent with policy before the
Jan. 31-Feb. 1 meeting was 5.5 percent. The discount rate was raised from 4.75 percent to 5.25 percent on Feb. 1. An asymmetric
policy setting is indicated by a (+) or (—) in the second column.

1 N/A indicates that there was no change in the discount rate or the fed funds target.

shows that, at the first meeting of 1995,
the Committee used the same word,
“would,” indicating that either greater or
lesser restraint would be acceptable within
the intermeeting period. An example of an
asymmetric directive was the one written
after the March 28, 1995, meeting, in
which the Committee used the weaker
word “might” to indicate that an easier
policy was less likely to be acceptable than
a tighter policy.

The FOMC began the year concerned
about the inflationary pressures implied by
the relatively high demand observed in
1994, and those pressures began to show
through in reports of consumer and
producer prices. Incoming data showed
that the economy was weaker than had
been expected in early 1995. In May the
FOMC adopted a symmetric directive,
switching from a position of prospective
tightening to a more neutral posture. Neg-
ative economic reports continued, leading
the FOMC to reduce the target for the fed
funds rate to 5.75 percent on July 6.

Indicators of a slowing real expan-
sion appeared to turn around with a sur-

prisingly robust labor market report on
July 7 and subsequent positive reports on
economic activity. The switch in beliefs
about real growth caused bond prices to
decrease temporarily. Throughout the
summer and fall, news continued to show
a robust economy and declining inflation.
The bond market turned around again
with the news of lower inflation and the
rally dating from the final months of 1994
continued through 1995. Falling long-term
interest rates and inflation expectations,
combined with some year-end slowing in
the economy, led the FOMC to lower the
fed funds target to 5.50 percent at the
December 19th meeting. | present details
about the decisions and discussions in the
following accounts of each meeting.

January 31-February 1 Meeting
The year began with the federal funds
rate trading at 5.5 percent. The Open
Market Desk operated under an asym-
metric directive that called for a bias
toward a firming of reserve conditions
during the intermeeting period. The most
important economic news that had been
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released since the December 20, 1994,
FOMC meeting was a report showing a
surge in the fourth quarter GDP to an
annual rate of 4.7 percent. Although rapid
accumulation of inventories had been a big
part of the growth, analysts were divided
about whether this accumulation had
resulted from falling demand or from an-
ticipation of future sales. News reviewed at
the meeting suggested that retail sales were
mixed but that consumer confidence was
high, and strength in the housing sector
was expected to support moderate growth
in 1995, even in the face of a probable
inventory correction. Reports about the
economy in the closing months of 1994
indicated that both industrial production
and payroll employment continued to grow
above their longer-term trends.

Financial markets were embroiled in
concerns about debt quality in the wake of
the Orange County, California, default and
the crisis in Mexico. Neither the FOMC
nor the markets were giving much weight
to monetary aggregates’ sluggish 1994
growth. Although M3 had picked up with
the rising demand for bank loans at the
end of 1994, M2 had grown along the
bottom of the 1 percent to 5 percent target
range. Total non-financial debt was
increasing slightly below the trend growth
in nominal spending. Although rising
money market interest rates in 1994 had
brought a halt to growth in M1, the Com-
mittee saw little indication that credit
conditions were tight.

Household and economic forecaster
surveys all predicted an acceleration of
inflation in 1995. To reduce the probability
and extent of such an acceleration, the
FOMC unanimously voted to increase
reserve market pressures so that the fed
funds rate would trade around 6 percent.

In conjunction with this decision, the Board
of Governors voted to raise the discount
rate from 4.75 percent to 5.25 percent. The
action was explained in a press release:
Despite tentative signs of some
moderation in growth, economic ac-

tivity has continued to advance at a

substantial pace, while resource utiliza-

tion has risen further. In these circum-

stances, the Federal Reserve views
these actions as necessary to keep
inflation contained, and thereby foster
sustainable economic growth. (Feb. 1,
1995.)

This 50-basis point increase in the fed
funds rate was followed by lower interest
rates in the bond market during the inter-
meeting period, as shown in Figure 7.

Crisis in Mexico

At the Committee’s first meeting of
1995, members also voted to expand the
swap arrangement with the Bank of Mexico:

On December 30, 1994, the Com-
mittee approved a temporary increase
from $3 billion to $4.5 billion in the
system’s reciprocal currency (swap)
agreement with the Bank of Mexico
and it also approved the activation of
that agreement. The Committee ap-
proved a further temporary increase of
$1.5 billion and activation of that
amount at this meeting, thereby raising
the swap arrangement with the Bank of
Mexico to a level of $6 billion, consist-
ing of the regular $3 billion line and a
special $3 billion line. (Minutes of
FOMC meeting, p. 24.)

In addition, the Committee voted to
facilitate U.S. participation in the Multilat-
eral Program to Restore Financial Stability
in Mexico, with an increase in the agree-
ment to “warehouse” foreign currencies
for the U.S. Treasury:

The Committee also approved at
this meeting an increase from $5 billion
to $20 billion in the amount of eligible
foreign currencies that the System is pre-
pared to ‘warehouse’ for the Treasury and
the Exchange Stabilization Fund (ESF)”
(Minutes of FOMC meeting, p. 25).

The majority of members voted to
approve these measures because they
“were persuaded that the nature and
severity of Mexico’s financial problems
could not be contained without making
available substantial financial assistance to
the Government of Mexico” (minutes of
FOMC meeting, p. 26). Two members
dissented:
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Messrs. Lindsey and Melzer dis-
sented with respect to increases in both
the swap line and the warehousing ar-
rangement with the Exchange Stabiliza-
tion Fund. They did not believe that
the Committee had been provided suf-
ficient information to assess whether
developments in Mexico threatened
U.S. financial stability, a possible justi-
fication for increased central bank
lending on a short-term basis. Further-
more, they considered it inappropriate
for the Federal Reserve to participate,
directly or indirectly, in intermediate to
long-term financing to facilitate debt
restructuring. They were concerned
that such participation in a fiscal policy
matter might compromise, or appear to
compromise, the independence of the
monetary policy process. Mr. Lindsey
added that the latter risks were signifi-
cantly enhanced given the absence of
Congressional authorization or more
general public support for these mea-
sures. (Minutes of FOMC meeting,
pp. 26-27.)

March 28 Meeting

Given the rapid economic growth in
1994, policymakers anticipated a relative
slowdown in 1995. Early reports on econ-
omic activity were mixed. Industrial produc-
tion continued to grow; and new jobs were
created at a rate that exceeded the under-
lying trend in labor force growth. The
expected inventory correction was not yet
evident; available information showed that
inventories had continued to accumulate in
January. On a weaker note, reports of spend-
ing in the first two months of 1995 showed
a decline in auto sales and a slowdown in
the housing market. Lower demand for
autos led to cutbacks in production sche-
dules and this, combined with a bleak
houing market, led Blue Chip economists to
nudge GDP forecasts down slightly in 1995.

Expectations for a slight pickup in
inflation were reinforced as reports for the
first two months showed both consumer
and producer prices rising at rates above
their 1994 averages. Although private fore-
casters were lowering predictions of infla-
tion slightly, there was no sign that anyone

expected the FOMC to make further pro-
gress toward price stability. Few indica-
tions of monetary restraint surfaced as
bank credit continued to advance and the
broad monetary aggregates appeared to be
growing within the prescribed ranges.

In sum, there was a consensus among
Committee members that the economy
was slowing from the torrid pace of 1994
but was already operating at a high level,
and the extent of the slowdown was in
question. The Committee voted unani-
mously to maintain the degree of the
reserve restraint (fed funds trading at
about 6 percent), but concern about the
risk of accelerating inflation and a desire to
move gradually toward price stability led
them to adopt an asymmetric directive
biased in the direction of more restraint.

May 23 Meeting

By the time of the May meeting, the
Committee was picking up signs of weak-
ness in the years first half, particularly in
the demand for autos and housing. This
perception was reinforced by reports that
indicated slower job growth, a jump in the
unemployment rate to 5.8 percent in April,
a slowdown in the manufacturing sector, a
decline in retail sales, and a weakness in
export demand associated with problems
in Mexico. These indicators of weakness
were offset by expectations that the econ-
omy; especially the interest-sensitive sec-
tors, would benefit from the ongoing rally
in bond markets and the surge in stock
prices. The rising stock market was re-
ducing the cost of capital to businesses and
enhancing the wealth of many households.

Declining long-term interest rates were
accompanied by declines in survey mea-
sures of inflation expectations despite the
above-average growth in the CPI and the
producer price index (PPI) in the first four
months of the year. Monetary aggregates
grew little, and the market seemed to
believe the increase in inflation would be
transitory—the Blue Chip consensus re-
mained at 3.4 percent.

Overall, the perceptions of weakness
in demand led the Committee to revise its
view that the next move in interest rates
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would be upward. It unanimously set aside
the asymmetric directive of the previous
meeting and voted in favor of a symmetric
policy that would maintain the existing
degree of pressure on reserve markets.

July 5-6 Meeting

Committee members’ differing percep-
tions had a strong influence at this mid-
year policy meeting. Some members
believed the economy would be substan-
tially weaker than expected. On June 2,
the Bureau of Labor Statistics reported a
101,000 decline in the number of nonfarm
payroll jobs in May. This was after a slight
decline in April. The household surveys,
although thought to be less reliable, showed
even greater declines in April and May.
This unexpected weakness in the labor
market led Blue Chip forecasters to revise
their estimate of GDP growth for 1995
substantially downward. The consensus
forecast fell from 2.4 percent in the May
release to 2.2 percent in the June 10th
report. In July, Blue Chip forecasters again
lowered the 1995 outlook for GDP, this
time from 2.2 percent to 2.0 percent.
Although these figures were not released
until after the July FOMC meeting, most
of the individual forecasts would have
been made with the same information
available to the FOMC members who had
reduced their forecasts from February. The
central tendency in the outlook for real
GDP growth in 1995 fell from a range of
2 percent to 3 percent in February to 1.5
percent to 2.0 percent in early July. Pess-
imism brought on by the dramatic decline
in jobs was reinforced by the string of neg-
ative reports on retail sales, industrial
production, and the leading indicators.

M2 rebounded strongly after April and
approached the upper 5 percent limit of
the target range by midyear. In choosing to
keep the 1 percent to 5 percent range for
M2, a majority of the members reasoned
that they did not have enough confidence
in the relationship between measures of
economic performance and M2 to justify
making a change in the target:

Moreover, if the more normal be-
havior of velocity over the past several

quarters were to continue, a 1 to 5 per-
cent range for growth of M2 likely
would prove consistent with the Com-
mittee’s ultimate objectives of sus-
tained economic expansion and reason-
able price stability (Minutes of FOMC
meeting, p. 16).
Not all the members agreed that the
1 percent to 5 percent growth range was
appropriate for M2:

Mr. Blinder and Ms. Yellen dis-

sented on a technical judgment, not a

policy difference. They noted that if

growth in the demand for M2 were
close to historic norms in 1995 or

1996, as indeed it had been for some

time, then the Committee members’

projections for nominal GDP would
likely imply M2 growth near the top
of, or even above, the current range.

While the relationship between the

growth of M2 and that of nominal GDP

remained subject to a great deal of
uncertainty, they were persuaded that
the range—in fact, the midpoint of the
range—should normally be consistent
with members’ forecasts of nominal

GDP growth. (Minutes of FOMC

meeting, p. 18.)

Strong growth in loans stimulated
bank demand for M3 liabilities and caused
M3 to grow above the upper 4 percent
limit. Projections of continued growth in
M3 led the FOMC to raise the target for
this broad aggregate by 2 percentage
points. The Committee voted unanimously
to raise the M3 target to 2 percent to 6
percent and to reestablish the monitoring
range for domestic nonfinancial credit at 3
percent to 7 percent. The Committee also
voted unanimously to adopt tentative tar-
gets for 1996 that were the same as the
targets agreed to for 1995.

In spite of reports of higher inflation
early in the year, the Committee left its
inflation outlook centered on 3.25 percent.
Blue Chip forecasters ignored these reports
as well, upholding their January inflation
outlook of 3.4 percent. The May CPI
report showed some slowing from the
early data. The flat PPI for finished goods
in May suggested some reduction of infla-
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tion pressures in the second half of the
year. At this meeting, members expressed
some differences of opinion about the defi-
nition of price stability. Some members
believed the weakening economy would
prevent an acceleration of inflation—and
therefore policy should be eased substan-
tially. Other members stated that there was
no indication of progress toward price sta-
bility—and therefore policy should be held
at a 6 percent fed funds rate. The Com-
mittee compromised by slightly easing
reserve pressures. In the press release
issued at the end of the meeting, on July
6th, the Fed explained:

As a result of the monetary tight-
ening initiated in early 1994, inflation-
ary pressures have receded enough to
accommodate a modest adjustment in
monetary conditions.

Today's action will be reflected in a
25 basis point decline in the federal
funds rate from about 6 percent to
about 5.75 percent.

There was one dissent on the short-
run policy decision:

Mr. Hoenig dissented because he
believed the stance of monetary policy
should remain unchanged at this time.
With the pace of economic activity
likely to return to trend growth later
this year and inflation expected to be
higher this year and next than in 1994,
he felt an unchanged policy in the near
term would enhance the prospects of
achieving the Committee’s long-run
objectives of sustainable economic
growth and price stability. (Minutes of
FOMC meeting, p. 24.)

August 22 Meeting

The news leading up to the July
meeting had been almost entirely negative.
But one day after the July meeting ended,
the monthly labor report showed an unex-
pected 215,000 increase in nonfarm
payroll jobs during the month of June; it
also revised the earlier report of a 101,000
jobs decline for May to show a decline of
only 46,000 jobs. Incoming information
suggested that the economy; after a weak
first half, was on track for continued mod-

erate expansion. Revised data showed that
retail sales had not been as weak as re-
ported earlier. The housing market picked
up considerably in response to falling
long-term interest rates. Business invest-
ment, led by spending on computing
equipment and construction, continued to
post solid gains. Although the state of the
economy remained uncertain, the news
was more balanced than it had been earlier
in the year. The good news about the
economy caused a temporary backup in
interest rates as market participants real-
ized that aggregate demand was stronger
than previously thought.

CPl inflation, after rising at a 3.25 per-
cent rate through the first five months of
the year, rose at more subdued rates in
June and July—the two months averaged
1.2 percent at an annual rate. Increases in
producer prices at the earlier stages of
production appeared to be decelerating,
suggesting some further reduction of
inflation later in the year. An ongoing
slowdown in the growth of benefit costs
supported continued moderate growth in
labor costs. By early August, Blue Chip
economists were beginning to mark down
their forecasts for CPI inflation in 1995.

The wedge between growth in the
narrow and broad monetary aggregates
increased. The narrow aggregates, from
currency to M1, were dramatically below
expected trends. The slowdown in cur-
rency was attributed to an unexplained
decline in the net foreign demand for U.S.
currency. The slowdown in the deposit
component of M1 was attributed to the
introduction of sweep accounts that
substantially reduced banks’ required
reserves.

The broad aggregates grew well above
the trend that had been established in
recent years. Some observers noted that,
following a period of rising velocity, M2
velocity appeared to be stabilizing around
a new higher level. M3 growth was also
rapid, reflecting the continued growth in
managed liabilities needed to fund strong
growth in bank loans.

This good news about the economy
led the Committee to vote unanimously to
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maintain the existing degree of pressure

in the reserve market—a fed funds rate
trading around 5.75 percent—and to aban-
don the bias in favor of an easier policy
that had been adopted at the previous
meeting.

September 26 Meeting

Good news of lower inflation and the
real economy’s continued expansion filled
most reports during the intermeeting pe-
riod. In September, the Blue Chip consen-
sus forecast slightly higher spending in
1995, with a bit more real output growth
and a bit less inflation. Indicators that had
caused concern about economic weakness
early in the year turned around during the
summer:

«Consumer spending continued at a
relatively high level.

< Housing markets strengthened in the
presence of lower mortgage rates.

«The manufacturing sector surged in

August, led by a sharp increase in

auto production.

*Growth in employment rebounded
strongly from slower growth in July.
<Business spending on equipment

and structures remained surprisingly

robust.

News about consumer and producer
price inflation suggested that acceleration
in the first six months was likely to be
reversed in the second six months. On a
year-over-year basis, inflation was mod-
erate in 1995, approximately equal to or
below that of the previous year and the
previous five years. The broad monetary
aggregates continued to grow in the top
part of the range (M2) or well above the
target range (M3). The term structure of
interest rates, while still above the low
level reached at midyear, had declined
slightly across the maturity spectrum from

the levels at the time of the August meeting.

Overall, information available to the
Committee at this meeting indicated con-
tinued strength in aggregate demand and
a moderating inflation trend, suggesting
little reason to adjust the degree of pres-
sure in reserve markets. Members voted
unanimously to maintain the existing

degree of pressure in reserve markets,
with no bias for a change before the next
meeting. Some members were concerned
about downside risks to the economy and
believed the 5.75 percent fed funds target
was slightly restrictive.

However, the current performance
of the economy suggested that the
timing of an easing action was not an
immediate concern. Other members
who preferred an unchanged policy
placed more emphasis on current fore-
casts of little or no progress in re-
ducing inflation from recent levels.
They thought it would be premature to
ease policy without greater assurance
that inflation had been contained in
the current cyclical expansion and that
prospects for significant further prog-
ress toward the long-run objective of
price level stability had improved.
(Minutes of FOMC meeting, p. 14.)

November 15 Meeting

Information released before this
meeting revealed a surge of economic
growth in the third quarter that caused
forecasters to revise the GDP outlook for
1995 substantially upward. The Blue Chip
consensus for real GDP growth in 1995
was 2.7 percent in the November report,
up from 2.2 percent a month earlier. As
often occurs in the face of a surprisingly
good report for the previous period, the
GDP outlook for the current quarter was
revised downward. Falling retail sales in
October, slower employment growth in
September and October, falling industrial
output with a labor strike in the aircraft
industry, and uncertainty about the dura-
tion of the government shutdown led some
members to question whether aggregate
demand would be sustained, given the
current policy setting. Other members
believed there was sufficient evidence of
continued expansion to delay any policy
easing. Anecdotal evidence suggested that
retail sales were beginning to rebound in
early November; a strong housing market
earlier in the year was expected to fuel the
demand for household appliances and
other durable goods; and growth in
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business investment, although slowing
somewhat, remained on an upward
trend.

On the price side, reports of lower
inflation caused analysts to revise expecta-
tions downward. Long-term bond rates fell
with inflation expectations, and the Blue
Chip forecasters continued the march
downward in their outlook for CPI infla-
tion for both 1995 and 1996. On the short
end of the market, the yield curve became
U-shaped as the one-year rate fell below
both the three-month and the three-year
rates. Growth in the broad monetary
aggregates, at or above the upper limits of
their respective target ranges, slowed in
October as the demand for bank loans
slowed. All these factors pointed toward
lower inflation pressures. As reported in
the minutes of the meeting, “With regard
to inflation, members noted that despite
generally high levels of resource use,
including tight labor markets in many
parts of the country, inflation had been
more subdued than many had expected
over the past several months.” Although
inflation expectations were lowered, they
still remained at or above the actual infla-
tion trend in the economy:.

Deliberations at the November meet-
ing reflected both differences in views
about the outlook and differences about
the strategy that might be taken to achieve
price stability. The majority of the Com-
mittee agreed that aggregate demand was
sufficiently high to justify leaving the
trading range for the fed funds rate at
5.75 percent despite considerable sym-
pathy with the view reflected in the term
structure—that is, during the next year,
short-term interest rates would move
lower. Most members who would have
preferred to cut rates at this meeting were
willing to wait for further information
about the state of the economy and the
associated demands for credit. The
meeting’s minutes explicitly state that
monetary policy should not be condi-
tioned directly on the budget negotiations,
but rather, monetary policy should deal
directly with any change in the net demand
for credit that resulted from a budget deal.

The Committee voted to maintain the
existing degree of pressure on reserve mar-
kets. Even those who might have preferred
a bias toward a lower interest rate agreed
that there was not likely to be enough new
information available to justify an inter-
meeting policy adjustment. Only Governor
Lawrence B. Lindsey dissented from the
majority opinion:

Mr. Lindsey dissented because he
believed that monetary policy should
be eased. The evidence suggested to
him that in the absence of an easing
move the underlying rate of nominal
GDP growth was likely to be lower
than needed to maintain real GDP at
or near its potential. The intermediate
forecast was subject to a number of
significant risks: household balance
sheets seemed unlikely to sustain the
current rate of durables expenditure
for any extended period; government
expenditures were certain to be cut
substantially; and with fiscal
contractions underway in Europe and
Canada and severe financial stresses
present in Japan and Mexico, he
did not see much likelihood of a
substantial expansion of exports. In
keeping with his views, the financial
markets were signaling the likelihood
that a weaker pace of nominal GDP
growth would materialize. The
yield curve was virtually flat, with
government securities up through rela-
tively long maturities trading at yields
below the current average federal funds
rate. Thus, markets would be unlikely
to find some easing inappropriate and
over the intermediate horizon would
view the current level of short-term
rates as unsustainable. (Minutes of
FOMC meeting, p. 18.)

December 19 Meeting

As FOMC members prepared for their
final meeting of the year, financial markets
were reflecting a continuing decline in
inflation expectations, and Committee
members were somewhat concerned that
fourth-quarter aggregate demand was
slightly weaker than had been anticipated
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at the November meeting. The Blue Chip
consensus released in December forecast a
slight modification in the 1995 real GDP
growth rate to 2.6 percent, down 0.1 from
November’s report. This lower forecast for
the year was based on a view that the
fourth quarter would see little increase in
manufacturing, the tangled budget process
would result in a temporary reduction in
federal outlays, and both consumer and
business demand for current output would
moderate from earlier expectations. The
economy was expected to grow closer to
its perceived trend rate—around 2.5
percent in the unchained measure, down
from the rapid growth in the third quarter.
Consumer demand was thought to be
restrained by job insecurity associated
with widespread reports of business
restructuring; higher debt service burdens;
and the satisfaction of pent-up demands
for housing, autos, and other durable goods.
Growth in business fixed investment was
expected to slow just because few econ-
omists believed it could continue growing
as rapidly as it had done since 1992.

The reports on inflation reinforced a
widespread impression that 1995 would be
another year in which the CPI would
increase less than 3 percent. These lower
inflation expectations were evident in sur-
veys, as well as in financial markets, where
interest rates continued to fall across the
entire term structure. The growth in the
broad aggregates remained subdued in
November after experiencing sluggish
growth in October. Nevertheless, robust
growth earlier in the year meant that M2
finished the year in the upper portion of its
targeted 1 percent to 5 percent range, and
M3 finished the year above the upper end
of its targeted 2 percent to 6 percent range.

Falling inflation and, more important,
expectations for lower inflation in the
future, as well as some indications of slow-
ing in the expansion, led the Committee to
vote unanimously for a slight decrease in
reserve pressure, lowering the target for
the fed funds rate from 5.75 percent to
5.5 percent. The discount rate, which had
been raised to 5.25 percent at the first
meeting of the year, was left unchanged. In

a press release dated December 19, 1995,
Fed Chairman Alan Greenspan announced
that the easing was made possible because
“inflation has been somewhat more favor-
able than anticipated, and this result along
with an associated moderation in inflation
expectations warrants a modest easing in
monetary conditions.”

BETTER CONTROL THROUGH
AN EXPLICIT OBJECTIVE

Long-term bond yields decreased as
the FOMC's federal funds rate target
increased in late 1994 and early 1995. In
July, long-term yields rose after the fed
funds rate target was lowered. Although
politically unpopular, increases in the fed
funds rate target may be needed to lower
inflation expectations, and thus, long-term
bond yields. The focus on long-term
interest rates highlights expectations in the
monetary transmission mechanism. The
FOMC's practice in 1995 was directed
toward the control of inflation and was
generally explained in terms of the expec-
tations for and outcomes of the various
price indexes. Modern theories in macro-
economics and finance suggest that the
Fed could improve control over inflation
by committing to an explicit long-term
inflation (price level) objective.

REFERENCES

Bryan, Michael F., and William T. Gavin. “A Different Kind of Money
lllusion: The Case of Long and Variable Lags,” Journal of Policy
Modeling (October 1994), pp. 529—40.

Carlson, John B. “The Stability of Money Demand, Its Interest
Sensitivity, and Some Implications for Money as a Policy Guide,”
Economic Review, Federal Reserve Bank of Cleveland (1989:3),
pp. 2-13.

Friedman, Milton. “The Role of Monetary Policy,” The American
Economic Review (March 1968), pp. 1-17.

Gavin, William T., and Finn E. Kydland. “Endogenous Money Supply and
the Business Cycle,” Federal Reserve Bank of St. Louis Working Paper
95-010B (December 1995).

Hallman, Jeffrey J.; Richard D. Porter; and David H. Small. “Is the Price
Level Tied to the M2 Monetary Aggregate in the Long Run?” The
American Economic Review (September 1991), pp. 841-58.

Litterman, Robert B., and Laurence Weiss. “Money, Real Interest Rates,
and Output: A Reinterpretation of Postwar U.S. Data,” Econometrica
(January 1985), pp. 129-56.

FEDERAL RESERVE BANK OF ST. Louis



HEVIEW

SEPTEMBER/OCTOBER 1996

McNegs, Stephen K. “How Accurate Are Macrogconomic Forecasts?”
New England Economic Review (July/August 1988), pp. 15—36.

Moore, George R.; Richard D. Porter; and David H. Small, “Modeling the
Disaggregated Demands for M2 and M1: The U.S. Experience in the
1980s,” in Financial Sectors in Open Economies: Empirical Analysis
and Policy Issues, Peter Hooper, Karen H. Johnson Donald L. Kohn et
al., eds., Board of Governors of the Federal Reserve System, 1990,
pp. 21-105.

Orphanides, Athanasios, and David W. Wilcox. “The Opportunistic
Approach to Disinflation.” Manuscript, Board of Governars of the
Federal Reserve System, May 1996.

; David H. Small; Volker Wieland et al. “ A Quantitative
Exploration of the Opportunistic Approach to Disinflation.”
Paper presented at the Konstanz Seminar on Monetary Theory and
Monetary Policy, June 4—7, 1996.

Pakko, Michael R. “The FOMC in 1993 and 1994: Monetary Policy in
Transition,” this Review (March/April 1995), pp. 3-25.

Sargent, Thomas J. Rational Expectations and Inflation. Harper & Row,
1986.

MEMBERS OF THE FOMC IN 1995

At any given time, the Federal Open Market Committee consists of 12 voting mem-
bers. The Committee includes 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 implementation, 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 voting members of the Committee, all
12 attend the meetings and participate in the discussions. John P. LaWare attended the
first meeting of 1995, later resigning from the Board, and was not replaced until 1996,
so there were only 11 voting members for the last seven meetings of 1995.

Listed below are the voting members of the FOMC in 1995.

Alan Greenspan, Chairman, FOMC
Chairman, Board of Governors

William J. McDonough,

Vice Chairman, FOMC
President, Federal Reserve Bank of
New York

Alan S. Blinder
Member, Board of Governors

Thomas M. Hoenig
President, Federal Reserve Bank of
Kansas City

Edward W. Kelley, Jr.
Member, Board of Governors

John P. LaWare*
Member, Board of Governors

*Resigned effective April 30, 1995

Lawrence B. Lindsey
Member, Board of Governors

Thomas C. Melzer
President, Federal Reserve Bank of
St. Louis

Cathy E. Minehan
President, Federal Reserve Bank of Boston

Michael M. Moskow
President, Federal Reserve Bank of
Chicago

Susan M. Phillips
Member, Board of Governors

Janet L. Yellen
Member, Board of Governors
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