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Part 1

Monetary Policy and
the U.S. Economy in 1994



Introduction

The economy performed reasonably percent. Inflation did, in fact, pick up
well in 1995. Sustained economicin the first part of 1995, but data
expansion kept the unemployment rateeleased during the spring indicated that
at a relatively low level, and inflation, asprice pressures were receding, and the
measured by the four-quarter change i€ommittee reduced the federal funds
the consumer price index, was less tharate¥s percentage point at its July meet-
3 percent for the third consecutive yearing. Through the remainder of the year,
the first such occurrence in thirty yearsinflation was even more favorable than
The combination of low inflation and had been anticipated in July, and infla-
low unemployment provided furthertion expectations decreased. In addition,
substantiation of a fundamental pointan apparent slowing of economic activ-
that the Board has made on pasity late in the year further reduced
occasions—namely, that there is ndhe potential for inflationary pressures
trade-off in the long run between thegoing forward. To forestall an undue
monetary policy goals of maximum increase in real interest rates as inflation
employment and stable prices set in thelowed, and to guard against the possi-
Federal Reserve Act. Indeed, it is bybility of unnecessary slack developing
fostering price stability that a centralin the economy, the Committee eased
bank can make its greatest contributiomeserve conditions in December, reduc-
to the efficient operation and overalling the federal funds raté: percentage
ability of the nation’s economy to createpoint.
jobs and advance living standards over The monetary policy easings after
time. mid-1995 contributed to declines in
As economic prospects changed oveshort-term market interest rates, which
the course of 1995, the Federal Reserviey year-end were about 1 percentage
found that promoting full employment point to 2 percentage points down from
and price stability required adjustmentghe highs reached early in 1995.
in its policy settings. In February, thelntermediate- and long-term rates also
economy still seemed to be pressingnoved sharply lower last year, as the
against its potential, and prices wereisks of rising inflation receded and as
tending to accelerate. To reduce the risprospects for substantial progress in
that inflation might mount, with the reducing the federal budget deficit
attendant threat to continued economiseemed to improve. By the end of 1995,
expansion, the Federal Open Markethese rates were 2 to¥2 percentage
Committee raised the federal funds rat@oints below their levels at the begin-
an additional¥> percentage point, to ning of 1995. Helped by lower interest
rates and favorable earnings, major
Note. The discussion here and in the next two€quity price indexes rose 30 percent
chapters is adapted froMonetary Policy Report to 40 percent in 1995. These financial
o et S e o 1aomt oy o developments reuced the cost to busi
i(i:‘lrnors, February 1996). Data cited here and in th esses of fmancmg investment and to
next three chapters are those available as of migdouseholds of buying homes and con-
March 1996. sumer durables; households were also
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aided by substantial additions to financapital early in the year boosted the
cial wealth from rising bond and equity credit demands of firms, despite strong
prices. corporate profits. Borrowing was also
The foreign exchange value of thelifted by the financing of heavy net
U.S. dollar, measured in terms of theretirements of equity shares in connec-
currencies of the other G-10 countriestion with mergers and share repurchase
fell about 5 percent, on net, during 1995programs. Growth of household debt
The dollar appreciated substantiallyremained brisk as consumer credit con-
from the summer onward but nottinued to grow quite rapidly. Federal
enough to offset a sharp decline thatlebt grew relatively slowly for a second
took place in the first four months of year; the federal deficit declined further,
1995. Interest rates fell in most otherand toward year-end, normal seasonal
foreign industrial countries, which alsoborrowing was constrained by the
were experiencing slower economidederal debt ceiling. Outstanding state
growth, but the decline in rates abroadind local government debt ran off a bit
was less than that in the United Statesnore rapidly than in 1994.
Early in 1995, the dollar also was pulled Commercial banks and thrift institu-
down by the reactions to the crisis intions again financed a large portion of
Mexico, but the negative influence onthe borrowing last year; their share of
the dollar from this source appearedotal outstanding debt of nonfederal sec-
to lessen as Mexican financial marketsors edged up in 1994 and 1995 after
stabilized over the balance of the yeamaving declined for more than fifteen
Inflation rates in major industrial coun-years. The growth in depository credit
tries held fairly steady in 1995 at levelswas funded primarily with deposits,
somewhat lower than those prevailingpoosting the expansion of the broad
in this country; thus, depreciation ofmonetary aggregates.
the dollar in real terms against other M3 grew 6 percent, at the top of its
G-10 currencies was less than the depr& percent to 6 percent annual range
ciation in nominal terms. Against theestablished by the Committee at mid-
currencies of a broader group of U.Syear. Depositories relied heavily on
trading partners, the dollar’s real deprelarge-denomination time deposits for
ciation was even smaller. funding, but retail deposits also showed
Borrowing and spending in the Unitedgains as declining market interest rates
States was facilitated not only by lowermade these deposits more attractive to
interest rates but also by favorable supretail customers.
ply conditions in credit markets. Spreads M2 advanced % percent, putting it
between interest rates on securitieg the upper portion of its 1 percent to
issued by private firms and those issue@ percent annual range. The expansion
by the Treasury generally remained naref M2 was the largest in six years, and
row, and banks continued to ease termiss velocity was little changed after
and qualifying standards on loans tdhaving increased substantially during
businesses and households through ma$te previous three years. Nonetheless,
of the year. The total debt of domesticgrowth of the aggregate was erratic
nonfinancial sectors grew¥s percent through the year, and the stability of its
last year, a little above the midpoint ofrelationship to nominal spending
the Committee’s 3 percent to 7 percentemained in doubt.
monitoring range. Rapid growth of busi- M1 declined last year for the first
ness spending on inventories and fixetime since the beginning of the official
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series, in 1959. An increasing number of
banks introduced retail sweep accounts,
which shift money from interest-bearing
checkable accounts to savings accounts
to reduce banks’ reserve requirements.
Without these shifts, M1 would have
risen in 1995, although slowly. .



The Economy in 1995

According to estimates that were avail-growth of the real outlays of households
able as of mid-March 1996, real grossand businesses, from elevated rates of
domestic product increased slightly lesencrease in 1994 to rates that are more
than %2 percent over the four quarterssustainable. Real government outlays
of 1995 after a gain of & percent in for consumption and investment fell
1994. The 1995 rise in aggregate outpusbout %a percent during the vyear.
was accompanied by an increase in payncreases in exports and imports of
roll employment of ¥ million, and the goods and services were smaller in real
unemployment rate, after having fallenterms than the increases of 1994, and
sharply in 1994, held fairly steady overtheir combined effect on GDP growth
the course of 1995, keeping to a rang&vas slightly positive.
of about 3%~ percent to %1 percent.
Consumer prices, as measured by the
CPI for all items, rose percen_t over The Household Sector
the four quarters of 1995, an increase
that was virtually the same as those oReal personal consumption expenditures
the two previous years. rose about 2 percent during 1995 after
Growth of output during the past yearhaving risen 3 percent over the four
was slowed in part by the actions ofquarters of 1994. The reduced rate of
businesses to reduce the pace of invemise in consumption spending this past
tory accumulation after a burst of stock-year came against the backdrop of mod-
piling in 1994. Final sales—a measureerate gains in employment and income.
of current output that does not end up inThe financial wealth of households
inventories—rose at an average rate afurged, but the impetus to spending
about 2 percent over the four quarters ofrom this source evidently was coun-
1995 after an increase of 3 percent durtered by other influences, such as
ing 1994. The slowing of final sales wasincreases in debt burdens among some
largely a reflection of a downshifting in households and a rise, according to sur-
vey data, in consumers’ concerns about
Change in Real GDP job security.

Percent, Q4to Q4  Real consumer expenditures for dura-
ble goods increased 2 percent during
1995, a slower rate of rise than in other

4 recent years. Consumer expenditures for
motor vehicles declined about 3 percent

2 after having moved up nearly 20 percent
over the three previous years. A variety
of price concessions to motor vehicle
buyers probably gave some lift to sales
| | | | | in 1995; however, pent-up demand,
1991 1993 1995 which had helped to boost sales earlier

Note The data are derived from chained (1992)'” the e>§pan3|on, prObany was no
dollars and come from the Department of Commerce. longer an important factor.

10 +
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Real outlays for durable goods othemprices of stocks and bonds. Liabilities
than motor vehicles continued to rise atontinued to rise fairly rapidly but at
a brisk pace in 1995 but not so rapidlya rate well below the rate of increase
as in other recent years. Spending foin household assets; the rapid growth
furniture and household equipment hit aof consumer credit was again the most
temporary lull in the first part of 1995 notable feature on the liability side.
but picked up again over the next thredBehind these aggregate measures of
quarters, lifted in part by a rebound inhousehold assets and liabilities was
the construction of new houses. Spendsome wide variation in the circum-
ing for home computers and other elecstances of individual households. Appre-
tronic gear, which has been surging irciation of share prices and the rally in
recent years, continued to move up rapthe bond market provided a substantial
idly in 1995. boost to the wealth of households hold-

Consumer expenditures for nonduring large amounts of those assets, but
ables increased less than 1 percent, imouseholds holding few such assets
real terms, during 1995 after a largerbenefited little from the rally in securi-
than-average gain in 1994. The growthies prices. Some households also began
of real expenditures on apparel slowedo experience greater financial pressure
sharply after three years of sizabldn 1995. Overall, however, the incidence
advances, and outlays for food regiseof financial stress appears to have been
tered only a small gain in real terms.  limited, as sustained increases in per-

Real expenditures for services—sonal income helped to facilitate timely
which account for more than half of repayment of obligations.
total consumer outlays—increased Consumers maintained relatively
2¥> percent during 1995, a moderatelyupbeat perceptions of current and future
faster pace than in either 1993 or 1994economic conditions during 1995. The
After declining in 1994, outlays for measure of consumer confidence that
energy services increased sharply ims prepared by the Conference Board
1995. Spending gains for other categoheld fairly steady at a high level. The
ries of services proceeded at an averagedex of consumer sentiment compiled
rate of slightly less than 12 percent by the University of Michigan Survey
over the four quarters of 1995, just aResearch Center edged down a little, on
touch faster than the rate of rise in thenet, from the end of 1994 to the end of
two previous years. 1995, but its level also remained rela-

Real disposable personal incomaively high. By contrast, some survey
grew nearly 3 percent during 1995, aquestions dealing specifically with per-
slightly larger gain than in the previousceptions of labor market conditions
year. Nominal personal incomepointed to increased concerns about
increased slightly faster in 1995 than ifob prospects during the year; although
did in 1994, and growth of nominal dis-employment continued to rise in the
posable income, which excludes incomaggregate, announcements of job cuts
taxes, held close to its 1994 pace. Inflaby some major corporations may have
tion continued to take only a moderataekindled consumers’ anxieties about
bite from increases in nominal receipts. job security.

After little change during 1994, the Consumers tended to save a slightly
real value of household wealth surged irhigher proportion of their income in
1995. The value of assets was boosteti995 than they had in 1994. Large
substantially by huge increases in théncreases in financial wealth usually
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cause households to spend a greateecline in activity proved to be rela-
share of their current income, therebyively short and mild. By March, mort-
reducing the share of income that iggage interest rates already were down
saved. However, rising debt burdens andppreciably from the peaks of late 1994,
increased nervousness about job prostnd midway through the second quarter,
pects would work in the opposite direc-most indicators of housing activity were
tion, and these influences may have offstarting to rebound. Sales of new homes
set the effect of increases in wealthsurged to especially high levels during
Some households also may have startdle summer, and permits and starts of
focusing more intently on saving for single-family units rose appreciably. In
retirement, especially in light of the autumn, sales retreated from their
increased political debate about curbingnidyear peaks. Starts also slipped back
the growth of entitlements providedsomewhat during the autumn, but per-
under government programs. Nonethemits continued to firm, climbing to a
less, the personal saving rate for all ofyearly high in December.
1995, while moving up a little, remained The intra-year swings in the various
in a range that was relatively low byhousing indicators left the annual totals
historical standards. for these indicators at fairly elevated

Residential investment fell in the firstlevels. Sales of existing homes in 1995
half of 1995 but turned up in the secondvere well above the annual average for
half. Both the downswing in the firstthe 1980s, even after adjusting for
half and the subsequent rebound aftencreases in the stock of houses. Starts
midyear appear to have been shaped, ahd sales of new single-family dwell-
least in a rough way, by swings in mort-ings in 1995 were about one-tenth
gage interest rates. Although housindnigher than their averages for the 1980s.
activity had been slow to respond toSo far in the 1990s, demographic influ-
increases in mortgage interest ratesnces have been less supportive of hous-
through much of 1994, sizable declinesng activity than in the 1980s; the rate of
in sales of new and existing homeshousehold formation has lagged, in part
started to show up toward the end of thabecause many young adults have de-
year, and by early 1995, permits andayed setting up their own domiciles.
starts also were dropping. However, thédowever, offsetting impetus to demand

has come from the improved affordabil-
Change in Real Income and Consumption ) )
Percent, Q4 to Q4 Frivate Housing Starts

Millions of units, annual rate

Disposable personal income
Personal consumption expenditures

Single-family
2
05
+ P
0 Multifamily
\ \ \ \ \ | | | | | | |
1991 1993 1995 1989 1991 1993 1995

Note The data are derived from chained (1992) Note The data are seasonally adjusted and come from
dollars and come from the Department of Commerce. the Department of Commerce.
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ity of housing, brought about in particu-pace of growth could not have been
lar by declines in mortgage interestsustained given already high operating
rates. levels. Inventory problems cropped up
The construction of multifamily units, in some lines of manufacturing and trade
after taking a notable step toward recovin 1995 and prompted production adjust-
ery in 1994, exhibited little momen- ments. Scattered structural problems
tum in 1995. For the year as a wholewere apparent as well, especially in
starts of multifamily units amounted toparts of retail trade in which intense
about 280,000, compared with a tallycompetition for market share caused
of about 260,000 in 1994 and a low offinancial losses and eventual bankruptcy
about 160,000 in 1993. Financing forfor some enterprises. More generally,
the construction of new multifamily however, businesses continued to profit
projects appeared to be readily availablérom strategies that have served them
in 1995. However, the national vacancywell throughout the 1990s—most nota-
rate for multifamily rental units, while bly, tight control over costs and the rapid
down from the peaks of a few years agoadoption of new technologies achieved
remained relatively high, and increaseshrough heavy investment in high-tech
in rents apparently were not sufficient toequipment.
stimulate a significant gain in the con- In total, real business fixed invest-
struction of new units. ment increased¥z percent during 1995
after a gain of 10 percent in 1994.
Growth in business spending for equip-
ment continued to outpace the growth
Most indicators of business activity of investment in structures even though
remained favorable in 1995, but strengthhe latter scored its largest gain of the
was less widespread than it had beepast several years. On a quarterly basis,
in 1994, and growth overall was lessnvestment remained very strong
robust. The output of all nonfarm busi-through the first quarter of 1995. After
nesses rose slightly less than 2 percestowing sharply in the spring, it then
over the four quarters of 1995 after gpicked up again in the third and fourth
gain of 4 percent in 1994—the latterquarters but did not reach the pace seen
early in the year.
. . . Businesses continued to invest
Change in Real Business Fixed Investment heavily in computers in 1995. In real
Percent, Q410 Q4 torms, these expenditures rose nearly
St’ffgézscer.s durable equipment 40 percent over the year, an increase

oo that was even larger than those of other

recent years.

10 Excluding computers, real investment
outlays increased less rapidly, on bal-
ance, than in 1994, and growth after
the first quarter was quite small. In
the equipment category, outlays for
information-processing equipment other

| | | | | than computers moved up at an annual
1991 1993 1995 rate of about 13 percent in the first half

Note The data are derived from chained (1992)Of 1995’ fell back a little in the. '[hll’d
dollars and come from the Department of Commerce. ~quarter, and turned back up again in the

The Business Sector

1O+

10
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year’s final quarter. Spending for indus-arily in the second quarter, but produc-
trial equipment also rose sharply in theion gains resumed thereafter, leading to
first half of the year; it then fell moder- a rise of about 2 percent over the four
ately in the second half. Real outlaysquarters of the year.

for transportation equipment followed a With capacity expanding rapidly and
choppy pattern that resulted in little netproduction growth slowing, the rate of
gain over the year as a whole. Reatapacity utilization in industry turned
investment in nonresidential structureslown sharply in 1995, backing away
moved up in each quarter, with gainfrom the high operating rates of late
cumulating to an annual rise of 6 per-1994. As of December 1995, the utiliza-
cent; 1995 brought increased construdion rate in manufacturing was about
tion of most types of nonresidential¥> percentage point above its long-term
buildings. average.

In the industrial sector, elevated lev- After rising rapidly during 1994, busi-
els of investment in equipment andness inventories continued to build at a
structures led to a gain of about 4 persubstantial pace in the early part of
cent in industrial capacity. However, in1995. By the end of the first quarter, real
a turnabout from the outcome of theinventories of nonfarm businesses were
previous year, output of the industrialabout 32 percent above the level of a
sector rose considerably less rapidlyear earlier. Meanwhile, strength that
than capacity: A gain of % percent in had been evident in final sales during
total industrial production over the four1994 gave way to more subdued growth
quarters of 1995 was a sharp slowdowim the first quarter of 1995, and the ratio
from a 1994 rise of more than¥b per- of inventories to sales rose. In the
cent. Production of consumer goods folsecond and third quarters, the growth
lowed an up-and-down pattern duringof inventories slowed appreciably, and
1995 and rose less thafa percent over another sharp downward step in the rate
the year as a whole, the smallest annuaif inventory accumulation took place in
increase of the current expansion. Théhe fourth quarter. At year-end, signifi-
output of business equipment advancedant imbalances probably were present
in each quarter, but a cumulative gain ofn only a few industries. The potential
4%, percent for this category was smallefor wider inventory problems appears to
than the increases of other recent years.

Production of materials faltered tempo- _ _ .
Change in Real Business Inventories
Percent, annual rate

Industrial Production
Index, 1987 = 100

120

115

1O+

110
| | | | |

105 1991 1993 1995
Note Total nonfarm sector. The data are seasonally

! ! ! ! ! adjusted, derived from chained (1992) dollars, and come
1991 1993 1995 from the Department of Commerce.
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have been contained through a comef 1995, dropping by the fourth quarter
bination of production restraint late into a level about 15 percent below the
1995, caution in ordering merchandisdevel in 1990. Both investment and con-
from abroad, and discounting by somesumption were cut back. Outlays for
retailers during the holiday shoppingdefense continued to contract, and non-
season. defense expenditures turned down, more
Business profits rose further over thehan reversing their moderate increase
first three quarters of 1995. Economimver the four quarters of 1994.
profits of all U.S. corporations increased Federal outlays in the unified budget,
at an annual rate of nearly 11 percent, ahich covers transfers and grants as
pace similar to that seen over the fouwell as consumption and investment
quarters of 1994. The profits of corpora-expenditures other than the consump-
tions from their operations in the rest oftion of fixed capital, rose 3 percent in
the world moved up sharply, on net, anchominal terms in fiscal 1995, matching
earnings from domestic operations alsalmost exactly the percentage rise of the
continued to advance. The strongesprevious fiscal year. Nominal outlays for
gains in domestic profits came at finandefense declined 43 percent in both
cial corporations and reflected, in partfiscal 1995 and fiscal 1994. Outlays for
an increased volume of lending bysocial security increased about 5 percent
financial institutions, reduced premiumsan both years. Spending for Medicare
on deposit insurance at commerciand Medicaid continued to rise at rates
banks, and rising profits of securitiesappreciably faster than the growth of
dealers. nominal GDP. Net interest payments
The economic profits earned by nonjumped in fiscal 1995 after three years
financial corporations from their domes-of relatively little change, but working
tic operations rose at an annual rate ah the other direction, net outlays for
about 32 percent over the first threedeposit insurance were more negative
quarters of 1995 after three years inthan in 1994 (that is, revenues from
which the annual increases were 15 pepremiums and other sources exceeded
cent or more. A moderation of outputthe payout for losses by a larger
growth and a flattening of the rise inamount). Proceeds from auctions of
profits per unit of output both worked to spectrum rights also helped to hold
reduce the rate of growth in nominaldown expenditures; like the premiums
earnings at nonfinancial corporations in
1995. Nonetheless, with unit costs also
moving up at a moderate pace, the sharehange in Real Federal Expenditures on
of the value of nonfinancial corporateConsumption and Investment
output that ended up as profits changed Percent, Q4 to Q4
little, on net, in the first three quarters,
holding in a range that was relatively
high in comparison to the average profi
share over the past couple of decades.

w o+ w

(o))

The Government Sector | | | | |

At the federal level, combined real out- 1991 1993 1995
Iays for investment and consumptlon fell Note The data are derived from chained (1992)
nearly 62 percent over the four quartersdoliars and come from the Department of Commerce.
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for deposit insurance, these proceedaere experiencing earlier in the 1990s.
enter the budget as a negative outlay. IExcluding social insurance funds, sur-
the first three months of fiscal 1996—pluses in the combined current accounts
that is, the three-month period ended irof state and local governments were
December 1995—federal outlays werequal to aboutyz percent of nominal
about 1 percent lower in nominal termsGDP in the first three quarters of 1995;
than in the comparable period of fiscakhis figure was more than double the
1995. Nominal outlays for defenseaverage for 1991 and 1992, when bud-
continued to trend down, and the spendgetary pressures were most severe.
ing restraint embodied in continuing Even so, state and local budgets
budget resolutions translated into sharpemain at the center of strongly compet-
cuts in some nondefense outlays. ing pressures, with the demand for many
Federal receipts rose¥7 percent in of the services that these governments
fiscal 1995 after having increased 9 pertypically provide continuing to rise at a
cent in fiscal 1994. In both years, catetime when the public also is pressing for
gories of receipts that are most closelyax relief. Although states and localities
related to the state of the economyhave responded to these pressures in
showed sizable increases. With receiptdifferent ways, the aggregate picture is
moving up more rapidly than spendingone in which expenditures and revenues
in fiscal 1995, the federal budget deficithave continued to rise faster than nomi-
fell for a third consecutive year, tonal GDP—but by smaller margins than
$164 billion. Progress in reducing thein the early part of the 1990s. In total,
deficit in recent years has come fronthe current expenditures of state and
cyclical expansion of the economy, taxocal governments, made up mainly of
increases, nonrecurring factors such asansfers and consumption expenditures,
the sale of spectrum rights, and adhemwere equal to about ¥2 percent of
ence to the budgetary restraints embodiominal GDP in 1995, up slightly from
ied in the Budget Enforcement Act ofthe percentages of the two previous
1990 and the Omnibus Budgetary Recyears and about3k percentage points
onciliation Act of 1993. higher than the comparable figure for
The economic expansion also had989. Total receipts of state and local
helped to relieve budgetary pressuregovernments were equal to about
that many state and local government43¥. percent of nominal GDP in the first
three quarters of 1995, a little above the

Change in Real State and Local comparable percentages of the two pre-
Expenditures on vious years and about¥d percentage
Consumption and Investment points higher than the percentage in

Percent, Q4t0o Q4 1989,
State and local outlays for consump-
3 tion and investment—the expenditures
that are included in GDP—have been
2 rising less rapidly than the current ex-
penditures of these jurisdictions because
1 GDP excludes transfer payments, which
have been growing faster than other
1901 1993 1995 outlays. In real terms, combined state
Note The data are derived from chained (1992)3'nd local OUtIayS for Consumption and
dollars and come from the Department of Commerce. investment increased abou¥a2percent
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over the four quarters of 1995. Reall995. Hiring continued to expand

investment expenditures, which consisbriskly at firms that produce business

mainly of outlays for construction, equipment. Metal fabricators also sus-

moved up almost 6 percent. By contrasttained growth in employment but at a

consumption expenditures, which areslower pace than in 1994. The number

about four times the size of investmenbf jobs in transportation equipment

outlays, rose less than¥4d percent in declined, on net.

real terms. In most other sectors of the economy,

employment rose moderately last year.

The number of jobs in construction

increased 130,000 over the twelve

The number of jobs on nonfarm payrollsmonths ended in December, a rise of

increased % million, or 1.6 percent, more than 3 percent. In the private

over the twelve months ended inservice-producing sector, which now

December 1995. After a sharp rise duraccounts for about three-fourths of all

ing 1994, gains in employment begarjobs in the private sector, employment

to slow in the first quarter of 1995, andincreased 1.7 million in 1995 after hav-

the second-quarter gain was relativelyng advanced 2.6 million in 1994. Estab-

small. Thereafter, increases picked ufishments that are involved in wholesale

somewhat. Nearly 450,000 jobs werdrade continued to boost payrolls at a

added in the final three months of the

year, a rate of gain that was about equalspor Market Conditions

to that for the year as a whole. Millions of jobs
As in 1994' Increases II’! pa,‘er” Net change in payroll employment

employment in 1995 came mainly in the Total nonfarm

private sector of the economy, but gain 4

there were more mixed than those o

1994. In manufacturing, employment

fell about 165,000 over the twelve

months ended in December, reversin

almost half of the previous year's gain.

Losses were concentrated in industrie

that produce nondurables. Adeclinethic | | | | | | |

past year in the number of jobs at Percent

apparel manufacturers was one of thi civiian unemployment rate

largest ever in that industry. Sizable

Labor Markets

1O +

reductions in employment also were 8
reported by manufacturers of textiles.
tobacco, leather products, and petroleur \\,wv 6
and coal. In many of these industries

cyclical deceleration of the economy in

1995 compounded the effects of adjust 4
ments stemming from longer-run struc-

tural changes. In contrast to the wide RN R R

spread contraction in employment 1989 1991 1993 1995
among producers of nondurables, em- Note The data are from the Department of Labor.

The department introduced a new survey of households in

ponment at the manufacturers of duraﬁanuary 1994; unemployment data from that point on are

ble goods increased slightly duril’lgnotdirectly comparable with those of earlier periods.
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relatively brisk pace in 1995. Retailerstend to limit the growth of potential
also added to employment but at autput, unless an offsetting rise is forth-
considerably slower rate than in 1994roming in the trend of productivity
within retail trade, employment atgrowth. So far in the current expansion,
apparel outlets fell substantially lastmeasured increases in productivity seem
year, and payrolls at stores selling gento have followed a fairly typical cyclical
eral merchandise dropped moderatelpattern, with larger increases early in
after a large increase in 1994. Providerthe expansion and smaller gains, on
of health services added slightly moreaverage, in subsequent years. Overall,
jobs than in other recent years. At firmshowever, this pattern has not yielded
that supply services to other businessesyidence of a significant pickup in the
employment growth was sizable agaifonger-term trend of productivity
in 1995 but less rapid than in eithergrowth.
of the two previous years; in this cate- The average unemployment rate for
gory, providers of computer servicesall of 1995 was about”z percentage
expanded their job counts at an accelepoint below the average for 1994, and
ated pace in 1995, but suppliers oft was only a little above the levels to
personnel—a category that includesvhich the unemployment rate fell in the
temporary help agencies—added jobs datter stages of the long business expan-
a much slower rate than in other recension of the 1980s. The low unemploy-
years. ment rates reached then proved to be
Results from the monthly survey ofunsustainable, as they eventually were
households showed the civilian unemaccompanied by a significant step-up in
ployment rate holding in a narrow rangethe rate of inflation, brought on in part
throughout 1995, and the Decembeby faster rates of rise in hourly compen-
rate—5.6 percent of the labor force—sation and unit labor costs.
was near the midpoint of the range. Similar inflation pressures have not
The proportion of working-age per-emerged in the current expansion. The
sons choosing to participate in the laboemployment cost index for hourly com-
force edged down slightly, on net, overmpensation of workers in private nonfarm
the course of 1995. It has changed littleindustries rose only 2.8 percent over the
on balance, since the start of the 1990d¢welve months ended in December, the
By contrast, the two previous decadesmallest annual increase on record in a
had brought substantial net increases iseries that goes back to 1980. Hourly
labor force participation, althoughwages increased 2.8 percent during the
longer-term trends during that periodpast year, the same relatively low rate of
were interrupted at times by spells ofincrease as in 1994. The cost of fringe
cyclical sluggishness in the economybenefits, prorated to an hourly basis,
Two or three years ago, cyclical influ-rose only 2.7 percent last year, the
ences also seemed to be a plausibkmallest annual rise on record. With
explanation for the lack of growth in the many firms still undergoing restructur-
participation rate in the current businessngs and reorganizations, many of which
expansion. But with the sluggishnesdiave involved permanent job losses,
persisting as job opportunities have conworkers probably have been more reluc-
tinued to expand, the evidence is pointtant to press for wage increases than
ing increasingly toward a slower rate ofthey normally would have been during a
rise in the trend of labor force participa-period of tight labor markets. Also,
tion. Slower growth in participation will firms have been making unprecedented
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efforts to gain better control over theof the two previous years. The increase
rate of rise in the cost of benefits pro-in the total CPI in 1995 came in at
vided to employees, especially thos@¥s percent, the third consecutive year
related to health care. Although somen which it has been less than 3 percent.
of these efforts may have only a one- In the aggregate, rates of price
time effect on the level of benefitincrease held fairly steady for both
costs, groundwork also seems to havgoods and services this past year. The
been laid for slower growth of benefitsCPI for commodities other than food
over time than would otherwise haveand energy rose 3 percent over the
prevailed. four quarters of 1995 after increases of
1¥%2 percent in both 1993 and 1994. The
last three-year period in which prices of
these goods rose by such small amounts
Early in 1995, inflation pressures thatcame in the middle part of the 1960s.
had started building in 1994 seemed td\pparel prices continued to decline last
be gaining intensity. Indexes of spotyear but not so rapidly as in the previous
commodity prices continued to surge inyear. Price increases for vehicles moder-
the early part of last year, and in theated. The 1995 rise in the CPI for ser-
producer price index, materials pricesiices other than energy wa%iypercent;
recorded some exceptionally largealthough this increase exceeded the
increases. Consumer prices also begd®94 rise by a slight amount, the results
to exhibit some upward pressure, withfor both years were among the smallest
the index for items other than food and
energy moving up fairly rapidly over the Change in Prices
first four months of the year. Percent, Q4 to Q4
The surge in inflation proved to be
relatively short-lived, however. The spot
prices of industrial commodities turned 6
down in the spring of the year and fell
further, on net, after midyear. Price

Prices

Consumer

increases for intermediate materials 4
slowed in the second and third quarter:
of 1995, and by the final quarter of the 2

year these prices also were declining
Monthly increases in the CPI excluding
food and energy slowed in May;
increases in this indicator of core infla-
tion generally were small over the 6
remainder of the year. The slowing of

the economy after the start of the yea

Consumer excluding food and energy

appears to have cut short the buildup o 4
inflationary pressures before they coulc
have much effect on the underlying pro- 2

cesses of wage and price determinatior

In the end, the rise in the core CPI from

the final quarter of 1994 to the final 1989 1991 1993 1995
qua}rter of 1995 almounte.d to 3 percent, Note Consumer price index for all urban consumers.
an increase that differed little from thosesased on data from the Department of Labor.
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increases for this category in the lasand survey responses about inflation
three decades. prospects over the longer term came
Trends in food prices and energydown more substantially. Although the
prices remained favorable to consumergesponses regarding expected inflation
in 1995. The rise in food prices from thestill tended, on balance, to run to the
final quarter of 1994 to the final quarterhigh side of actual rates of price
of 1995 was slightly more than¥2 per- increase, the easing of inflation expecta-
cent, almost exactly the same as théons this past year provided another
increases of the two previous years. Thencouraging sign that inflation processes
last yearly increase in food prices inthat helped to undermine other recent
excess of 3 percent came in 1990. Imusiness expansions were in check as
1995, weather problems led to a declind 995 drew to a close. .
in crop production and to a surge in the
prices of some crops, but this surge did
not bring about widespread increases in
food prices at the retail level. Livestock
production continued to advance, help-
ing to restrain price increases for meats
and dairy products. Also, moderate rates
of increase in the costs of nonfarm
inputs that contribute heavily to value
added continued to be an important
anchor in the setting of food prices at
the consumer level.
In the energy area, prices at the con-
sumer level fell ¥4 percent, on net, over
the four quarters of 1995, more than
reversing a moderate 1994 increase.
Gasoline prices dropped nearly 5 per-
cent, on net, over the four quarters of the
year, and consumer prices of natural gas
also declined appreciably. However,
some upward pressures developed late
in 1995, partly in response to unexpect-
edly cold temperatures that boosted fuel
requirements for winter heating.
All told, the price developments of
1995 appear to have left a favorable
imprint on expectations of future rates
of inflation, if results from various
surveys of consumers and forecasters
are an accurate reflection of the views
held by the broader public. Monthly
responses to the surveys tend to bounce
around somewhat, but over 1995 as a
whole, average readings of anticipated
price increases one year into the future
were slightly lower than those of 1994,
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Monetary Policy and Financial Markets in 1995

In 1995 the Federal Reserve had tdotal debt of domestic nonfinancial sec-
adjust its policy stance several times tdors was relatively strong during the first
promote credit market conditions sup-half of the year but moderated later in
portive of sustained growth with low 1995. For the year, debt grew/bper-
inflation. At the beginning of 1995, cent, somewhat above the midpoint of
some risk remained that inflation mightits monitoring range. Initially, house-
rise. To provide additional insurancehold and nonfinancial business credit
against that development, the Federalemands were concentrated in floating
Open Market Committee (FOMC) tight- rate or short-term debt instruments. As
ened reserve conditions in Februarythe yield curve flattened, credit demands
raising the intended federal funds rate

¥> percentage point, to 6 percentU.S. Interest Rates

thereby extending the episode of policy Percent
firming that had begun one year earlier gport-term

As time passed, it became clear tha
these policy tightenings had been suc
cessful in containing inflationary pres-

12

Federal funds

sures, and the System initiatéd point o
reductions in the federal funds rate in 6
July and December. Treasury bills

Most market interest rates had peake Three-month 3
before the policy tightening of February.
During the spring, interestratesdeclinec_1 1 | | | | | | 1 | | |
appreciably, as market participants | ong.term
increasingly came to believe that nc
additional policy restraint would be _ o
forthcoming, and, indeed, that easinc Sl T b
might be in the cards. Mounting evi-
dence that the growth of spending hac 9

downshifted and that price pressure:
were muted, along with greater hope:

that substantial progress would be mad U.S. government bonds
toward reducing the federal budgetdefi__1_1 1 1 1 | | | | | | |
cit, contributed to the change in attitudes983 1987 1991 1995

and to the drop in interest rates, espe- Nore. The data are monthly averages.

ciaIIy Ionger-term rates. On ba|ance, The federal funds rate is from the Fed_erall Reserve.
The rate for three-month Treasury bills is the market

interest_ rates (_jropped 1 t(_i’ipercent- rate on three-month issues on a coupon-equivalent basis
age points during 1995, with the largestnd is from the Department of the Treasury.

R ; i ; _ The rate for conventional mortgages is the weighted
declines reglstered on intermediate angverage for thirty-year fixed rate mortgages with level

long-term securities. payments at major financial institutions and is from the
The course of interest rates during théederal Home Loan Mortgage Corporation.

. . The rate for U.S. government bonds is their market
year influenced overall credit flows an(%/ield adjusted to thirty-year constant maturity by the

their composition. The expansion of thepepartment of the Treasury.
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Annual Rate of Change in Reserves, Money Stock, and Debt Aggregates
Percent

1995
Item 1992 | 1993| 199
Year ‘ Q1 ‘ Q2 ‘ Q3 ‘ Q4
Depository institution reservés
Total. .. ..201 122 -13 -49 -37 -80 -l12 -7.2
Nonborrowed plus extended credit. ......... 203 122 -15 -49 -24 -86 -22 -6.7
Required...............cooii ..203 125 -11 -52 -40 -70 -23 -80
Monetarybasg ... . 104 105 8.4 4.1 6.0 5.7 1.7 2.7
Concepts of money
ML ..143 105 24 -18 -1 -5 -15 -51
CUITENCY .ottt e . 9.2 10.3 103 5.4 7.7 7.7 21 3.8
Demand deposits. ..............oovvn.. | . 178 133 4 14 -1 4 5.7 -4
Other checkable deposits. ............... . 15.6 85 -19 -11.2 -7.0 -90 -11.7 -188
M2 ] . 1.8 14 .6 4.2 14 43 7.0 4.0
Non-M1 components..................... . 26 -24 -3 7.2 2.2 6.6 11.0 8.1
Savings (including MMDAS). .......... 14.5 29 43 -34 -152 -9.2 35 7.8
Small denomination time deposits. ... .. -18.4 -10.3 25 149 226 216 8.4 4.2
Retail money market mutual funds .. .. | -3.9 -5 7.5 226 117 19.0 36.5 16.9
M3 ] . .6 1.0 1.6 6.1 4.9 6.7 8.0 4.3
Non-M2 components................ . —4.9 -5 6.2 144 199 16.9 12.2 5.7
Large-denomination time deposits. . ... . . -155 -6.5 7.2 15.7 13.7 14.2 13.3 18.0
Institution-only money market mutual
funds..........ocoii . 185 -43 -6.8 229 175 304 27.7 9.3
Repurchase agreements.............. . 55 233 133 47 323 76 -50 -15.1
Eurodollars. ....................oooas -150 -18 236 103 259 184 9.2-12.9
Domestic nonfinancial sector debt............ 4.7 5.2 5.2 55 5.4 7.0 4.6 4.5
Federal ..., .. 10.7 8.4 5.7 4.4 51 5.4 4.6 2.3
Nonfederal. ..ot . 2.8 4.1 5.0 5.9 5.5 7.6 4.7 5.3

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

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

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

3. M1 consists of currency in circulation excluding night and term) issued by all depository institutions, net
vault cash; travelers checks of nonbank issuers; demaraf money fund holdings; and Eurodollars (overnight and
deposits at all commercial banks other than those due term) held by U.S. residents at all banking offices in
depository institutions, the U.S. government, and foreigrCanada and the United Kingdom and at foreign branches
banks and official institutions, less cash items in theof U.S. banks worldwide, net of money fund holdings.
process of collection and Federal Reserve float; and othéfor further details, see the Federal Reserve’s H.6 Statisti-
checkable deposits, which consist of negotiable ordersal Release.
of withdrawal and automatic transfer service accounts at
depository institutions, credit union share draft accounts,
and demand deposits at thrift institutions.
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shifted to fixed rate, long-term debtcient to head off inflationary pressures.
instruments. The growth of economic activity had

Because depository institutions arenot shown convincing signs of slowing
important sources of short-term ando a more sustainable pace, and avail-
floating rate credit to households andable information, including a marked
businesses, depository assets grew rapse in materials prices during the last
idly early on and then backed off. Thehalf of 1994, seemed indicative of
need to fund the increase in assets, alorgmerging resource constraints and
with declines in market interest ratesbuilding inflationary pressures. In these
relative to yields on retail deposits, ledcircumstances, the FOMC agreed on a
to the fastest growth in M2 and M3 %2 percentage point increase in the fed-
since the late 1980s; M2 ended the yeagral funds rate, and the Board of Gover-
in the top of its annual range, and M3nors approved an equal increase in the
was at the upper end of its range. Irdiscount rate.
contrast, M1 declined for the first time During the remainder of the winter
since 1959, the beginning of the officialand through the spring, incoming data
series, as many banks introduced retaglignaled that economic growth was
sweep accounts that shift deposits frorfinally moderating. At first, it was
interest-bearing checking accounts tainclear if the slowdown was temporary
savings-type accounts to reduce resenar if it was a lasting shift toward a
requirements. sustainable rate of economic expansion.
Adding to the uncertainty was a pickup
of consumer price inflation and a
pronounced weakening in the foreign
exchange value of the dollar. At the
The Federal Reserve entered 1995 hawarch meeting, the FOMC determined
ing tightened policy appreciably duringthat it would be prudent to await fur-
the previous year. Short-term interesther information before taking any addi-
rates had risen more tha&2percentage tional policy actions, but it alerted the
points from the end of 1993, and long-Manager of the System Open Market
term rates were up 2 percentage point#ccount that, if intermeeting action
Policy tightening had been necessitatedere to be required, the step would more
by the threat of rising inflation posed bylikely be to firm than to ease.
unusually low real short-term interest By the May meeting, the accumulat-
rates earlier in the 1990s. Rates hathg evidence indicated that the threat of
been kept low to counter the effects ofising inflation might be lessening. Eco-
impediments to credit flows and eco-nomic growth was being slowed by the
nomic growth. But as these impediment&fforts of businesses to correct inventory
were reduced, the economy expandeiinbalances that had developed earlier in
at an unsustainable pace and margins tie year. However, the underlying trajec-
underutilized labor and capital begartory of final sales was still uncertain.
to erode. Ultimately, a continuation The FOMC determined that the existing
of excessive demands on productivestance of policy was appropriate and
resources and the resulting higheexpressed no presumption as to the
inflation would have produced strainsdirection of potential policy action over
threatening economic expansion. the intermeeting period.

In early February the policy actions Intermediate- and long-term interest
taken in 1994 did not appear to be suffirates had fallen throughout the winter

The Course of Policy and
Interest Rates
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and spring, as evidence accumulatetheetings. Although inflation had
that the expansion of economic activityimproved, the slowdown had been
was slowing and that inflationary pres-anticipated to a considerable extent.
sures were ebbing. Furthermore, budgé¥loreover, uncertainties about federal
discussions in the Congress seemed taudget policies and their effects on the
foreshadow significant fiscal restrainteconomy remained substantial.
over the balance of the decade, putting At the November meeting, the eco-
additional downward pressure on thesaomic signals were mixed. Anecdotal
rates. Short-term rates had declined lesgformation tended to suggest a soften-
but in late spring, financial market par-ing in spending after the third quarter,
ticipants had begun to anticipate an eassut the extent of any slowing of
ing of monetary policy. By midyear, the spending and inflation was unclear.
three-month Treasury bill rate was dowrAlthough short-term rates remained
slightly from its level at the beginning above long-term averages on an
of the year, and rates on securitiesnflation-adjusted basis, substantial
with maturities greater than one yearallies in bond and stock markets were
had dropped as much as 2 percentaghought likely to buoy spending. Against
points. this backdrop, the FOMC voted to
Employment data released shortlymaintain the existing stance of monetary
after the May FOMC meeting were sur-policy.
prisingly weak, and by the July meeting The generally positive news about
it appeared that the growth of aggregatanflation and hopes for a budget agree-
output had sagged markedly during thenent had helped propel the bond mar-
second quarter as businesses sought ket higher throughout the fall. By the
keep inventories from rising to undesir-December meeting, intermediate- and
able levels. This deceleration of outputong-term interest rates were¥4 to
growth was accompanied by a softenin@¥> percentage points below their
of industrial prices and a marked reducievels at the beginning of the year. The
tion in the pace at which materials pricedoond market rally, along with strong
were rising. With the economy growingearnings reports, pushed equity prices
more slowly than had been anticipatedhigher during the year, and by mid-
and potential inflationary pressures rebecember, equity price indexes were
ceding, the FOMC voted to ease reservap about 35 percent from levels at the
pressures slightly with &4 percentage beginning of the year. Since the last
point decline in the intended federaleasing in July, inflation had been
funds rate. somewhat more favorable than antici-
Although financial market partici- pated, and the expansion of economic
pants had anticipated a decline in theactivity had moderated substantially
federal funds rate at some point, bonafter posting a strong third quarter.
and equity markets rallied stronglyWith both inflation and inflation expec-
immediately after the change in policytations more subdued than expected,
was announced. However, a pickup irand with the slowing in economic
economic growth during the summergrowth suggesting that price pressures
made further reductions in the funds ratevould continue to be contained, the
appear less likely, and interest rateFOMC decided to reduce the intended
backed up for a time. federal funds rate an additional
The Committee did keep rates un¥a percentage point, bringing it to
changed at the August and Septembéi¥- percent.
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Credit and Money Flows many of which were eligible to be called

. in 1995. As those securities were called,
}%;r?ggl t::(:gﬁgt ?few%ndlorgets)itt'cf;sct’g;and with gross issuance light, the stock
9 y of municipal securities contracted for a

than it had in the previous year, althougl”é : ;
. ; econd consecutive year. Despite the
debt growth in the first half of 1995 Was qyerall reduction in debt outstanding,

stronger than in the second. Credit Supy " 1atios of tax-exempt yields to tax-

plies remained plentiful: Banks contin- ;0 vie| s jumped in the first half of the

e et 040 et an, for lng-erm b, et an
P evated level during the remainder of

remained quite narrow. Debt burdenso'ves This increase was associated
for households increased, but except fof i, o ncerns about the demand for tax-

a few types of consumer credit obli-¢oo o nicinal debt in light of proposals
gations, delinquency rates remained Bor changes in federal taxation that

Stered the overall inancial condition of 10VId Sharply reduce the tax advaniages
of holding municipal bonds.

households. : :
. Household borrowing remained ro-
Federal debt rose abouipercent in bust in 1995, and the ratio of household

1995, slightly less than in 1994 Thedebt to disposable personal income rose

government's demands for credit WET& rther. Even so, the financial condition

o e oy 1 s secor remaine good on blance,
Debt arowth also was slowed to\yvardalthough some signs of deterioration
9 emerged. The rally in the domestic

year-end by a Treasury drawdown of itsequity markets supported household

cash balance to keep borrowing withinD :
L s alance sheets by boosting net worth
the $4.9 trillion deb ceiling. |sharply. In addition, delinquency rates

State and local government debt fel
. on home mortgages and closed-end
4¥2 percent—more than in 1994. A fe"vconsumer loans at banks, while rising,

years earlier, municipalities had taker‘Pemained at low levels. Other indicators,
advantage of low long-term rates to Prehowever, provided evidence that some

refund a substantial volume of issuesy, 0 iseholds were likely beginning to

Total Domestic Nonfinancial Debt Delinquency Rates on Household Loans
Trillions of dollars Percent

Closed-end consumer
loans at banks

Actual 74,

14.0
25
135
15
13.0 Auto loans at Mortgages
. finance companies
LLE e e e
I 1 | | S IS S S I I I I — | 1975 1985 1995
1994 1995 Note. The data for closed-end consumer loans are

from the American Bankers Association; for auto loans,
Note. The range was adopted by the FOMC for thefrom the Federal Reserve; and for mortgages, from the
period from 1994:Q4 to 1995:Q4. Mortgage Bankers Association.



24 82nd Annual Report, 1995

experience increased financial pressuregderm debt. Despite the increase in credit
For instance, delinquency rates on crediiemands, interest rate spreads of private
card debt held by banks and on autinvestment-grade securities over compa-
loans booked at captive finance comparable Treasuries widened only slightly
nies rose sharply. Furthermore, the averand remained narrow by historical stan-
age household debt service burden—dards, suggesting that lenders continued
calculated as the share of disposabl® view balance sheets of nonfinancial
income needed to meet required payeorporations as remaining healthy on the
ments on mortgage and consumewhole. Spreads on below-investment-
debt—continued to rise last year. Bygrade debt rose more sharply but stayed
year-end, this measure of debt burdewell beneath levels reached early in the
had reversed about one-half of thelecade.
decline it posted earlier in the decade.  Commercial banks met a significant
The average debt service burden oportion of the increase in business credit
nonfinancial corporations—the ratio ofdemands last year, which, in turn, con-
net interest payments to cash flow—alsdributed to the rapid expansion of bank
rose last year, but it remained wellbalance sheets. Banks funded a portion
beneath the most recent peak, reached af the loan increase by reducing their
1990. The increase in debt burden wasecurities holdings, although higher
in part associated with the relativelymarket prices of securities and off-
strong growth of the debt of nonfinan-balance-sheet contracts left reported
cial businesses. This sector’s debsecurities holdings slightly higher for
growth was especially robust early inthe year. In fact, bank security holdings
the year, when business fixed investrelative to the size of their balance
ment picked up further and inventorysheets remained elevated and, together
accumulation was rapid. Debt issuancevith banks’ strong capital positions,
was also boosted by the rising wavendicated that late in the year banks were
of mergers, although a good numbewvell positioned to continue accommo-
involved stock swaps. Financing needslating the credit demands of households
fell back later on as investment growthand businesses. Although qualitative
slowed and profits increased. Fundingnformation suggested that banks were
patterns also shifted as bond yields fellno longer reducing the standards they
and firms relied more heavily on longer-applied to businesses seeking loans,

Stock of M3 Stock of M2
Billions of dollars Billions of dollars
Actual
l 6% 4600
4500
4400
4300
Range
llllllllllllll
1994 1995 1994 1995

Note. The range was adopted by the FOMC for the Note. The range was adopted by the FOMC for the
period from 1994:Q4 to 1995:Q4. period from 1994:Q4 to 1995:Q4.
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some easing of credit terms continueddeposit insurance premiums, which
with interest rate spreads on businessade large time deposits a more attrac-
loans narrowing further. Growth of realtive source of funds, probably contrib-
estate loans held by banks slowed ovanted to this shift. Late in the year,
the year as the share of fixed rate mortoranches and agencies of Japanese
gages in total originations rose with thebanks, facing some resistance in U.S.
decline in long-term rates. Banks tend tdunding markets, ran off time deposits
securitize fixed rate mortgages moravhile continuing to increase their fund-
than adjustable rate loans. Consumdang from overseas offices.
loans on the books of banks began the M2 rose as lower market interest rates
year growing at very high rates; thisand a flatter yield curve increased the
growth decelerated throughout 1995 aselative attractiveness of retail deposits.
the volume of securitization increasedAs is typical, deposit interest rates, and
In response to rising delinquency ratesto a lesser extent returns on money mar-
some banks tightened terms and starket mutual funds, adjusted slowly to
dards for consumer loans toward the endeclines in market rates last year. How-
of 1995. ever, falling interest rates for compa-
Total assets of thrift institutions arerable maturity market instruments were
estimated to have risen slightly last yeamot the whole story for the growth of
Growth at healthy thrifts more than off- M2. As the yield curve flattened, the
set a substantial transfer of thrift assetselative gains from holding longer-term
to commercial banks through mergersassets with less certain price behavior
The revival of growth in thrift assets, fell and probably strengthened house-
along with the strong showing of bankhold demand for components of M2.
credit, helped to nudge up depositoryThe velocity of M2 was little changed
credit as a share of domestic nonfinankast year after having increased substan-
cial debt for the second straight yeattially during the previous three years.
after fifteen years of declines. Banks and M1 fell almost 2 percent in 1995, the
thrifts still account for more than one-first annual decline in the Board'’s offi-
third of all credit to nonfinancial sectors.cial series, which dates back to 1959.
Banks and thrifts funded a large share
c'\);gthelr azset grov;/tr_}r\lmth d‘?&%s'ts’ tand 1. In February 1996 M2 was redefined to
grew © percent. 1he non POrtoNgyciyde overnight RPs and overnight Eurodollars
of M3 was especially strong, in part(they remain in M3); the historical M2 data pre-
because depository institutions substisented here exclude those instruments.
tuted |arge time deposits for nondeposi_t The instruments were first included in M2

f -In 1980 because they were being substituted for
sources of funds. The sharp reduction IIjEPemand deposits as businesses were in the process

of managing their cash holdings more closely.
Stock of M1 Since then, other uses of overnight RPs and Euro-
Billions of dollars ~ dollars have become more dominant. Moreover,

while RPs and Eurodollars are only 3 percent of

M2, they contribute substantially to the short-run

1175  volatility of that aggregate. Removing these com-
ponents from M2 should make the weekly levels

—————— . 1150 ofthe aggregate less volatile and reduce the report-
N\ ing burden on banks that have had to distinguish
1125 between overnight and term RPs and Eurodollars.

On a monthly and quarterly basis, the relation-
T I ships of the two measures of M2 to income and
1994 1995 interest rates are almost indistinguishable.
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Sweeps of deposits from reservable The runoff in reserve balances held
checking accounts, a component of M1the growth of the monetary base to
to nonreservable money market depos#t percent in 1995. In addition, currency
accounts were a major influence. With-growth slowed, primarily because of
out these sweeps, M1 would have risemeduced shipments abroad. Foreign
1 percent. By the end of last yeardemand moderated with the stabiliza-
sweeps had spread to thirty-two bankion of financial conditions in some
holding companies, and the initialcountries where dollars circulate widely.
amounts swept by these programs tondeed, reduced demands from abroad
taled $54 billion. The correspondingcontributed to a rare decline in the cur-
decline of more than $5 billion in rency component of M1 this past sum-
required reserves largely showedner, the first decrease since the early
through to reserve balances maintainei960s. The demand for existing Federal
at Federal Reserve Banks. As bankReserve notes also slackened in antici-
continue to introduce retail sweep propation of the introduction of a newly
grams in the future, the aggregate levedlesigned $100 bill that will be more
of required reserve balances will tend tdifficult to counterfeit. .
fall further. Although it has not hap-

pened yet, one possible consequence of

the declining required reserve balances

is greater instability in the aggregate

demand for reserves and in overnight

interest rates. As a case in point, a cut

in reserve requirements at the end of

1990 produced unusually low levels of

required reserve balances in 1991; in

turn, as banks’ volatile clearing needs

began to dominate the demand for

reserves, the federal funds rate began

exhibiting much greater variability,

thereby making daily reserve demand

more difficult to estimate.
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International Developments

Economic activity in most major foreign  Among developing countries, eco-
industrial countries decelerated sharplyjomic growth remained robust in most
in 1995 from the robust growth recordedof those in Asia, in line with the experi-
in 1994. By contrast, Japan evidence@nce of the last several years. In Latin
some provisional signs of recovery asAmerica, gains in output were more
1995 progressed, after registeringgubdued in 1995 than in recent years.
almost no growth during the previousMexico’s economy contracted sharply
three years. in response to policies adopted after the
With slack in the slowing Europeancollapse of the peso late in 1994; the
and Canadian economies and witldevelopments in Mexico dampened
Japan’s recovery still tentative, inflationconfidence throughout Latin America.
remained low in 1995. On average, con©Output accelerated in much of Eastern
sumer prices rose abouwdpercent over Europe; in most parts of the former
the year in the six major foreign indus-Soviet Union, the prolonged shrinkage
trial countries, roughly the same rate ain activity abated somewhat. Economic
in 19941 growth in African countries was mixed,
but the region as a whole maintained the
B , moderate rate achieved in 1994. Growth
1. The six countries are Canada, France, Ger- . . .
many, ltaly, Japan, and the United Kingdom, _continued to be slow in the Middle East.
The U.S. trade deficit in goods and
Exchange Value of the Dollar services amounted to $111 billion in
and Interest Rate Differential 1995, close to the 1994 level of
Percentage points  Ratio scale, December 1073 = 108406 billion.  U.S. income growth in
Price adjusted E . 1995 was S|m_|lar to the average for the
exchange value _ 1o country’s major trading partners, but
of the dollar as is typically the case, comparable

120 . . . .
increases in income stimulated U.S.
19 imports more than U.S. exports. The dol-
4 nterest rate difforential - & lar's depreciation during 1994 and early
2F U.S. minus foreign 1995 worked in the opposite direction,
0 "‘\j“"‘ tending to boost exports and hold down
2 A/ AN imports. Overall, the result of these off-
P ST T T M B T M setting tendencies was that the value of
1980 1985 1990 1995 exports grew somewhat faster than the

Note The exchange value of the U.S. dollar is its Value of imports. However, with imports

weighted average exchange value in terms of the currersjynifi i
cies of the other G-10 countries using 1972-76 total traLdreSIQmflcamIy exceedmg exports at the

weights. Price adjustments are made using relative constart of th_e year,_ these growth_ r_ates
sumer prices. translated into a slightly larger deficit.

The interest rate differential is the rate of long-term P
U.S. government bonds minus the weighted-average rat The current account deficit was

t - .
on comparable foreign securities, both adjusted fov§153 billion in 1995, about the same as
expected inflation; expected inflation is estimated by §n 1994. In contrast to 1994, a |arge
thirty-six month moving average of consumer price infla- . f .
tion using staff forecasts of inflation where needed. pOI‘tIOﬂ Pf the concomitant net Capltal
The data are monthly. inflows in 1995 represented accumula-
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tions of foreign official assets in the half of the year as currency appreciation
United States. Substantial amounts ogarlier in 1995 slowed exports and
private capital moved in both directions,declining business and consumer confi-
but the resulting net inflow was smallerdence curtailed spending. By contrast,
than in 1994, the economic situation in Japan
The foreign exchange value of theappeared to improve late in the year.
dollar declined about 5 percent onA firming in the growth of domestic
balance in 1995 in terms of a trade-demand stimulated by easier monetary
weighted average of the other G-10 curand fiscal policies over the course of the
rencies? The dollar’s value fell sharply year was only partly offset by a wel-
over the first four months of the year,come ongoing adjustment in the exter-
declining almost 10 percent. Some indihal surplus in response to the apprecia-
cations that U.S. growth might be slow-tion of the yen.
ing contributed to expectations that fur- Unemployment rates continued to
ther increases in U.S. interest rates weréecline during 1995 in the United King-
less likely as the year progressed; in
addition, increasingly acrimonious trade“hanges in GDP, Demand, and Prices
disputes between the United States and Percent, from previous year
Japan clouded prospects for an early ar Gross domestic product

harmonious resolution of those prob- _ 6

lems. The crisis in Mexico also weighed _ For¢ign 6-10 4

on the dollar’s value, partly because ol

its negative effects on U.S. trade with UsS. f

Mexico. The improvement in the dol- N 0

lar's value later in the year developed \|/ | | | |

when weaknesses in the economies ( Total domestic demand

other major industrial countries began tc 6

emerge and interest rates there decline

relative to those in the United States. /\/\/M 3

\ "0'

Forei [ -
gn Economies \|—/| \|/| |

Other than in Japan, economic activity consumer price index

in the major foreign industrial countries 6

slowed in 1995. In Canada, where eco

nomic activity had been particularly 4

vigorous through 1994, the slowing in

growth in part reflected weaker U.S. 2

growth; but it also resulted from domes- | | | | |

tic macroeconomic policies designed to 1991 1993 1995

prevent the reemergence of |nflat|0nary Note Data for the foreign G-10 countries are from
pressures. In Germany and Franceational sources. The data are weighted by the countries’

grovvth dropped marked|y in the second-987-89 GDP as valued after adjusting fo_r dlifferences in
the purchasing power of their currencies; GDP and
domestic demand are in constant prices.
. . Data for the United States are from the Departments of
2. The Group of Ten consists of Belgium, C"’m'Commerce and Labor. GDP and domestic demand are
ada, France, Germany, ltaly, Japan, the Netheferived from chained (1992) dollars.
lands, Sweden, Switzerland, the United Kingdom, For GDP and domestic demand, the data are quarterly;
and the United States. for consumer prices, the data are monthly.
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dom and Canada, where recoveries haweok forms that boosted the deficit
been under way for several years. Irsignificantly.
continental Europe, labor market condi- Long-term interest rates declined in
tions were mixed, with the rate of unem-all foreign G-10 industrial countries in
ployment increasing in some countries1995, after increasing sharply in 1994.
Rising unemployment refocused atten©On average, rates on government instru-
tion on a vexing problem of the last tenments with a maturity of ten years
years in Europe—structural unemploy-dropped nearly 150 basis points. This
ment or unemployment related to causedevelopment was due in large part to
other than the business cycle. The slighiveakening economic growth, which
acceleration of activity in Japan did notalso motivated foreign monetary
prevent the unemployment rate therauthorities to ease short-term interest
from rising to a post-war high of 3.4 per-rates about 90 basis points on average.
cent. Under persistent weakness in then Japan, short-term rates were cut
economic situation, further erosion inmore—almost 200 basis points—in
Japan’s lifetime employment systemorder to support the flagging recovery.
was apparent. By contrast, authorities in the United
The slowdown in 1995 sustained orKingdom and Italy tightened monetary
increased gaps between actual outpyolicy to counter inflation pressures.
and estimated potential in most major Current account positions improved
foreign industrial countries. The robustin a number of foreign industrial coun-
pace of foreign economic growth intries in 1995. Canada'’s deficit narrowed
1994 had reduced but not eliminatedsubstantially because exports remained
these differentials. Diminishing pressurestrong despite slower U.S. activity. With
on output gaps helped contain inflationthe yen stronger on average during the
on average, consumer prices in thgear and economic activity improving,
foreign G-10 economies rose slightlyJapan’s large external surplus declined
less than 2 percent over the year, as ito about $110 billion, well below the
1994. In Japan, where the appreciatiofevel of $130 billion registered in both
of the yen damped any upward pressur&993 and 1994. The surpluses in Italy
on prices, consumer prices declinednd Sweden rose further under the influ-
about¥z percent. ence of earlier currency depreciations,
General government budget deficitavhich boosted the competitiveness of
narrowed further in Canada and intraded goods for these countries.
Europe, except Germany, despite the Economic growth in the major devel-
slowing pace of economic growth inoping countries in 1995 was also more
1995. A number of countries pursuednoderate on average than the strong
policies aimed at reducing their defi-pace recorded in 1994. Mexico’s econ-
cits. Much of the impetus to fiscal con-omy contracted substantially, with
solidation in Europe was provided byimportant effects on its trade with the
the deficit criterion specified in the United States. In response to the Decem-
Maastricht Treaty. Countries wishing tober 1994 collapse of the peso, Mexican
participate fully in the proposed Euro-authorities adopted policies to counter
pean Monetary Union—now schedulednflation and significantly reduce the
for early 1999—must reduce their gendarge current account deficit. Under
eral government deficits to 3 percenthese restraints, output fell 7 percent,
of gross domestic product by 1997. Indeclining even more sharply early in the
Japan, expansionary policy measuregear but recovering a bit in the fall. The
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merchandise trade balance improvedonductors rose sharply, but imports of
from a substantial deficit in 1994 toother machinery, consumer goods, and
moderate surplus in 1995, and the curindustrial supplies slowed. Import prices
rent account moved nearly into balanceincreased about?2 percent. Together
The financial turbulence in Mexico with low inflation in most U.S. trading
helped impose downward pressure opartners, a leveling off of world non-oil
exchange rates in Argentina and Brazilcommodity prices after a rapid rise in
inducing authorities there to tighten1994 helped restrain the rise in import
macroeconomic policies. These develprices that might otherwise have been
opments led to a recession in Argentinaassociated with the dollar's weakness.
which had had several years of rapid Foreign official holdings of financial
growth, and caused a pronounced deceéssets in the United States rose a record
eration of economic activity in Brazil.  $110 billion in 1995, the result of both
Economies in Asia on average continintervention by some industrial coun-
ued their rapid 1994 pace of growth.tries and substantial reserve accumula-
Although the expansion was drivention by several developing countries in
largely by strong internal demand, espeAsia and Latin America.
cially for investment, most countries
also benefited from very fast export
growth. The marked acceleration in
exports was attributable at least in part
to depreciation of the currencies of thes:
countries in terms of the yen and Euro-
pean currencies early in the year. Activ-
ity again expanded more than 10 percer
in China in 1995, but tight credit condi-
tions dampened investment demand an

slowed growth. | | | | | |
Ratio scale, billions of chained (1992) dollars

U.S. International Trade
Billions of dollars

Balances ,\

Goods and services

Current accoun

. . Trade in goods and services
U.S. International Transactions g

800
Real exports of U.S. goods and service lingstts
grew 672 percent over the four quarters
of 1995. Agricultural exports remained
high, and the volume of computer ex-
ports continued to rise sharply. Exports | | | | | |
of machinery and industrial supplies Ratio scale, 1992 = 100
also were robust. While exports t0TGpp price index (chain-type)
Mexico were declining in response to 105
the economic crisis there, shipments t Total merchandise
developing countries in Asia were grow-w 100
ing rapidly, and exports to Western  non-oil merchandise imports
Europe, Canada, and Japan were als 9%
increasing.

Imports of goods and services
increased % percent in real terms dur-
ing 1995, a slower rate of advance thag Xor* e 92t e fiom the Depaimert of o
in 1994. Imports of computers and semifor trade are at annual rates.

600
Exports

| | | | | |
1989 1991 1993 1995




International Developments 31

Foreign private assets in the Unitedevels. However, despite the rapid rise
States also rose rapidly in 1995, inin U.S. stock prices in 1995, foreign net
keeping with a continuing trend towardpurchases of U.S. corporate stocks were
internationalization of securities mar-not nearly as strong as at times in the
kets. Net purchases of nearly $100 bilpast.
lion of U.S. Treasury securities by U.S. net purchases of foreign securi-
private foreigners far exceeded suchies in 1995 rebounded strongly after a
purchases in previous years. As irvery weak first quarter. For the year as a
1994, much of this activity was chan-whole, net purchases of stocks in Japan
neled through Caribbean financial cenaccounted for almost 40 percent of total
ters and was probably associated witlh.S. purchases of foreign stocks. U.S.
the transactions of hedge funds. Net purinvestors showed little interest in adding
chases of U.S. government agency antb their holdings of stocks or bonds from
corporate bonds also reached recordmerging markets in Latin America, at

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

Quarter
Year
Transaction 1994 1995
1994 | 199% | Q4 Q1 ‘ Q2 ‘ Q3 ‘ Q4

Goods and services, net..................ooo -106 -111 -27 -29 -33 27 22

EXPOrS ... .. 701 784 185 189 194 198 202
Merchandise..................cooiiiiiin .. 502 575 134 138 143 145 149
SEIVICES. ...ttt .. 199 209 51 51 52 53 53

IMPOIS ..o .. 807 895 212 218 228 225 224
Merchandise. ..., .. 669 749 177 183 191 188 187
SEIVICES . . ettt .. 139 146 35 36 36 37 37

Investmentincome, net. ...t .-9 -1 -5 -2 -3 -5 -2
Directinvestment,net....................coovenn.. . 45 59 11 14 15 13 17
Portfolio investment, net.......................... . —54 -71 -16 -16 -17 -18 -19

Unilateral transfers, private and government, net.. ... . -36 -30 -11 -8 -7 -8 -8

Currentaccountbalance ...................oooaine .-151 -153 -43 -38 -43 -40 -31

Private capital flows, net................ ...l 121 46 29 3 -11 51 3
Bank-related capital, net (outflows) ................ . 115 -39 18 -30 -28 -7 25
U.S. net purchases) of foreign securities. .......... -50 -94 -15 -7 -22 -34 -31
Foreign net purchases (+) of U.S. securities. ........ 92 194 36 46 51 68 29

Treasury SeCUrities . ...........c.ooevveivnenannn. . 34 99 26 30 30 37 2
Corporate and other non-Treasury bonds. ....... 56 82 13 20 19 26 17
Corporate Stocks ..ot - 3 13 -3 -4 2 5 10

U.S. directinvestmentabroad.....................}| .49 -97 -12 -23 -17 -16 41

Foreign direct investment in United States ......... 49 75 20 17 13 24 21

Other corporate capital flows, net.................. . 37 na. -18 -1 -8 17 n.a.

Foreign official assets in United States (increase, +).. . 39 110 * 22 38 39 11

U.S. official reserve assets, net (increase, ............ 5 -10 2 -5 -3 -2 *

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

Total diSCrepancy. .. .....ovvviii i .. 14 7 14 19 19 -49 17
Seasonal adjustment discrepancy. ................. . 0 0 1 6 * -7 1
Statistical discrepancy ............c.coiiiiiiii. . -14 7 13 13 19 -42 17
Note Components may not sum to totals because of n.a. Not available. p Preliminary.

rounding. o E Department of Commerce, Bureau of Eco-

*In absolute value, greater than zero and less thamomic Analysis.
$500 million.
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least in part because of heightened cauhe Dutch guilder and the Belgian and
tion brought on by financial conditionsFrench francs. The French currency
in Mexico. moved with the mark on balance, but at

Mergers and acquisitions added subtimes it came under severe downward
stantially to the inflow of funds from pressure relative to the mark, particu-
foreign direct investors and also to directarly during two periods of intense
investment outflows. Inflows reachedpolitical activity in France—the presi-
$75 billion, surpassing the record pacelential election in the spring and the
of 1989. U.S. direct investment abroadabor unrest that developed near the end
of $97 billion was even larger than for- of the year. The Canadian dollar, which
eign direct investment in the Unitedshowed little net change versus the U.S.
States and also surpassed the previoasllar for the year as a whole, also came
peak. This outflow was stimulated inunder considerable pressure at the time
part by sales of government-owned entiof the referendum on Quebec indepen-
ties to the private sector in some foreigrdence in October.
countries. The exchange rate between the dollar
and the yen fluctuated over a very wide
range in 1995. Early in the year the
dollar fell sharply, to an historically low
One factor behind the dollar's weaknessevel of 83 yen in May. This develop-
may have been the ongoing large U.Sment was doubtless the product of a
current account deficit. Two other devel-number of factors, but the ongoing huge
opments that appeared to contribute ttrade imbalance between the United
downward pressure on the dollar earlyStates and Japan probably played an
in the year were the possibility of aimportant role. Market participants
spillover from the Mexican financial might have been concerned that any
crisis and uncertainty about U.S. governbreakdown in trade negotiations be-
ment action to reduce the federal budgetiveen the two countries could lead to
deficit. The dollar's partial recovery an appreciation of the yen as a way to
later in the year may have been aided byeduce this imbalance. After a trade
the apparent containment of the Mexi-agreement between the United States
can financial situation and some signs oind Japan was reached at the end of
movement toward a balanced U.S. buddune, the dollar began to move up
get over the medium term. The dollar’s
depreciation is also consistent with the=xchange Value of the Dollar
decline in long-term interest rates in theversus Selected Currencies
United States relative to those abroad December 1993 = 100
during 1995; over the full year, the U.S.
rate declined abou¥z percentage point
more than the average of foreign G-1(
rates.

The dollar appreciated slightly versus
the pound and yen but declined in value
when measured against other foreigl
G-10 currencies. The dollar fell about
8 percent in terms _of the mark.and the 1995
other major currencies that are “nked_by Note Foreign currency units per dollar. The data are
the European exchange rate mechanismgpnthly.

Foreign Exchange Developments

Canadian dollar

100

German mark

90
Japanese yen
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strongly and eventually reversed all its During January and February 1995,
earlier losses. The appreciation washe Bank of Mexico drew a total of
encouraged by U.S. statements favorin§1¥> billion on its swap line with the
a strong dollar and occasional U.S. interFederal Reserve, of which $650 mil-
vention sales of yen, sometimes in conlion was outstanding at the end of the
junction with Japanese authorities. Furyear (and was repaid in full the next
ther moves to ease Japanese monetanyonth). .
policy also helped the dollar’s rebound.

Adjusted for relative changes in con-
sumer prices, the dollar also depreciated
in terms of nearly all the currencies of
the major U.S. trading partners in Latin
America and East Asia. However, in by
far the largest movement of 1995, the
dollar appreciated sharply relative to
the Mexican peso—over 90 percent in
nominal terms and about 30 percent
after adjusting for the high Mexican
inflation rate. This shift balanced the
losses elsewhere and left the dollar
about 1 percent stronger in terms of the
average price-adjusted value of major
developing countries’ currencies.

Foreign Exchange Operations

U.S. authorities intervened to support
the dollar on several occasions in 1995,
sometimes in conjunction with other
central banks. The largest operations
took place in the spring when the dollar
was under heavy downward pressure
relative to the yen. For the year as a
whole, U.S. authorities sold a total of
$3,303 million of yen and $3,250 mil-
lion of marks. Intervention in dollars by
fifteen foreign central banks amounted
to net purchases of $66 billion.

At vyear-end, the System held
$21,099 million of foreign currencies
valued at current exchange rates. No
Treasury balances were warehoused
with the System during 1995. The Sys-
tem realized $964 million in profits
on sales of foreign currency during
1995 and recorded a translation gain
of $41 million on foreign currency
balances.
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Monetary Policy Reports to the Congress

Given below are reports submitted tonomic growth. By early 1994, however,
the Congress on February 21 and Juljthe expansion clearly had gathered
19, 1995, pursuant to the Full Employ-momentum, and maintenance of the pre-
ment and Balanced Growth Act of 1978vailing stance of policy would eventu-
ally have led to rising inflation that, in
turn, would have jeopardized economic
Report on February 21, 1995 and financial stability. Taking account of
anticipated lags in the effects of policy
Monetary Policy and the ?hanges, the Federal Reserve began to
Economic Outlook for 1995 irm money market conditions Ia_st Feb-
ruary. The Federal Reserve continued to
The U.S. economy turned in a strongighten policy over the course of the
performance in 1994. Real gross domesyear and into 1995, as economic growth
tic product increased 4 percent over theemained unexpectedly strong, eroding
four quarters of the year. The employ+emaining margins of unused resources
ment gains associated with this rise irand intensifying price increases at early
production outpaced growth of the laborstages of production. Developments in
force by a sizable margin, and the unemfinancial markets—for example, easier
ployment rate thus declined substaneredit availability through banks and a
tially. Price increases picked up in somalecline in the foreign exchange value of
sectors of the economy in 1994 as labothe dollar—may have muted the effects
and product markets tightened, bubf the tightening of monetary policy.
broader measures of price change Short-term interest rates have
showed inflation holding fairly steady:increased about 3 percentage points
The consumer price index increasedince the start of 1994, with the federal
about Z2 percent over the year, thefunds rate rising from 3 percent to 6 per-
same as the rise during 1993. Signs thatent. Other market interest rates have
growth is moderating have emerged inisen between% percentage points and
the past month or so, but the bulk of the3 percentage points, on net, with the
evidence suggests that the economy cotargest increases coming at intermediate
tinues to advance at an appreciable pacmaturities. Through much of the year,
Federal Reserve policy during 1994intermediate- and long-term rates were
and early 1995 was aimed at fosterindifted by more rapid actual and expected
a financial environment conducive toeconomic growth, fears of a pickup in
sustained economic growth. As thenflation, and market expectations of
economy moved back toward high ratesdditional policy moves. However, a
of resource utilization, pursuit of this further substantial tightening in Novem-
aim necessitated acting to prevent &er and some tentative signs of modera-
buildup of inflationary pressures. Fedion in economic activity around year-
eral Reserve policy had remained verend and in early 1995 appeared to
accommodative in 1993 in order to off-reduce market concerns about increased
set factors that had been inhibiting ecoinflation pressures and additional Fed-
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eral Reserve policy actions. As a resultting back on new bond issues. Similarly,
long-term rates declined, on net, fromhouseholds turned increasingly to
mid-November through mid-February. adjustable-rate mortgages as rates on
The foreign exchange value of thefixed-rate mortgages increased substan-
dollar in terms of other Group of Tentially. Banks encouraged the shift of
(G-10) currencies declined almosthouseholds and businesses to bank bor-
6%2 percent last year, even as the ecorrowing by easing lending standards and
omy picked up and interest rates rosenot allowing all of the rise in market
The positive effects on the dollar thatrates to show through to loan rates. By
would normally have been expectedcontrast, federal borrowing was slowed
from higher U.S. interest rates werein 1994 by policies adopted in previous
offset in large part by upward move-years to narrow the federal deficit, as
ments in long-term interest rates abroadwvell as by the effects of the strong econ-
Indeed, foreign long-term rates in-omy on tax receipts and spending. Taken
creased as much on average as U.Bgether, the debt of all nonfinancial
rates during 1994, owing to much moresectors expanded/s percent, about the
rapid than expected growth abroadsame as the increase of a year earlier
especially in Europe. Concerns abouand a figure that was in the middle por-
U.S inflation may have contributed totion of the 1994 monitoring range of
the weakness in the dollar in the middle4 percent to 8 percent.
part of last year; late in the year, the Growth in the broad monetary aggre-
dollar rallied for a time, as tighter mone-gates remained subdued in 1994. M3
tary policy apparently reduced inves-expanded aboutt percent, well within
tors’ inflation fears. The dollar weak-its O percent to 4 percent target range
ened again, however, in early 1995and slightly more than its increase in
perhaps reflecting the emerging indica1993. M3 was buoyed by growth of
tors of moderating growth in the Unitedmore than 7 percent in large time depos-
States. In addition, financial marketsts, as banks turned to wholesale mar-
were roiled early this year by severekets to fund credit expansion. For the
financial difficulties in Mexico. A sharp year, M2 rose only 1 percent, an
depreciation of the peso had adversecrease that was at the lower bound of
effects not only in Mexico but also in aits 1 percent to 5 percent target range.
number of other countries, and thesén contrast to 1992 and 1993, the slow
developments also may have contribgrowth in M2, and the resulting further
uted to the weakness of the dollar. substantial increase in its velocity (the
Despite the rise in U.S. interest ratesatio of nominal GDP to the money
in 1994, private-sector borrowing, abetstock), was not a consequence of unusu-
ted in part by more aggressive lendinally large shifts from M2 deposits to
by intermediaries, picked up in supportbond and stock mutual funds. Rather, it
of increased spending. The debts of boteeemed to reflect behavior similar to
households and businesses grew at thatat in earlier periods of rising short-
fastest rates in five years. The step-uperm market interest rates. During
in growth of private debt was accom-such periods, changes in the rates avail-
panied by changes in its compositionable on retail deposits usually lag
Businesses shifted toward short-ternthanges in market rates, providing an
funding sources as bond yields roseincentive to redirect savings from these
increasing their bank borrowing anddeposits to market instruments. These
commercial paper issuance, while cutshifts tend to have an especially marked
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effect on M1 because yields on itsconditions of reasonable price stability
components either cannot adjust oif that aggregate’s velocity resumes its
adjust quite slowly to shifts in market historical pattern of no long-term trend.
rates. M1 growth last year wa%/2per- M3 velocity has been on a steep upward
cent; it had been 22 percent in path in recent years, but the rate of
1993. Only continued strong growthincrease might be expected to slow in
in currency, much of which likely re- the near term. Part of the increase in M3
flected increased use abroad, supporteatlocity in the early 1990s resulted from
M1. weak growth of bank credit, in part
reflecting substantial loan losses and
consequent capital impairment, and the
Money and Debt Ranges for 1995 contraction of the thrift sector as failed
At its most recent meeting, the Federainstitutions were liquidated. However,
Open Market Committee (FOMC) the recent strength in bank credit and the
reaffirmed the 1995 growth ranges forend of the contraction in thrift sector
money and debt that were chosen on eredit suggest that M3 growth could
provisional basis last July. The moneypick up, perhaps appreciably, and its
ranges—1 percent to 5 percent for M2velocity could begin to level out. The
and 0 percent to 4 percent for M3—araesumption of a more normal relation-
consistent with the Committee mem-ship between M3 and nominal income
bers’ expectations of a slowing of nomi-might call for a technical adjustment of
nal income growth as the expansiorthe target range for M3 at mid-year or in
moves to a more sustainable pace buit996.
also rest on the anticipation of further The monitoring range for growth in
increases in the velocities of thesdhe debt aggregate in 1995 is 3 percent
aggregates. The velocity of M2 is likelyto 7 percent. This range is 1 percentage
to be boosted by lagged effects of theoint lower than the monitoring range in
increases in short-term interest rate4994, reflecting the more moderate path
during 1994 and early 1995 and possianticipated for expansion in nominal
bly by increased flows from M2 depos-spending and borrowing. Private-sector
its into long-term mutual funds, as in-debt growth will likely remain fairly
vestor concerns about capital markestrong in the coming year, boosted by
volatility recede. The M2 range alsosubstantial capital investment as well as
provides an indication of the longer-runmerger and acquisition activity. Credit
growth that could be expected undeavailability is unlikely to constrain
private-sector borrowing, as banks con-
tinue to be eager to lend and as quality
spreads in financial markets remain
relatively narrow. The outlook for the

Ranges for Growth of Monetary
and Debt Aggregates

Percent federal deficit suggests that Treasury

Aggregate 1993 ‘ 1994 ‘ 1995 borrowing will be comparable to that in
1994.

m% e é:f{ é:i éj The monetary and debt aggregates

Debt......., 4-8 4-8 3-7 will continue to be among the variables

NotE. Change from average for fourth quarter of pre-monitored by the Committee to inform
ceding year to average for fourth quarter of year indi-jtg p0|icy deliberations. Given the uncer-

cated. Ranges for monetary aggregates are targets; range: - .: . .
for debt is a monitoring range. Debt is of the domesti(rzle"ilmleS about the behavior of the veloci-

nonfinancial sector. ties of the aggregates, however, the
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Committee will also need to continuerates probably will be showing up in
assessing a wide variety of other finanether interest-sensitive sectors as well.
cial and economic indicators. Other influences also will be working
to moderate the rate of growth. For
] o example, large increases in real outlays
Economic Projections for 1995 for consumer durables over the past
The members of the Board of Governorshree years, partly financed in recent
and the Reserve Bank presidents, all auarters by unsustainably rapid growth
whom patrticipate in the deliberations ofin the volume of consumer credit, prob-
the Federal Open Market Committeeably have exhausted most of the pent-up
expect the economy to settle into a patdemand that had accumulated when the
tern of more moderate expansion ireconomy was sluggish early in the
1995, after a burst of growth that hasl990s. Similarly, business investment
brought rates of resource utilization toin new equipment has been rising
the highest levels since the latter part oéxtremely rapidly for some time and has
the 1980s. Most of the Board membersnoved to quite a high level; businesses
and Reserve Bank presidents expect thHiely will be shifting to more moderate
rise in real GDP over the four quartergates of spending growth before too
of 1995 to be in a range of 2 percent tdong. Inventory investment seems likely
3 percent. to moderate as well, as sustained addi-
Effects of the past year's increasegions to stocks at the pace of recent
in interest rates probably will show quarters would almost surely generate
through more strongly in the comingan unwanted backup of inventories at
yeatr, reflecting the typical lags betweersome point.
Federal Reserve policy actions and In other areas, however, increased
changes in the pace of economic growttstrength may be forthcoming. Nonresi-
Residential building, especially of dential construction, which often tends
single-family units, is the part of the to lag other sectors of the economy over
economy in which those effects arethe course of the business cycle, now
likely to emerge earliest and stand ougppears to be picking up steam. In
most clearly, but reactions to the higherlddition, net exports may be a less

Economic Projections for 1995

Percent
Federal Reserve governors
and Reserve Bank presidents
Measure Administration
Central
Range tendency
Change, fourth quarter
to fourth quarteft
Nominal GDP ..........oviiii e . 467> 5-6 5.4
RealGDP.........cooiiiiiiii e - 2%3 2-3 2.4
Consumer price indeX. ..............o.... . Z—3Ya 3-3% 3.2
Average level,
fourth quarter
Unemploymentrate......................4 . B—6 About 52 5.5-5.8

1. Change from average for fourth quarter of preced- 3. Civilian labor force. Figures for the Administration
ing year to average for fourth quarter of 1995. are annual averages.
2. All urban consumers.
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negative factor in coming quarters tharmquarter of 1995, spans a range of 3 per-
they were in 1994. Many foreign indus-cent to 32 percent.
trial economies entered the new year The economic prospects anticipated
with considerable forward momen-by the governors and Reserve Bank
tum; that should keep real exports ofpresidents for 1995 appear to be closely
goods and services on a solid uptrendn line with those of the Administration.
even allowing for lower exports to The Administration’s forecasts of real
Mexico as a consequence of the peso’&DP growth and inflation are in the
devaluation and the likelihood of little middle of the Federal Reserve’s central
or no growth in that country in 1995.tendency ranges, and the Federal
Imports, meanwhile, should begin toReserve forecasts of the unemployment
slow as growth of demand in this coun-rate are centered near the low end of the
try eases. annual range that was published in the
The Board members and Reservé&conomic Report of the President
Bank presidents expect that output Over the coming year, the Federal
growth of the magnitude they anticipateReserve will seek to foster continued
will be accompanied by moderateeconomic expansion while avoiding the
increases in employment and littleprovision of so much liquidity that the
change in the unemployment rate. Foreexpected near-term step-up in inflation
casts of the unemployment rate for thalevelops sustained momentum. Much
fourth quarter of 1995 are tightly clus-progress has been made over the past
tered around % percent. couple of business cycles in reducing
An especially encouraging develop-the role that inflation plays in the eco-
ment in 1994 was that inflation remainechomic decisions of households and busi-
relatively quiescent even as the econnesses. Moving ahead, the challenge
omy moved to high rates of resourcewill be to preserve and extend this
utilization. However, the costs of materi-progress, given that the Federal Reserve
als and components have been risingan best contribute to long-run prosper-
rapidly, squeezing profit margins inity by establishing an environment of
some sectors, and anecdotal reports @fifective price stability.
pressures on wages and finished goods Economic prospects for the long run
prices have proliferated in recentwill be further enhanced if the Congress
months; increases in average hourlyand the Administration succeed in mak-
earnings and consumer prices picked umg further progress in reducing the fed-
in January. Assessing the prospectgral budget deficit. An improved out-
members of the Board of Governors andook for the federal deficit over the
the Reserve Bank presidents think thatemainder of this decade and beyond
the most likely outcome for this year iscould have significant, favorable effects
that inflation will run somewhat higher in financial markets, including a shift in
than in 1994. Such an outcome wouldong-term interest rates to a trajectory
be consistent with patterns of pricelower than that which would otherwise
change during earlier periods when therevail. Such a shift in long-term rates
economy was operating at levels ofwould be an essential part of a process
resource utilization like those seenin which a larger share of the nation’s
recently. The central tendency of thdimited supply of savings would be
Federal Reserve officials’ CPI forecastsgchanneled to productivity-improving
measured in terms of the change froninvestment, thereby boosting growth in
the final quarter of 1994 to the finaloutput and living standards.
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The Performance of the Economy goods and services edged down on net
over the four quarters of 1994. Federal
The economy recorded a third year opurchases of goods and services, which
strong expansion in 1994. Real GDFhad declined sharply in 1993, fell fur-
grew 4 percent over the four quarters other in 1994 as a consequence of actions
the year, industrial output rose nearlytaken in recent years to reduce the size
6 percent, and the number of jobs orof the federal deficit. Meanwhile, the
nonfarm payrolls increased abouteal purchases of state and local govern-
3%z million, the largest gain in ten years.ments rose only modestly. Although the
Labor and product markets tightenedtexpanding economy has provided states
appreciably. Price pressures intensifiednd localities with a stronger revenue
in the markets for materials, but broadebase, many of these jurisdictions are
measures of price change showed inflastriving to hold spending in check; a
tion holding steady. number of states have chosen to cut
As in 1992 and 1993, the economictaxes.
advance during 1994 was driven mainly As in the two previous years, a sig-
by sharp increases in the real expemificant portion of the rise in domestic
ditures of households and businessespending in 1994 went for imports of
Consumer purchases of motor vehiclegoods and services, which increased
rose further in 1994, and purchases ofbout 15 percent in real terms during the
other consumer durables increased everear. Meanwhile, growth of real exports
faster than they had in the two previousof goods and services picked up notice-
years. Residential investment posted ably, with gains cumulating to about
small gain, on net, over the four quarterd 0 percent over the year. Foreign econo-
of the year, despite sharp increases imies strengthened in 1994, and the price
mortgage interest rates. Business investompetitiveness of this country’s prod-
ment in office and computing equipmentucts in world markets was aided by a
slowed from the spectacular pace obubdued rate of rise in production costs
1993 but continued to rise rapidly none-and a somewhat lower exchange value
theless, and business investment in othaf the U.S. dollar.
types of equipment accelerated. Real Labor and product markets tightened
outlays for nonresidential construction,in 1994. After ticking up in January of
which had been a weak sector of thdast year in conjunction with the intro-
economy in previous years, picked up irduction of a new labor market survey,
1994; outlays for office constructionthe civilian unemployment rate fell
ended a long slide that had stretchedharply over the remainder of the year,
well back into the 1980s. Businessto 5.4 percent in December. The level of
investment in inventories, which hadthe unemployment rate in January of this
been quite restrained in previous yeargear—5.7 percent—was a full percent-
of the expansion, increased appreciablgge point below that of a year earlier.
in 1994. Much of the inventory buildup In manufacturing, gains in production
apparently was intentional and reflecteégéxceeded the growth of capacity by a
the desires of firms to stock up in antici-sizable margin during 1994, and the rate
pation of continued strength in sales oof capacity utilization climbed nearly
to build stronger buffers against poten3 percentage points. Its level in re recent
tial delays in supply. months has been essentially in line with
In contrast to the strength in privatethe highest level achieved during the
expenditures, government purchases @conomic expansion of the 1980s.
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Inflation pressures picked up in somement debt picked up substantially, to a
markets in 1994. Prices of raw industrialpace comparable with some of the larger
commodities rose even more rapidlyincreases that were observed during the
than in 1993, and price increases foexpansions of the 1970s and 1980s.
intermediate  materials accelerated Real consumer expenditures for
sharply, especially after midyear. How-durable goods increased about 8 percent
ever, the inflation impulse in thesein 1994, bringing the cumulative rise in
markets did not carry through with anythese outlays over the past three years to
visible force to the consumer level,nearly 30 percent. The stock of durable
probably because unit labor costs, whiclyoods that households wish to hold
make up by far the largest part of valueapparently continued to rise quite rap-
added in production and marketing,dly in 1994, and at least some house-
continued to rise at a modest rate. Théolds probably were still making up for
employment cost index of hourly com-purchases that had been put off earlier in
pensation in private nonfarm industriegzhe 1990s when the economy was slug-
actually slowed noticeably from thegish and concerns about job prospects
pace of 1993, and productivity gains inwere widespread. Real expenditures for
1994 held close to the pace of the previmotor vehicles moved up an additional
ous year. As for retail prices, 1994 was3 percent over the four quarters of 1994,
the fourth year in a row in which the after gains of about 9 percent in each of
rise in the total CPI has been aroundhe two preceding years; increases in
3 percent. The CPI excluding food andsales of vehicles in 1994 might have
energy rose just 2.8 percent over thdeen a bit stronger still but for capacity
four quarters of 1994, after an increaseonstraints and various supply disrup-
of 3.1 percent in 1993; the rate of rise intions that sometimes limited the avail-
this index, which is widely used as anability of certain models. Real outlays
indicator of underlying inflation trends, for durable goods other than motor
fell almost half from 1990 to 1994. vehicles rose about ¥2 percent over

the four quarters of 1994, a pickup from

the already rapid rates of expansion of
The Household Sector the two previous years. Purchases of
Real personal consumption expendituregersonal computers and other electronic
advanced nearly 33 percent over the equipment continued to surge in 1994,
four quarters of 1994, about in line withand spending on furniture and house-
the average pace of the two previousold appliances moved up further.
years. Support for the rise in spending Consumer expenditures for non-
came from rapid income growth, anddurables and services exhibited mixed
according to surveys, sharp increases ipatterns of change in 1994. Real outlays
consumer confidence. Outlays for durafor nondurables increased 3 percent over
ble goods continued to rise especiallyhe year, a pickup from the subdued rate
rapidly, seemingly little affected by of growth recorded in the previous year
rising interest rates. Nor did spendingand, for this category, a larger-than-
appear to be much affected, in the aggreaverage advance by historical standards.
gate, by poor performance of the stoclBy contrast, real expenditures for ser-
and bond markets, which cut into thevices increased roughly¥2 percent, a
real value of household assets. Credglightly smaller gain than that of 1993;
generally was readily available duringgrowth of outlays for services was held
1994, and growth of consumer install-down, to some degree, by a decline in
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real outlays for energy, as warm weather In contrast to most other indicators
late in 1994 reduced the amount of fuefor the household sector of the economy,
needed for heating. household balance sheets—which had
Real disposable personal income rosstrengthened appreciably in previous
44 percent during 1994. Except for ayears—showed no further improvement
couple of occasions in previous yearsn 1994. According to preliminary data,
when income growth was boosted temthe aggregate net worth of households
porarily by special factors, the rise inappears to have recorded a relatively
real disposable income in 1994 was themall increase in nominal terms over
largest increase since the 1983-8the year, and, in real terms, net worth
period. Growth of wages and salarieprobably declined slightly. Household
accelerated in 1994 in conjunction withassets rose only moderately in nom-
the step-up of employment growth.inal terms, and the growth of nominal
Income from capital also rose: Divi- liabilities picked up somewhat, as a
dends moved up along with corporateesult of the sharp increase in use of
profits, and interest income turned backonsumer credit. Early this year, stock
up after three years of decline. By con-and bond prices have risen, on net, giv-
trast, transfer payments, the growth ofng some renewed lift to household
which tends to slow as the economywealth.
strengthens, registered the smallest With personal income growing faster
annual increase since 1987. The nedhan net worth during 1994, the ratio of
income of nonfarm proprietors appearsvealth to income fell over the course of
to have about kept pace with the averagthe year. In the past, declines in this
rate of growth in other types of income.ratio sometimes have prompted house-
Farm income rose moderately on arholds to boost the proportion of current
annual average basis, as an increase imcome that is saved, in an attempt
the volume of output more than offsetto restore wealth to more desirable
the effects of sharp declines in farmlevels, and this same tendency may
output prices that developed over thédnave been at work, to some extent, in
course of the year. 1994. After dipping in the first quarter
Consumers’ perceptions of economi®f the year to the lowest level of the
and financial conditions brightened concurrent expansion, the personal saving
siderably during 1994. By year-end, theate rose a full percentage point over
composite measures of consumer confthe remainder of the year, to a fourth-
dence that are prepared by the Confeiquarter level of 4.6 percent. Even then,
ence Board and the University of Michi- however, the saving rate remained quite
gan Survey Research Center had botlow by historical standards. Rising lev-
moved to new highs for the currentels of income and employment and
business expansion. Consumers becanmcreased confidence in the outlook ap-
more optimistic over the year in regardparently convinced consumers to push
to both current and future economicahead with increases in outlays, most
conditions. Perceptions of employmenhotably those on consumer durables.
prospects also improved, with a growingn addition, although improvement in
proportion of respondents saying thahousehold balance sheets apparently
jobs were plentiful and a reduced proflagged, signs of outright stress in
portion saying that jobs were hard tohousehold financial conditions were
find. Surveys taken early this year indi-not much in evidence: Delinquency
cate that confidence remains high. rates on mortgages and other house-
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hold loans generally remained quiterate of decline in sales of new homes
low relative to their historical ranges. slowed.

Residential investment held up In the second half of the year, the
remarkably well in 1994 in the face of signals were mixed: Sales of existing
sharp increases in mortgage interedtomes trended down at a moderate pace
rates. Preliminary data indicate that, irduring this period; however, single-
real terms, these investment outlay$amily starts and sales of new single-
were up about 2 percent, on net, over theamily homes changed little, on net,
four quarters of the year, after gains ofrom the second quarter to the fourth
17 percent and 8 percent, respectivelyquarter. Sizable gains in employment
in 1992 and 1993. Although starts ancand income and rising optimism about
sales of single-family houses fell backthe future of the economy apparently
from the exceptionally high peaks thathelped to blunt the effects of increases
were reached briefly in late 1993, theyin interest rates during the second half
remained at elevated levels. In totalpf the year. In addition, the availability
1.20 million single-family units were of a widening variety of alternative
started in 1994, topping, very slightly, mortgage instruments and, perhaps,
the highest annual total of the 1980ssome easing of loan qualification stan-
Sales of existing homes were about thelards may have permitted some buyers
same as the previous annual peak, set imho otherwise would not have been able
1978, and although sales of new homet obtain financing to go ahead with
remained well short of previous highs,their purchases.
their annual total was closely in line Late in 1994 and in early 1995, a
with the brisk pace of 1993. Only in thesofter tone seems to have taken hold in
past month or so have indications of &ey indicators of single-family housing
weakening in housing activity started toactivity. Sales of new homes tailed off
show up more consistently in the incom-+toward the end of last year, and the ratio
ing data. of the number of unsold homes to the

Declines in the starts and sales ohumber of sales, which had turned up
single-family houses in early 1994 basi-early in 1994, continued to rise. The
cally reversed the huge gains of lategatio in December was slightly to the
1993. Whatever tendency there mayigh side of the long-run average for
have been for these indicators to exhibithis series. Starts of new single-family
at least a temporary setback after &ouses, which had increased in Novem-
period of unusual strength was probablyer and December, fell sharply in Janu-
reinforced by the initial reactions ofary, to a level noticeably below the
builders and homebuyers to increaselwer bound of the range of monthly
in mortgage interest rates that had begureadings reported during 1994.
in the final quarter of 1993. Excep- Various measures of house prices
tionally severe winter weather in theshowed small-to-moderate increases in
Northeast and Midwest early in 1994,1994. The median transaction prices of
coming on the heels of favorable condinew and existing homes that were sold
tions in late 1993, probably also helpedn the first half of the year were roughly
to account for the sharpness of the&Vz percent above the level of a year
downturn. In any event, starts of single-earlier, and a similar rise was reported
family homes ticked back up a bit induring that period in price indexes that
the second quarter of the year, sales afdjust for changes in the quality and
existing homes flattened out, and theegional mix of homes that are sold.
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After mid-year, the four-quarter changesn a sound footing: Investment expen-
in transaction prices slowed, but the ratelitures continued to be financed pre-
of rise in the quality-adjusted indexesdominantly with internal funds, and
picked up somewhat. All told, pricessigns of financial stress were largely
have been firmer in the past couple ofbsent.
years than they were earlier in the Industry entered 1994 with consider-
1990s. able momentum, and expansion was
After falling to exceptionally low lev- maintained at a rapid pace throughout
els in late 1992 and early 1993, conthe year. Industrial production rose
struction of multifamily housing units nearly 6 percent over the four quarters
increased throughout 1994. Althoughof 1994, a rate of expansion exceeded in
the level of activity in this part of the only one of the past ten years. The pro-
housing sector was not especially highduction of business equipment advanced
gains during the year were large inespecially rapidly, buoyed by rising
percentage terms: Starts of these uniisvestment in the domestic economy and
moved up about 65 percent from thefurther large increases in exports of
fourth quarter of 1993 to the fourth capital goods. Production of interme-
quarter of 1994, at which point theydiate products—which consist mainly
were more than double the lows of aof supplies used in business and
couple years ago. The national averageonstruction—also moved up substan-
vacancy rate for multifamily rental units tially during 1994, as did the output
remained relatively high in 1994, butof materials, especially those used as
markets in some areas of the countrynputs in the production of durable
had tightened enough to make congoods. The industrial sector also appears
struction of new multifamily units eco- to have had a strong start in 1995, as
nomically attractive. Reauthorizationindustrial production rose 0.4 percent in
in August 1993 of a tax credit on low- January.
income housing units also provided The rate of capacity utilization in
some incentive for new construction.industry increased about/2percentage
The financing of multifamily projects points over the twelve months of 1994.
was facilitated through more readyln manufacturing, the operating rate rose
availability of credit and increasedabout 3 percentage points during the
equity investment. year. By year-end, utilization rates in
some industries had moved to excep-
_ tionally high levels. Most notably, the
The Business Sector average operating rate among manufac-
Robust expansion was evident in 1994urers engaged in primary processing
in most of the economic indicators for(basically, the producers of materials)
the business sector of the economy. Redlad climbed to the highest level since
output of nonfarm businesses increasethe end of 1973, surpassing, by small
about 4/ percent over the four quar- margins, the peaks of the late 1970s and
ters of the year, nearly matching thdate 1980s.
large gain of 1993. For a second year, After rising 2372 percent over the four
business investment in fixed capitalquarters of 1993, corporate profits
advanced exceptionally rapidly. Inven-increased another 4 percent over the first
tory investment also picked up appreciathree quarters of 1994. The profits
bly, spurred by large, sustained increasesarned by nonfinancial corporations
in sales. Business finances remainefifom their domestic operations increased
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about %2 percent over the first threeterms. Business purchases of industrial
quarters of 1994, after a gain ofequipment advanced about 13 percent
21¥2 percent in 1993. Although the 1994during 1994, one of the larger gains of
gain in these profits was partly the resulthe past two decades. By contrast, com-
of increased volume, profits per unit ofmercial aircraft once again was a notable
output also rose. In the second and thirdrea of weakness; the investment cycle
quarters, before-tax profits of nonfinanin that sector has been sharply out of
cial corporations amounted to nearlyphase with those of most other indus-
11 percent of the gross domestic outputfries, owing to persistent excess capacity
of those businesses—the highest thand poor profitability in the airline
this measure of the profit share has beedbusiness.
since the late 1970s. A shift in the Business investment in nonresidential
capital structure of corporations towardstructures rose about 4 percent during
reduced reliance on debt, as well ad4994, after an increase o¥/dpercent in
cyclical recovery of the economy, has1993 and declines in each of the three
helped to push the profit share to thigrears preceding 1993. Investment in
high level. In contrast to the experiencandustrial structures rose for the first
of nonfinancial corporations, the profitstime since 1990, more than likely a
of private financial institutions from response to high—and rising—rates of
their domestic operations fell aboutcapacity utilization. Investment in office
7 percent on net over the first threebuildings also turned up in 1994, after a
quarters of the year, as net interest mateng string of declines that, in total, had
gins narrowed. The decline reversedrought spending on these structures
some of the large rise in profits thatdown about 60 percent from the peak of
these institutions had reported in 1993. the mid-1980s; declining vacancy rates
Business fixed investment increase@nd a firming of property values pro-
13 percent in real terms over the fouwided additional evidence of improve-
quarters of 1994, after a gain of 16 perment in this sector of the economy in
cent during 1993. Outlays for office and1994. The investment data for other
computing equipment, which had registypes of structures showed a mix of
tered an astonishing gain in 1993pluses and minuses: Expenditures on
slowed in 1994, but the rise in thesecommercial structures other than offices
outlays still amounted to nearly 20 per-moved up further, after large gains in
cent in real terms. Meanwhile, the1992 and 1993; however, outlays for
growth of real expenditures for mostdrilling declined for a fourth year, to the
other types of business equipmentowest level since the early 1970s.
picked up. Because a large share of the growth
Business investment in motor vehi-in business fixed investment in recent
cles rose about 28 percent over the years has gone for items that depre-
four quarters of 1994. With the gainsciate relatively quickly—computers
of 1994 coming on the heels of bigbeing a prime example—net additions
increases in each of the two previoudo the stock of productive capital have
years, annual business outlays for vehirot been as impressive as the data on
cles reached a level about one-thirdyross investment expenditures might
higher than the peak year of the 1980sseem to indicate. Nonetheless, with the
Outlays for communications equipmentfurther increase in gross investment
also scored an especially big gain inn 1994, net additions to the capital
1994, more than 25 percent in reaktock appear to have become more
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substantial. Still unclear is the degree taguite low by the standards of the past
which these increases in the capitatjuarter-century.
stock will ultimately translate into Inventory accumulation in the farm
higher rates of increase in output pesector of the economy also picked up in
worker and faster rates of increase ir1994. Stocks of farm products had been
living standards; as discussed in morérawn down in 1993, when farm pro-
detail below, the trend of growth in duction fell sharply because of floods in
labor productivity, which is affected by the Midwest and droughts in some other
the amount and quality of capital thatregions of the country. However, crop
workers have available, seems to haveonditions in 1994 were unusually
picked up in recent years but by a relafavorable throughout the year, and the
tively small amount. output of some major crops climbed to
Business investment in inventoriedevels considerably above previous
picked up sharply in 1994. Earlier inpeaks. With the demand for farm output
the expansion, firms had refrained fronrising much less rapidly than produc-
building stocks, even as the economyion, inventories of crops increased
strengthened. Increased reliance osharply. Livestock production also rose
“just-in-time” systems of inventory appreciably in 1994; inventories of live-
control reduced the level of stocks thastock, which consist mainly of the cattle
firms needed to maintain their normaland hogs on farms and ranches, contin-
operations, and, with a degree of slackied to expand.
still present in the economy, businesses
usually were able to obtain goods
quickly from their suppliers and thus The Government Sector
were probably reluctant to hold stocksFederal purchases of goods and ser-
in house. At the end of 1993, the levelvices, the part of federal spending that is
of real inventories in the nonfarm busi-included in GDP, fell 6.2 percent in real
ness sector was only 2 percent largeierms over the four quarters of 1994.
than it had been at the start of the recovReal outlays for defense remained on a
ery in early 1991. sharp downtrend, and nondefense out-
Circumstances changed in 1994, howlays, which had risen rapidly early in the
ever. Markets tightened as demand cort990s, declined moderately for a second
tinued to surge, and supplies becamgear.
more difficult to obtain on a timely Total federal outlays, measured in
basis. Anticipation of further growth nominal dollars in the unified budget,
in demand and increased concerincreased 3.7 percent in fiscal 1994,
about possible bottlenecks apparentlafter a rise of 2.0 percent the previous
prompted businesses to begin investinfiscal year. These increases are among
more heavily in inventories. Some firmsthe smallest of recent decades. Nominal
may also have been trying to stock upmutlays for defense fell again in fiscal
on materials in advance of anticipatedl994. In addition, the growth of outlays
price increases. For the year as a wholdor income security (a category that
accumulation of nonfarm inventoriesincludes the expenditures on unemploy-
was more than twice what it had beerment compensation and welfare bene-
in 1993. This additional accumulationfits) slowed further as the economy con-
brought to a halt the previous downtrendinued to strengthen. Increases in social
in the ratio of nonfarm inventories to security outlays also slowed somewhat
business sales, but the ratio remaineih fiscal 1994; the rise was about 1 per-
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centage point less than that of nominahppear to have edged down a bit, on
GDP. Outlays for Medicaid slowed asaverage, over the four quarters of 1994,
well, but the rate of rise in those expen-and nominal receipts apparently rose
ditures continued to exceed the growtlsomewhat less rapidly than nominal
of nominal GDP by a large margin. GDP over that period.

Federal receipts were up 9 percent in Many states and localities also have
fiscal 1994, the largest rise in severabeen trying to restrain the growth of
years. With rapid expansion of the econexpenditures, but success on that score
omy giving a strong boost to almost allhas been difficult to achieve because of
types of income, the major categories ofncreased outlays for entittements and
federal receipts all showed sizable gaingising demand for many of the public
Combined receipts from individual services that traditionally have been pro-
income taxes and social insurance taxedded by state and local governments.
increased a bit more than 7 percent imransfers of income from state and local
fiscal 1994, after moving up 5.4 percenggjovernments to persons rose about
in the previous fiscal year. Receipts fron® percent in nominal terms over the four
taxes on corporate profits increaseduarters of 1994, roughly the same as
nearly 20 percent, slightly more than thehe rise during 1993 but less than the
gain of 1993. increases of previous years; from 1988

The federal budget deficit declined toto 1992, the average compound rate of
$203 billion in fiscal 1994, an amountgrowth in these transfers was about
that was equal to 3.1 percent of nominall5 percent a year. In categories other
GDP. Earlier in the 1990s, when thethan transfers, increases in spending
economy was sluggish, the federal defihave been fairly restrained in recent
cit had climbed to a cyclical peak ofyears; nominal purchases of goods and
4.9 percent of nominal GDP. The previ-services (which account for about
ous cyclical low in the ratio of the defi- 80 percent of the total expenditures of
cit to nominal GDP, 2.9 percent, wasstate and local governments) have been
reached in fiscal 1989. Since fiscal 198%rending up less rapidly than nominal
defense spending as a share of GDP h&DP since the early 1990s.
dropped appreciably, but this source of In real terms, the 1994 rise in pur-
deficit reduction has been essentiallchases of goods and services by state
offset by increased outlays for healthand local governments amounted to just
and social insurance. Thus, the ratio o percent. Compensation of employees,
total federal outlays to GDP has changeavhich accounts for about two-thirds of
little, on net; it was about 22 percent intotal state and local purchases, increased
both fiscal 1989 and fiscal 1994. Thel¥2 percent in real terms over the four
ratio of federal receipts to nominal GDPquarters of 1994, a gain that was roughly
was about 19 percent in both of thosen line with the growth of state and local
fiscal years. employment over that period. Construc-

The stronger economy of recent yearsion outlays declined slightly in real
has provided state and local governterms during 1994, as gains over the
ments with a growing revenue base an€inal three quarters of the year were not
a broadening set of fiscal options. Somsufficient to offset a first-quarter plunge.
governments have responded to theddonetheless, real outlays for structures
developments by cutting taxes, in mostemained at high levels; a strong uptrend
cases by small amounts. Effective taxn construction expenditures over the
rates of state and local governmentpast ten or twelve years has more than
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reversed a long contraction that began iterms against the currencies of the G-10
the latter half of the 1960s and bottomeatountries, but it has moved up in terms
out in the first half of the 1980s. of the Mexican peso.

The deficit in the combined operating Growth of real GDP in the major
and capital accounts of all state andoreign industrial countries rebounded
local governments (a measure thasharply during 1994, significantly
excludes the surpluses in state and locaixceeding the pace of recovery widely
social insurance funds) amounted texpected at the start of the year. In the
about 0.6 percent of nominal GDP inUnited Kingdom and Canada, where
calendar 1994, little changed from therecovery was already well established,
corresponding figure for 1993 and dowrgrowth continued to be vigorous. In
only slightly from a cyclical peak of Germany, France, and other continental
0.8 percent in 1991. The recent cyclicaEuropean countries, where activity had
peak in this measure was larger than thbeen sluggish during 1993, strong
peaks reached in recessions of the 197@xpansion of real GDP resumed and
and 1980s, and declines in the deficistrengthened as the year progressed.
during this expansion have not beerRecovery was evident in Japan as
as large as the declines that occurredell, but the pace of expansion there
during other recent expansions. Historitemained somewhat subdued relative to
cally, the combined operating and capithat of the other industrial countries.
tal accounts of state and local governAlthough most of these economies
ments have been in deficit more ofterclearly had moved past the troughs of
than they have been in surplus; as #heir recessions, considerable slack
share of nominal GDP, the annual surremained. As a result, consumer price
pluses and deficits since World War llinflation remained low and, in some
have averaged out to a deficit ofcases, fell further. On average, in the ten
0.3 percent. major foreign industrial countries, con-

sumer prices rose 2 percent during the

year, even less than the price increase in
The External Sector the United States.
When adjusted for differing rates of Economic growth in the major devel-
increase in consumer prices, the tradesping countries in 1994 continued at
weighted average foreign exchangebout the strong pace of 1993. In Asia,
value of the U.S. dollar declined/aper- the newly industrializing economies
cent against the currencies of the othegrew rapidly, as external demand was
G-10 countries in 1994. This depreciasustained by lagged effects of deprecia-
tion was slightly smaller than the almosttion of their currencies against the yen
6%- percent nominal depreciation of theand by recovery in the industrial coun-
dollar, as U.S. inflation exceeded foreigrtries. Growth in China, although still
inflation by a small amount. An index quite rapid, was somewhat slower than
of exchange rates that also includes ththat in 1992-93, as credit conditions
currencies of several of the major U.Swere tightened somewhat further and
trading partners in Latin America andvarious controls were imposed to damp
East Asia showed about the same degrekmand.
of real depreciation as did the index for In Mexico, real GDP growth rose
the currencies of the G-10 countries. Immarkedly during the second and third
the first few weeks of 1995, the dollarquarters of 1994 from its near-zero rate
has weakened, on balance, in nomindh 1993, in part because of fiscal stimu-
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lus. However, the economic policy pro-to rise rapidly in real terms, about
gram put in place at the end of the yeaBO percent for the year; this gain con-
in response to the peso crisis is likely taributed significantly to the double-digit
restrain growth once again in the comgrowth in total exports. After declining
ing year. The Mexican macroeconomidn 1993, agricultural exports bounced
stabilization program is designed toback last year; the much-improved har-
maintain wage restraint, reduce governvest of 1994 eased supply constraints
ment spending and development bankhat previously had been limiting ship-
lending, and result in significant im- ments of farm products. Other cate-
provement in the current account deficigories of merchandise exports averaged
in 1995. The program includes guide-more than 8 percent real growth during
lines on increases in wages, guidelinethe year, as the pace of activity in the
on increases in final energy produceconomies of U.S. trading partners
prices to consumers and to industry, nemproved significantly. Geographically,
cuts in public expenditures, and a reducthe increase in U.S. merchandise exports
tion of lending by development banks.was accounted for by increased ship-
Mexico has committed to maintain thements both to developing countries in
current floating exchange rate regimelatin America and Asia and to Canada
and the Bank of Mexico has agreed tand Japan.
restrain the growth of money. Structural Imports of goods and services rose
reform measures include continuedhbout 15 percent in real terms over the
privatization and lessened restrictiongour quarters of 1994, reflecting the vig-
on foreign investment. Further mea-orous growth of U.S. income during the
sures could be required if inflation andyear. Imports of computers continued to
the exchange rate do not respond asxpand extremely rapidly in real terms.
projected. Of the other import categories, imports

The nominal U.S. trade deficit in of machinery and automotive products
goods and services increased to abowtere particularly buoyant. Import prices
$110 billion in 1994, compared with rose about 4 percent in 1994, influenced
$75 billion in 1993. Imports grew by depreciation of the U.S. dollar,
noticeably faster than exports, as U.Sincreases in world commodity prices,
growth about equaled that of U.S. tradand a rebound in oil prices, which had
ing partners and as the lagged effectdeclined in 1993 and early 1994.
of dollar appreciation during 1993 con- In the first three quarters of 1994,
tinued to be felt. The current accountrecorded net capital inflows were sub-
deficit averaged about $150 billion at arstantially larger than those of 1993, an
annual rate over the first three quarterdncrease that coincided not only with
Net investment income moved from athe growing current account deficit, but
small positive to a moderately negativealso with a sharp swing in unrecorded
figure in 1994, reflecting recovery oftransactions in the U.S. international
foreign earnings on direct investment inaccounts, from a positive figure in 1993
the United States and the effects ofo a negative one in the first three quar-
higher interest rates on high and risingers of 1994
U.S. net external indebtedness. _

Based on initial estimates for the 1 In effect, recorded net capital inflows in the

first three quarters of 1994 were larger than neces-

fqurth quarter, exports .Of goods and Ser§ary to ba?ance the rising current e?ccount deficit.
vices grew 10 percent in real terms duryioreover, outflows of currency to foreigners, an
ing 1994. Computer exports continuedtem that is not reflected in recorded transactions
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Among the recorded capital flows,Labor Markets

increases in foreign official assets in th%mployment rose substantially in 1994.
United States were substantial in 1994ne total number of jobs in the nonfarm
but were somewhat smaller than insector of the economy increased 3.5 mil-
1993. In particular, the large reservgion over the twelve months ended in
accumulations in 1993 by certain develpgcember, after a gain of 2.3 million
oping countries in Latin America experi- qyring 1993 About a quarter of a mil-
encing massive private capital inflowsjion of the rise in jobs during 1994 was
were not repeated in 1994. .in the government sector, mostly at the
_ U.S. net purchases of foreign securijocal level. Job growth in the private
ties, particularly bonds, fell sharply fromontarm sector amounted to 3.2 million,
record 1993 levels. Private foreign netne |argest gain since 1984. Increases in
purchases of U.S. securities also fell, buymployment at nonfarm establishments
only slightly. Rising interest rates onyere sizable in each quarter of 1994. A
bonds denominated in dollars and manyyrther gain in payroll employment,
other major currencies produced capitamajler than the average increase of the
losses for U.S. holders of Iong—termpast year, was reported in January of
bonds and resulted in flows out of U.Sihjs year: however, total labor input rose
global bond funds. In the first threeconsiderably faster than employment in
quarters of 1994, U.S. investors madganyary as the workweek lengthened.
heavy net purchases of stocks in Japan; producers of goods boosted employ-
Japan alone accounted for more thament more than half a million in 1994.
one-third of all U.S. net foreign stock The job count in construction increased
purchases. In_ developing countriesghout 300,000 over the year; employ-
those that received the largest net equitiyent at general building contractors rose
inflows from U.S._ investors in 1993 briskly for a second year, as did the
(Hong Kong, Mexico, Argentina, Bra- nymbper of jobs at firms involved in spe-
zil, and Singapore) were less favored by;jg| trades related to construction. The
investors in 1994, while interest pickedyymber of jobs in manufacturing
up in a wide assortment of other develincreased about 275,000 during 1994,
oping countries, including South Korea,after five years of decline. Producers of
Chile, Indonesia, China, India, and Perugyraples accounted for most of the rise
The first three quarters of 1994 alsqp, manufacturing employment; among
witnessed a revival of foreign directihege producers, job gains were wide-

U.S. direct investment abroad remainegroduce nondurables rose slightly in

at near-record levels. The direct investyyig| as advances in some industries—
ment inflow was swelled by takeoversgch as printing and publishing and rub-
of U.S. companies and by the revival ofher gng plastics—were partly offset by
profits and reinvested earnings reportegontinued secular declines in the num-
by affiliates of foreign companies in theper of jobs in industries such as apparel,
United States. tobacco, and leather goods. The average

and, therefore, is a part of unrecorded net infows 2. The Bureau of Labor Statistics has
in the international accounts, increased substamnnounced that the level of nonfarm payroll
tially in 1994, suggesting that the other unre-employmentin March 1994 will be raised 760,000
corded outflows of capital may have been evemwhen revised estimates are released this summer.
larger than the published data on errors and omisFhe revision may lead to larger estimates of job
sions indicate. growth in both 1993 and 1994.
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workweek in manufacturing, which hadholds. After ticking up in January 1994,
stretched out in 1992 and 1993 whemwhen a redesigned household survey
factory employment was declining,was implemented and new population
lengthened further in 1994, rising to newestimates were introduced, the civilian
highs for the postwar period. The highunemployment rate turned back down in
fixed costs that are associated with add-ebruary and declined in most months
ing new workers probably continued tothereafter. The rate increased last month,
be an important factor in firms’ deci-to 5.7 percent, but was still a full per-
sions to rely still more heavily on acentage point below that of a year ear-
longer workweek as a way to boostlier.3 Appreciable net declines in unem-
labor input. Growth of factory output ployment rates have been reported over
surpassed the rise in labor input by dhe past year for nearly all occupational
sizable amount in 1994, a reflection ofand demographic groups.
substantial gains in productivity that Data on the reasons why individuals
were realized in this sector of the econare unemployed seem to be tracing out
omy in the most recent year. patterns fairly similar to those seen in
Employment in the private service-previous business cycles. Most notably,
producing sector rose nearly’2million the number of persons who are unem-
during 1994, after a gain of 2 million in ployed because they lost their last job
1993. The number of jobs in retail tradehas declined sharply, on net, over the
increased about 800,000 over the yeapast year. The number of individuals in
Auto dealers, stores that sell buildingthis category had soared earlier in the
materials, and those that sell general990s, when the economy was strug-
merchandise were among the retail outgling to gain momentum and many large
lets that reported impressive gains. Hircompanies were restructuring their
ing at eating and drinking places alsomoperations. However, with the more
moved up briskly; after three years ofrecent decline, the number of these “job
slow growth around the start of thelosers,” measured as a percentage of the
decade, hiring at these establishmentabor force, has moved back toward the
has increased substantially in each dbws of the late 1980s. Much of the
the past three years. Employment atlecline in the number of job losers this
firms that supply services to other busipast year has been among workers who
nesses rose about 710,000 in 1994, evemere permanently separated from their
more than in 1993. Once again, jobprevious jobs. The number of persons
growth within this category was espe-unemployed for reasons other than the
cially rapid at personnel supply firms—Ioss of a job (that is, the sum of “job
those that essentially lease the servicdeavers” and new entrants or re-entrants
of their workers to other employers,
often on a temporary basis. Employment——
at businesses that supply health services3. Research undertaken by the Bureau of Labor

increased a quarter of a million in 1994 Statistics suggests that the unemployment rate
\Wwould have run about two-tenths of a percentage

a,b,OUt the Sa_me as the gain in 1993;5oint lower in 1994 but for the changes that were
hiring at hospitals has flattened out ovefntroduced in January of last year. Other series
the past couple of years, but elsewher&om the household survey were also affected by

in the health sector jOb grovvth has conthe introduction of the new survey and the revised
. . . population estimates; therefore, data for the period
tinued at a rapid clip. . . . starting in January 1994 are not directly compa-
Strength also was evident in 1994 inapje with those for the period ended in December

data from the monthly survey of house-1993.
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unable to find work) has also declinedhe average rate of rise in output per
over the past year. As in other busineshour in the nonfarm business sector
cycles, the number of these individualsamounted to slightly more thar¥d per-
measured relative to the size of the labocent, up only modestly from an average
force, has been displaying a cyclical patrate of rise of abou® percent during
tern considerably more muted than thamost of the 1970s and 1986s.
of job losers. The rate of increase in hourly com-
Growth of the civilian labor force— pensation moved down another notch in
which consists of the individuals who1994. The employment cost index for
are employed and those who are seekingrivate industry, a measure of hourly
employment but have not yet found it—Ilabor costs that comprises both wages
picked up a bit in the second half ofand benefits, rose 3.1 percent during the
1994 and in early 1995. However, evertwelve months ended in December
with these increases, the cumulative ris&994, after increases of 3.6 percent in
in the labor force in the current busines4993 and 3.5 percent in 1992. The rise
expansion has been relatively smalin the wage component of compensation
compared with the gains recorded inwas slightly less than that of 1993, and
other recent expansions; growth of thehe rate of increase in hourly benefits
working-age population has been sloweslowed appreciably. Increases in bene-
this decade than it was in the expansionfits were restrained, in large part, by
of the 1970s and 1980s, and the share @nother year of deceleration in health
the population participating in the laborcare costs and a further slowing in work-
force, which trended up in earlier expan-ers’ compensation insurance costs. The
sions, has changed little, on net, duringise in nominal compensation per hour
this one. in 1994 was the smallest yearly increase
According to preliminary data, outputin the fifteen-year history of the series,
per hour of labor input in the nonfarmthe previous low of 3.2 percent having
business sector increased 1.4 percenbme midway through the expansion of
over the four quarters of 1994, after ahe 1980s. Toward the end of that
rise of 1.8 percent in 1993 and stilldecade, as bidding for labor resources
larger gains in 1992 and 1991. Over théntensified, increases in compensation
business cycle, productivity gains typi-
Ca"y ar_e Iargest_ in the early years of 4. Whether even this small degree of improve-
expansion, and, in that regard, the recement in the productivity trend will stand up
experience does not appear to bérough future revisions of the data is not clear.
unusual. Abstracting from cyclical For ?Xarl‘\“lg';inatfﬂgnngggsufg?;‘gn‘iigf“r'gidsjélt?\fitthizt
Va”atlor." the trend of productivity ?P{S Igr\llgice of an appropriate set o? prices toybe
growth in recent years seems to hav@sed in valuing the output of goods and services.
picked up somewhat from the unusuallyCurrently, aggregate output is tallied by using the
sluggish pace that prevailed througtprices of 1987, but some major changes in relative
much of the 1970s and 1980s, but, at thgrices have taken place since then, the most
. . ! ! notable of which is a huge decline in the price of
same time, the pickup has not beer&fﬁce and computing equipment. Using the prices
nearly so large as some anecdotal a more recent year to gauge real output would
reports might appear to suggest. Foresult in less weight being given to office and
example, from late 1988 to late 1994, ar§omputing equipment and, in turn, a smaller con-

. . . tribution from this rapidly growing category to
interval of time that is long enough to rowth of real output. All else equal, the growth of

capture all the phases that PrOdUCtiVit)groductivity would also be negatively affected by
goes through during the business cycleswitching to the prices of a more recent year.
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moved up for a time to around 5 percentaterials. Prices of primary industrial
a year. inputs, which had moved up sharply
Unit labor costs in the nonfarm busi-during 1993, continued to surge in 1994,
ness sector rose 2.0 percent over thend price increases for intermediate
four quarters of 1994 after an increasenaterials accelerated as the year pro-
of just 0.6 percent over the four quartergressed. Prices of imports also picked
of 1993. In manufacturing, a sector ofup somewhat, influenced by the depre-
the economy in which productivity hasciation in the exchange value of the
advanced quite rapidly in recent yearsgollar; as was true in the domestic econ-
a rise in output per hour of 4.6 percenbmy, the largest price increases for
during 1994 more than offset a modesimported goods were those for materi-
increase in hourly compensation, andls. Gains in productivity apparently
unit labor costs declined noticeably for aenabled manufacturers of finished goods
second year. to absorb these increases in the costs of
domestically produced and imported
) materials without raising their own
Price Developments prices very much.
Although price increases picked up in Early this year, materials prices con-
some parts of the economy in 1994, théinued to surge. The producer price
broader measures of price change corirdex for crude materials other than food
tinued to yield readings that were quiteand energy jumped 3 percent in January,
favorable. The rise in the total CPl wasto a level about 1%- percent above that
about 24 percent in 1994, the same af a year earlier. Further along in the
the increase during 1993. The CPproduction chain, the PPI for intermedi-
excluding food and energy also roseate materials other than food and energy
about Z4 percent over the four quartersrose 1 percent last month; the index has
of 1994, after increasing slightly moremoved up 6 percent during the past
than 3 percent in 1993. The producetwelve months, the largest such rise
price index for finished goods increasedince the late 1980s, when the twelve-
1% percent during 1994, after edging upmonth rate of increase in intermediate
just ¥ percent during the previous yearmaterials prices topped out at slightly
As in 1992 and 1993, the past year'snore than 7 percent. By contrast, the
increases in all these price indexe$PI for finished goods other than food
were among the lowest readings of thand energy again showed only a modest
past quarter-century. Measures of inflaincrease in January. Since mid-January,
tion expectations held steady in 1994the prices of a number of industrial com-
but continued to show readings thamodities have backed away from earlier
were somewhat higher, on averagehighs, but, given the volatility that these
than the actual rates of price increaserrices sometimes exhibit, the experience
Price data for January of this year weref a few weeks may not signal the emer-
less favorable than those of 1994: Thegence of a new trend.
total CPI moved up 0.3 percent last In the CPI, the prices of commodities
month, and the CPI excluding food andother than food and energy rosi&Jer-
energy jumped 0.4 percent, the largestent over the four quarters of 1994,
monthly rise in that measure since latebout the same as the rise of 1993.
1992. Prices of new cars and new trucks,
The pickup of price increases last yearesponding to strong demand and, at
was confined largely to markets fortimes, shortages in the supply of some
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models, moved up faster than prices irtally produced farm products, which, in
general; prices of used cars rose espédrn, were pulled down by the huge
cially rapidly for a third year. The increases in crop and livestock produc-
prices of tobacco products, which hadion noted previously. With beef and
fallen sharply in 1993 when producerspork prices declining over the year, the
made steep one-time price reductionsCPI for meats, poultry, fish, and eggs
turned back up in 1994, rising moder-changed little in total. Retail prices
ately over the four quarters of the yearof dairy products rose only a small
By contrast, prices of home furnishingsamount. Prices of foods that are more
changed little over the year, and the CPheavily influenced by the costs of non-
for apparel fell noticeably. In Januaryfarm inputs also showed only small
1995, the CPI for goods other than foodo moderate advances in 1994: The
and energy jumped 0.4 percent; this risencrease in the CPI for prepared foods
followed a string of months in which the amounted to about2 percent, slightly
index had increased very slowly. less than the previous year's increase,
The CPI for non-energy services, aand, for a third year, the rise in the
category that accounts for about half oprice index for food away from home
the total CPI, rose slightly less thanwas less than 2 percent. Coffee was the
3Y> percent over the four quarters ofonly item in the CPI for food to show
1994, after an increase of abodtsder- sustained price acceleration; freeze
cent in 1993. The increase in thesalamage to the crop in Brazil caused
prices in 1994 was just a bit more tharworld prices of raw coffee to surge and
half the rise that was recorded in 1990led to a price rise of more than 50 per-
when CPI inflation hit its most recentcent at retail over the four quarters of
peak. Prices of medical services contin1994. Fresh vegetable prices, which
ued to slow in 1994, and airline farestend to be especially sensitive to
which have been an especially volatileshort-run supply developments, took a
category in the CPI in recent years, feljump toward year-end after Hurricane
appreciably after having risen sharplyGordon had damaged crops in Florida,
the previous year. However, auto financéut the run-up was partly reversed last
charges turned up, and the rate of rise imonth.
owners’ equivalent rent, a category that The CPI for energy rose about
has a weight of nearly 20 percent in thel¥> percent during 1994, after edging
total CPI, rose slightly faster over thedown ¥ percent in 1993. Gasoline
four quarters of 1994 than it had duringprices increased %4 percent over the
the corresponding period of 1993. Likefour quarters of 1994, reversing the
the prices of goods, the CPI for non-decline of the previous year. Much of
energy services accelerated sharply ithe increase in gasoline prices came in
January of this year. the third quarter and followed, with a
In 1994, for a fourth year, neithershort lag, a second-quarter rise in crude
food prices nor energy prices providedil prices, which were moving back up
much impetus to the inflation processfrom the low levels of late 1993 and
The consumer price index for foodearly 1994. Prices of other energy prod-
rose a shade more thany/22percent ucts exhibited brief periods of rapid
over the four quarters of 1994, abouincrease, but sustained upward pressures
the same as the rise of 1993. Food pricea these prices did not materialize. Fuel
in 1994 were restrained, in part, byoil prices shot up temporarily early in
sharp declines in the prices of domesti1994, when stocks were pulled down for
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a time by cold weather in the MidwestMonetary and Financial
and the Northeast; later in the year, howDevelopments
ever, stocks were replenished and the
earlier price increases were more thaWVith the economy generally strong,
reversed. Natural gas prices followed dinancial markets in 1994 and early 1995
pattern similar to the price of fuel oil, have been characterized by somewhat
rising sharply in the first quarter of themore rapid growth in private debt and
year but falling back thereafter, to aby higher interest rates. The increase
fourth-quarter level that was aboutin interest rates reflected, in part, the
2¥4 percent lower than that of a yearpolicy actions of the Federal Reserve.
earlier. Electricity prices rose only Concerned about inflationary pressures
slightly during the year. In January ofresulting from rapid economic growth
this year, energy prices were up moderand dwindling margins of available
ately in the CPI. resources, the Federal Reserve firmed
With the favorable inflation perfor- policy on seven occasions. These
mance of the past year, the average ratetions were taken to foster a financial
of rise in the total CPI since the businesenvironment more likely to be consis-
cycle trough in early 1991 has beertent with sustained economic growth
2.9 percent at an annual rate. Excludingnd low inflation. In total, the policy
food and energy, the rate of rise hasightenings raised the federal funds rate
been 3.3 percent at an annual rate. Inflddy a cumulative 3 percentage points
tion rates lower than these have nobetween early February 1994 and early
been sustained through the first fewrebruary 1995. Other short-term rates
years of any business expansion sincese by similar amounts. Over this span,
that of the 1960s, when both the CPkhe Board of Governors hiked the dis-
and the CPI excluding food and energycount rate on four occasions by a total of
showed average rates of increase of les¥/4 percentage points.
than 1.5 percent during the first four Longer-term rates increasedzlper-
years after the business cycle trough ofentage points to 3 percentage points on
early 1961. Average rates of pricebalance since January 1994, with the
increase during the current expansiofargest increases posted at intermediate
have been much smaller than thosenaturities. In addition to the policy
reported during the expansion that begaactions, these rates were boosted
in the mid-1970s. They also have beethrough much of 1994 by greater-than-
somewhat smaller than those reportedxpected underlying strength in the
during the first few years of the expan-economy and the resulting higher de-
sion that began in late 1982, a periodnand for credit, as well as by upward
when price increases were braked in parevisions to expectations in financial
by unusually steep declines in oil pricesmarkets about the policy tightenings that
In measuring the progress that has beemould be required to counter an incipi-
made toward bringing the economyent increase in inflation. Since late last
closer to the goal of long-run pricefall, however, the extent of Federal
stability, the ratcheting down of the rateReserve actions, along with incoming
of price advance from cycle to cycledata suggesting some moderation in the
since the 1970s is perhaps an even mopace of expansion, have calmed infla-
meaningful indicator than the favorabletion fears and trimmed estimates of the
trends in the annual price data of recengventual rise in short-term interest rates.
years. As a consequence, longer-term rates
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have retraced some of their earlieoffset by lower growth in government
upward movements. debt. The effects of the strong economy
Increases in intermediate- and longon government expenditures and
term rates over the course of the yeareceipts, policy moves to reduce the
caused significant capital losses fofederal deficit, and retirements of tax-
some investors. Well-publicized lossesexempt securities that had been
at a number of investment funds in theadvance-refunded all contributed to the
first half of the year, along with substan-slowdown in government borrowing.
tial portfolio reallocations in view of the  Banks funded much of the pickup in
changed economic and financial outtheir loans with nondeposit funds and, in
look, may have contributed to increasedhe second half of the year, with sales of
financial market volatility at that time. securities. As a result, the doubling of
On the whole, however, risk premiumsloan growth was not reflected in signifi-
remained modest, and volatility ebbeccantly stronger expansion of the mone-
over the course of the year. Late in theary aggregates. M3, which was boosted
year, the tax-exempt securities markeby relatively heavy issuance of large
dipped following the bankruptcy of CDs, rose ¥ percent, a somewhat
Orange County that resulted fromlargerincrease thanin 1993. With banks
mounting losses in its investment fundpricing savings and small time deposits
but the effects, beyond those on theainaggressively as market interest rates
fund'’s investors, proved to be small andose, M2 grew 1 percent over the year,
short-lived. somewhat below its3k percent pace in
One consequence of the higher and993. The increase in market interest
more volatile long-term interest ratesrates relative to rates on transaction
was a shift in business borrowing awaydeposits slowed the growth of M1 to
from the capital markets and towardjust 2/ percent from the double-digit
shorter-term sources, such as bank&creases posted in 1992 and 1993.
This shift, which reversed the move The foreign exchange value of the
toward long-term financing that dollar declined in terms of the other
occurred as bond yields fell in 1992 andG-10 currencies last year, even as the
1993, was marked by the first annual.S. economy expanded briskly and
increase in bank business loans in sevnterest rates rose. In part, the weakness
eral years. Consumer lending also accelwas the result of unexpectedly strong
erated in 1994, as the improved ecogrowth abroad, especially in Europe,
nomic outlook encouraged increased usehere the recovery in many countries
of consumer credit. Higher interest ratesvas more rapid than had been antici-
likely held down household mortgagepated. As a result, long-term interest
debt growth, in that the resulting declinerates in many of the other G-10 coun-
in refinancing activity limited the ability tries increased by amounts similar to
of households to “cash out” some ofrates in the United States. Heightened
the equity in their homes. Higher ratesconcerns about inflation prospects in the
also encouraged households to shift ttnited States may also have contributed
adjustable-rate mortgages, which offeretb the weakness of the dollar. Indeed,
lower initial interest costs. The debtthe dollar rebounded late in the fall
of all nonfinancial sectors increasedvhen tighter monetary policy evidently
5Y4 percent in 1994, about the sameeased those concerns. The dollar
increase as in 1993, as the pickup imeclined, however, in early 1995 amid
business and household borrowing wathe signs of slower U.S. growth and
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concerns about the implications for thepressures to build, while a more gradual
United States of turmoil in Mexican move would allow financial markets
financial markets. time to adjust to the changed environ-
ment. Although many market partici-
i pants seemed to anticipate a firming
The Course of Policy and Interest Ratesygye fairly soon, it would be the first
In early 1994, short-term interest rategightening in many years, and some
remained at the very low levels reachednvestors would undoubtedly reconsider
in late 1992, with the federal funds ratetheir portfolio strategies, possibly caus-
fluctuating around 3 percent—roughlying sharp movements in bond and stock
in line with the rate of inflation. The prices. In addition, a slower initial shift
Federal Reserve had maintained awould allow more time to assess the
accommodative policy stance throughstrength of the economy and the effects
out 1993. This stance was unusual so fasf the change in policy.
into the expansion phase of a business In the event, the Committee tightened
cycle, but it was believed to be necespolicy gradually through the winter and
sary because of a number of extraorearly spring. Pressures on reserve posi-
dinary factors that seemed to be inhibittions were increased by relatively small
ing growth. These factors includedamounts in February, March, and April;
efforts by households, firms, and finan-once market participants seemed to have
cial intermediaries to repair strainedmade substantial adjustments to the new
balance sheets, business restructurirgjrection of policy, a larger tightening
activities, and the fiscal contractionmove was implemented in May. Taken
associated, in part, with the downsizingogether, the four policy actions raised
of defense industries. the federal funds rate abou¥4percent-
During the recovery and expansionage points. The May policy action was
however, considerable progress hadccompanied by an increase %f per-
been made by households and buskentage point in the discount rate, voted
nesses in decreasing their debt-servidey the Board of Governors.
burdens, and lending institutions had Other interest rates moved up
succeeded in rebuilding their capitalbetween 1 percentage point and 2 per-
positions. By late 1993, the economycentage points as a result of these policy
was expanding rapidly, and incomingmoves, with the largest increases com-
data early last year suggested that mudng at intermediate maturities. Besides
of that momentum had likely carriedthe effect of the policy actions, longer-
over into 1994. In the circumstancesterm rates were boosted by incoming
continued accommaodative policy riskeddata suggesting continued robust
pushing the demands on productivegrowth, which heightened market con-
resources to levels that ultimately wouldcerns about a pickup in inflation and
be associated with increased inflationexpectations of further tightening by the
Consequently, the FOMC, at its meeting-ederal Reserve. In addition, uncer-
in early February 1994, agreed that poltainty about the timing and magnitude
icy should be moved to a less stimula-of future policy actions, as well as the
tive stance. capital losses that followed the tighten-
The pace at which the adjustment tdngs, encouraged investors to shorten the
policy should be made was less cleamrmaturity of their investments and reduce
A rapid shift in policy stance would their degree of leverage. The resulting
minimize the risk of allowing inflation portfolio adjustments likely contributed
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to increased market volatility and maythe policy move, while long-term yields
have intensified the upward pressure odeclined slightly, perhaps as a result of
longer-term interest rates. downward revisions to expectations of
Incoming data in the late spring andfuture tightening.
early summer suggested that the econ- In advance of the meeting in late Sep-
omy continued to expand significantly,tember, most market rates increased as
led by sales of business equipment, @mcoming economic data were seen in
rebound in nonresidential constructiorthe market as raising the likelihood of
following bad weather earlier in the higher inflation and the resulting need
year, and a pickup in inventory invest-for tighter reserve conditions. The data
ment. Inflation was of growing concern,suggested that the economy had not yet
as commodity prices increased rapidlybeen greatly affected by the tightening
and measures of slack suggested that tlie monetary policy: Employment was
economy was entering a range in whiclgrowing strongly, and final sales, espe-
pressures on broad price indexes mightially of consumer goods, appeared to
begin to build. In part reflecting this have firmed. Manufacturing activity had
concern, long-term rates moved up, andontinued to expand rapidly, boosted in
the dollar weakened. Given the relapart by an increase in motor vehicle
tively large policy action in May, how- production. Given the uncertain dura-
ever, the Committee decided to take nadion of lags between changes in mone-
action at the July meeting and to waittary policy and the resulting effects on
for more information on the perfor- the economy, however, it was not clear
mance of the economy. The Committeavhether the effects of the earlier interest
saw the possible need for tighter policyrate increases were smaller than had
however, and issued an asymmetribeen expected or were still in train.
directive to the Federal Reserve Bank ofAnother possibility was that the under-
New York suggesting that policy would lying momentum of the expansion was
respond promptly to evidence ofgreater than had been evident earlier.
increased inflation pressures. Given these uncertainties, the Commit-
In the interval between the Commit-tee took no immediate tightening action
tee meetings in early July and mid-at its September meeting. As in July,
August, the economy continued tohowever, the Committee agreed to an
expand robustly, and, coming into theasymmetric directive suggesting that the
August meeting, it appeared that thdikely direction of any move over the
markets expected a small furthelintermeeting period was toward addi-
increase in reserve pressures. At ittonal restraint.
meeting, the Committee agreed that a Broad measures of inflation remained
prompt further tightening move wasmoderate through the fall in spite of
needed to provide greater assurance thabntinued substantial economic growth
inflationary pressures in the economyn an economy that was running close to
would remain subdued, and the memits estimated potential. Nonetheless,
bers chose a tightening action somewhaitrong economic data and continued
larger than had been expected by thapward pressure on prices at earlier
markets. A rise off2 percentage point stages of production apparently height-
in the discount rate, voted by the Boarcened investors’ inflation concerns, as
of Governors, was allowed to showwell as expectations of future policy
through fully to the federal funds rate.tightenings. Consequently, most market
Short-term market rates rose followinginterest rates rose appreciably between
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the September and November meetingspunicipalities that had invested in the
with the largest increases occurring afund. In addition, investors had to con-
intermediate maturities. At the Novem-sider the likelihood of other state and
ber meeting, the Committee member¢ocal governments having similar invest-
agreed that the stance of policy was nament difficulties. Over the following
sufficiently restrained given the cleardays and weeks, however, only a few
risks of higher inflation. As a result, other problem situations emerged, and
they chose a sizable firming of monetanthey were on a much smaller scale.
policy, tightening reserve conditions in In the period leading up to the
line with the increase o¥s percentage December meeting, incoming data con-
point in the discount rate approved bytinued to show robust growth and sub-
the Federal Reserve Board. dued inflation. The Committee felt that
The yield curve flattened appreciablythe effects on economic activity of the
in response to the larger-than-expectepolicy actions during the year, and espe-
policy action. The increase in the federatially the substantial tightening moves
funds rate pushed up most short-ternn the second half of the year, were not
interest rates. Long-term rates increaseget visible, owing to the lags in the
initially, but in late November and effects of monetary policy on the econ-
early December these rates more thaomy. As a result, the Committee decided
reversed the earlier increases. Evidentlyp take no further policy action at the
market participants ultimately inter- meeting, and to await additional infor-
preted the substantial policy tighteningmation on the underlying strength in the
as demonstrating the Committee’s inteneconomy and the effects of the earlier
tion to take the actions necessary t@olicy actions. This decision was rein-
contain inflation at relatively low levels. forced by concerns that the financial
By contrast, intermediate-term ratesnarkets might be somewhat unsettled
increased over the weeks following theowing both to the usual year-end adjust-
November meeting as a variety ofments and to uncertainty about the
incoming data indicated that the econoeffects and incidence of the sizable mar-
my’s growth had accelerated further inket losses sustained by some investors
the fourth quarter and additional tighten-over the year. In view of the substantial
ings might be required to slow growth tostrength evident in the incoming data,
a more sustainable pace. By the time ofiowever, the Committee again chose an
the December meeting, rates on twoasymmetric directive pointing toward
year Treasury notes were only a littlefurther restraint.
below those on thirty-year Treasury In advance of the Committee meeting
bonds, although both yields remainedt the end of January, broad measures of
well above short-term rates. inflation remained modest, although
Financial markets were focused inanecdotal reports suggested that some
early December on the failure of anfirms intended to raise prices early in the
investment fund run by Orange Countynew year. Incoming data on production
California, and the subsequent bankand employment continued to be upbeat,
ruptcy of the county itself. The munici- with healthy growth reported in virtu-
pal securities market bore the brunt ofilly all industries and regions. Some
these developments, with rates rising foindicators, however, raised the possibil-
a time relative to those on comparablaty of a slowing in the pace of the expan-
Treasury issues. The failure had a sulsion. Nonetheless, output growth in the
stantial effect on the finances of thefourth quarter was the fastest of the year,
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and the Committee felt that, with outputpublic to obtain this added detail and

and employment at or even beyond estithe Committee’s need to debate policy

mates of their sustainable levels, théssues openly and without the sort of

risks of rising inflation were still consid- restraint that more rapid disclosure

erable. As a result, the Board of Govermight generate.

nors voted an increase &% percentage

point in the discount rate, and the Com- . .

mittee agreed to allow the increase to b&redit and Money Flows in 1994

fully reflected in the federal funds rate.The debt of all nonfinancial sectors grew

Because it had been widely anticipate®¥s percent in 1994, somewhat below

in the financial markets, other interesthe middle of its monitoring range of

rates and the foreign exchange value of percent to 8 percent, and about the

the dollar were little affected by the same increase as that of a year earlier.

policy action. Interest rates turned dowrMore rapid growth of private-sector debt

subsequently, as additional informatiorwas offset by slower growth of public-

on the economy seemed to reinforcesector debt. As long-term rates rose well

the possibility that a slowdown was inabove their late 1993 lows, private-

process. sector borrowing shifted toward shorter-
At the same meeting, the Committegerm sources of funds. In part as a result

also formally adopted two practices thabf this shift, financial intermediaries

had been followed on a provisional basis

dUring 1994. First, the Committee VOteCt-‘,ro\Nth of Money and Debt

to continue to announce any change iBgcent

the stance of policy on the day the deci

sion is made. These announcements,wveasuement 11 | o | Domestic
which had followed each of the policy period financial
tightenings agreed to in 1994, are in-
tended to minimize any confusion andyear 4 8o 96 o1
uncertainty about the stance of policy. Irigs1.... .. .| 5.4 93 124 9.9
addition, a public announcement ensure B 92 99 06
that all financial market participantsiess...........] 104 122 99 1138
have the same access to informatioh®* 55 81 109 144
regarding changes in monetary policy19es........... 12.0 87 76 141
Second, the Committee agreed to con}g86 """""" 12 93 89 185
) g 87. e 6.3 4.3 57 102
tinue releasing the transcripts of Comqgge. -1 43 25 g5 &0
mittee meetings with a five-year delay.
The published minutes of Committeejgey-—--} 75 36 17 33
meetings, which are available soon aftergoz........... 14.3 2.0 5 4.7
the subsequent meeting, provide a reldges -1 195 L0 19 52
tively complete summary of the argu-
ments presented and the reasons for o ratey
policy choice. The transcripts provide1994:Q21 -------- 3% 113 1-63 %%
additional information, however, that &3 .../ 24 8 20 4.4
may be of use to those interested in the Q4 ------ -1z -4 17 55

details of the policy process. The Com- 1. From average for fourth quarter of preceding year to
mittee decided that a five-year delayrverage for fourth quarter of year indicated.

: 2. Adjusted for shift to NOW accounts in 1981.
StI‘UC!( an approprlate balance between 3. From average for preceding quarter to average for
the right of interested members of thejuarter indicated.
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supplied a larger share of new debt thaim mortgage debt because some house-
they had for several years. Much of theholds had taken the opportunity afforded
depository credit growth was fundedby refinancing to cash out a portion
with nondeposit funds, however, andof the equity in their properties. Higher
growth in the broad monetary aggretates on fixed-rate mortgages also
gates, which consist primarily of depos-induced many borrowers to shift to
its, remained subdued. adjustable-rate mortgages that carried
Debt growth both in the federal and inmuch lower initial rates. Concessional
the state and local government sectorstarting rates and the growing use of
slowed last year. Growth of federal gov-adjustable-rate contracts with initial
ernment debt was smaller because of thiexed-rate periods lasting several years
narrowing of the federal budget deficit.also may have contributed to this shift.
The outstanding volume of state andOver the last few months of the year
local government debt actually declinedabout half of all new home mortgages
as bonds that previously had beenvere of the adjustable-rate variety. The
refunded in advance of their earliest calshift to adjustable-rate mortgages and
date were retired. Much of the bulgethe sluggish adjustment of consumer
in tax-exempt issues in 1993 had beetoan rates mitigated the effect of higher
for the advance refunding of higher-cosimarket interest rates on household debt-
debt issued in the 1980s. These offerservice burdens.
ings subsided early in 1994, as the The debt of nonfinancial businesses
amount of bonds eligible for advanceexpanded in 1994 after three years of
refunding dwindled and borrowing costsstagnation. Earlier efforts to restructure
rose. balance sheets by increasing equity capi-
Household debt growth increasedal and refinancing higher-cost credit
modestly in 1994, as an acceleration imppeared to leave businesses in a better
consumer credit was partly offset byposition to increase debt in 1994, as the
slower growth in mortgage debt. Thesector's debt-service burden had fallen
pickup in consumer debt reflected, inabout one-third from its peak five years
part, increased demand for consumeegarlier. A decline in equity issuance, per-
durables. In addition, responses to Fediaps resulting from the lackluster per-
eral Reserve surveys of banks indicatetbrmance of the stock market, may also
that many respondents were more willhave boosted business borrowing. Busi-
ing to extend credit to households lashess financing needs were strengthened
year, which may have led them to easby increased spending on capital and
terms and standards on consumer loangwentories, as well as merger and
Indeed, spreads between consumer loatquisition activity. The total value of
rates and market rates narrowed signifimergers and acquisitions increased
cantly last year, as increases in loasubstantially last year, and the share of
rates lagged those in market interestuch activity requiring cash payments
rates. Consumer credit may also havéo shareholders—rather than swaps of
been boosted somewhat by the increasesthares—rose sharply, although it re-
use of credit cards offering rebates omained below the levels reached in the
other incentives. Rising mortgage ratesate 1980s.
in 1994 greatly reduced the volume of Rising and more volatile long-term
mortgage refinancings from the veryinterest rates encouraged businesses to
high levels reached in 1993. The refi+ely more heavily on short-term debt in
nancings had contributed to an increas&994. This shift was reinforced by
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changes in supply conditions in various In 1994, thrift sector credit expanded
markets. Capital losses early in the yeafor the first time in several years, as the
likely caused some of those supplyingResolution Trust Corporation virtu-
long-term funds to become more caually completed its liquidation of insol-
tious; for example, some savers backedent thrift institutions. In part, the
away from bond mutual funds. At theincrease in thrift sector credit also likely
same time, banks were loosening termeeflected the shift by households toward
on business loans as well as easing thefdjustable-rate mortgages. Thrift institu-
underwriting standards. Banks attributedions and banks find holding adjustable-
the easing of loan terms and standards t@te mortgages less risky than holding
increased competition for business cusfixed-rate mortgages, and so adjustable-
tomers from other banks and also fronrate loans are less likely to be securi-
nonbank lenders. The competitive postized and sold.
ture of banks likely reflected, in part, the With bank credit growth picking up
high level of profits earned by banks inand thrift sector credit rising, growth
recent years and the resultant strengtief depository credit in 1994 nearly
ening of their balance sheets. As a resulhatched that of total nonfinancial debt.
of these factors, bank business loan¥hus, the share of credit provided by
increased more than 9 percent, their firghese intermediaries stabilized last year
annual increase in several years. Othafter having declined substantially since
sources of short-term business finance,988. Despite the growth in depository
including commercial paper and financecredit, the broad monetary aggregates
company loans, also expanded over theontinued to expand sluggishly. Domes-
yeatr. tic banks funded much of their credit
The effect of the pickup in businessexpansion from non-deposit sources,
and consumer loans on bank credisuch as borrowings from their foreign
growth was partially offset by slower offices, that are not included in the
growth in bank securities holdings.monetary aggregates. Funds from these
Early in the year, banks purchased &ources are not subject to deposit insur-
significant volume of government secu-ance premiums, which may help account
rities, and reported levels of otherfor their recent rise. The broadest mone-
securities holdings were boosted bytary aggregate, M3, did pick up a bit as
an accounting chandgeMuch of this banks turned, in part, to large time
growth was reversed later in the yeardeposits to fund asset growth. M3
however, as banks used sales of secuixpanded about¥t percent, well above
ties to fund loan growth. Reported secuthe lower bound of its O percent to 4 per-
rities growth was also damped bycent annual range and a somewhat larger
declining securities prices. increase than that in 1993. Growth in
large time deposits topped 7 percent for
the year, marking the first annual

5. New Financial Accounting Standards Board; ; ; ;
rules, effective at the start of the year, limited theIrlcrease in this component since 1989.

ability of banks to net off-balance-sheet items for'\/IUCh _Of the, mcrgase in large t'me

reporting purposes. The new rules affected itemél€POSsits was in senior bank notes, which

such as swaps and options, the cash values of

which are reported on balance sheets in the other

securities category. ties into those that it intended to hold to maturity,
6. A Financial Accounting Standards Boardwhich could be reported at book value, and those

rule implemented at the start of the year requiredhat were available for sale, which had to be

each bank to divide its investment account securimarked to market.
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are not subject to deposit insuranceffered on retail balances. This consis-
premiums. tency suggests that, unlike the past few
M2 grew 1 percent in 1994—the years, the slow growth in M2 last year
lower bound of its annual range. Thewas not the result of portfolio shifts
slow growth reflected, in part, relatively toward bond and equity mutual funds.
sluggish upward adjustment of retaillndeed, the growth in M2 plus long-term
deposit rates. Rates on savings accountsutual funds ran slightly below the
and other checkable deposits (OCDs) percent pace of M2 growth. Net sales
including NOW accounts, respondedof equity mutual funds continued at a
about as slowly as they have in the padtigh level in 1994, although the pace of
to the increase in market rates, whilesales slowed somewhat late in the year.
the response of rates on small timé&equity fund sales were partly offset,
deposits was sluggish relative to hishowever, by outflows from bond mutual
torical norms. Evidently, banks believedfunds in the last three quarters of the
that generating increased retail depositgear. Apparently, falling bond prices and
would be more expensive than raisinggreater market uncertainty, and, perhaps,
wholesale funds given that higher retaireports of derivatives losses at some
rates would have to be paid on existingunds, led households to scale back their
liquid deposits and on time deposits asoldings of bond mutual funds in favor
they were rolled over, as well as on anyf investments that posed less risk of
new deposits. Increasing retail depositsapital loss. With deposit rates lagging,
would also require higher advertising,however, these outflows did not trans-
administrative, and deposit insurancdate into faster M2 growth. Some of the
costs. withdrawals from bond funds may have
In contrast to the previous severabeen invested directly in Treasury secu-
years, M2 behavior in 1994 was roughlyrities. Reflecting such portfolio shifts,
consistent with its long-run historical net noncompetitive tenders for Treasury
relation with movements in nominal bills, which had been negative in 1993,
income and opportunity costs as traditotaled more than $16 billion last year,
tionally defined—that is, the differenceand net noncompetitive tenders for Trea-
between rates on short-term instrumentsury notes also increased substantially.
(for example, Treasury bills) and those Consistent with its historical behav-
ior, M1 growth slowed sharply last

Monthly Average Net Sales of Shares year in response to widening differen-

in Long-Term Mutual Funds tials between market interest rates and

Millions of dollars those offered on transaction deposits.
VR—— — — M1 expa_nded only 2 percent—dovyn_
period Total funds funds substantially from the double-digit

Year

10,820 3.821 7000 . 7. The Treasury permits noncompetitive bids at
16.844 7.268 0,576 its auctions to make it easier for smaller, less
23,445 11,832 11,634  sophisticated bidders to participate. Those submit-
9,674 11,073 -1,399 ting noncompetitive tenders are assured of receiv-
ing the security, and the yield on the security they
17,438 13,744 3,694 obtain is the average issue rate established at the
10,128 10,935 -808 auction. The level of net noncompetitive tenders
%ggg 1&&2? :%'ﬁg during a period is the dollar volume of securities
' ' ' purchased under noncompetitive tenders less the
Note. Gross sales of shares less redemptions. volume of repayments of maturing securities that
SouRrck. Investment Company Institute. had been purchased under noncompetitive tenders.
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increases recorded the previous twoo December 1994. After displaying
years. Following the typical pattern,some strength at the start of 1994, the
demand deposits and OCDs were espeseighted-average foreign exchange
cially responsive to the rise in short-value of the dollar fell about 10 percent
term interest rates. On balance, demanfdom February through early November.
deposits edged up onle percent, com- Although U.S. growth continued to be
pared with growth of 13 percent in stronger than expected, market percep-
1993, as higher market rates encouragdibns about the strength of economic
deposit holders to economize on thesactivity in the other industrial countries
non-interest-earning assets. In additionyere also revised sharply higher as the
the turnaround reflected the decline iryear progressed. These changed percep-
home mortgage refinancing activity lastions led market participants to raise
year: Demand deposits had been boostabeir expectations of market interest
in 1993 because prepayments of securiates abroad, which, together with
tized mortgages were held primarily inincreased concerns over potential infla-
such deposits for a time before theytion pressures in the U.S. economy,
were distributed. The rates offered orput downward pressure on the dollar
OCD accounts adjusted slowly to highermgainst most foreign currencies. The
market rates last year, encouraginglollar rebounded somewhat at the
households to shift funds into higher-end of the year as the greater-than-
yielding assets. OCD growth also wasxpected tightening action by the Fed-
depressed by the introduction of sweegral Reserve in November reassured
account programs at some large banksnarket participants that U.S. inflation
In these programs, the portion of custisks were being addressed. In early
tomers’ OCD balances in excess of @995, however, with U.S. growth
predetermined level are swept intoappearing to moderate and the turmoil
money market deposit accounts at then Mexican financial markets raising
end of each day. concerns about possible implications for
In contrast to transaction deposits, théhe United States, the dollar declined on
currency component of M1 continuedbalance, nearly reaching its fall 1994
to register strong growth last year.low.
Currency increased %0 percent, the Long-term interest rates in major for-
same rise as 1993 and close to the reeign industrial countries generally rose
ord increase in 1990. As has been thduring the year. On average, yields on
case since 1990, much of the currencjoreign government issues with maturi-
growth appeared to reflect rapid expanties of ten years increased 200 basis
sion in U.S. currency circulating abroad points in the twelve months to Decem-
Informal reports suggest that foreignber, about the same as in the United
demand was particularly strong in 1994States. In Japan, where the evidence for
in Russia and the other former Soviet buoyant recovery remained somewhat
republics. mixed, long-term rates rose less. In con-
trast to long-term rates, foreign short-
) term rates were little changed on aver-
Foreign Exchange Developments age and even declined slightly in several
The trade-weighted foreign exchangeountries, including France and Ger-
value of the dollar in terms of the othermany. Major exceptions were Canada,
G-10 currencies declined nearlyfper- where short-term market rates rose
cent on balance from December 199&bout 300 basis points, and the United
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Kingdom, where they rose 100 basisttracted funds from markets upset by
points. In both countries, official lendingthe peso crisis.
rates were increased during the year to In contrast to its experience in terms
contain inflation risks in the face of vig- of the ERM currencies and the yen, the
orous economic growth. During the firstdollar appreciated in terms of the Cana-
few weeks of this year, foreign long-dian dollar nearly % percent during
term rates on average rose slightly fur1994. The relative weakness of the
ther, but they have since retraced moSCanadian currency appeared to reflect
of that rise. pressures arising from the increases in
During 1994 the dollar depreciatedU.S. short-term rates, concerns over
8 percent in terms of the mark andthe large fiscal deficits of the central
declined by similar amounts in terms ofgovernment and the provinces, and, at
the other currencies in the exchange ratiémes, perceived risks associated with
mechanism (ERM) of the Europeanpossible secession by Quebec. In the
Monetary System. The German econfirst few weeks of 1995, the Canadian
omy expanded over the year, and theollar weakened further, as markets
growth of the targeted monetary aggreapparently became more concerned
gate, M3, remained above target untibbout the large outstanding Canadian
the very end of the year. Market partici-federal and provincial debt and the per-
pants trimmed their expectations ofsistent federal government deficit. As a
further declines in official Bundesbankresult, market interest rates have risen
lending rates, and German long-ternfurther, and the Bank of Canada has
interest rates rose. The dollar deprecimoved up overnight rates several times,
ated by lesser amounts in terms of stefincluding an increase to match the
ling and the lira, both of which had beenupward shift in the U.S. federal funds
withdrawn from the ERM in 1992. The rate following the most recent FOMC
persistent strength of the U.K. recoverymeeting. In response, the Canadian dol-
raised concerns of renewed inflationar strengthened but, more recently, has
pressures there, and the political uncemgiven up some of these gains.
tainties in Italy and, to a lesser extent, in The dollar depreciated nearly 5 per-
the United Kingdom held back marketcent in 1994 against the currencies of
enthusiasm for the two currencies. major U.S. trading partners in Latin
The dollar also depreciated aboutAmerica and East Asia when adjusted
8 percent in terms of the yen during thefor relative changes in consumer prices.
year. At times, the dollar—yen rate fluc-The dollar appreciated sharply against
tuated in response to developments ithe Mexican peso, however, first in
U.S.-Japanese trade talks. The dollaviarch and more significantly during the
reached a historic low of 96.11 yen infinal two weeks of the year and in early
November and was very weak agains1995.
the German mark as well, and the Fed- In response to continuing downward
eral Reserve joined the U.S. Treasury ipressures on the peso and sizable losses
intervention purchases of dollars againsbf international reserves over the course
yen and marks at that time. Subseef 1994, the Bank of Mexico announced
guently, the dollar rebounded somewhapvn December 20 a 13 percent change in
in terms of the yen and European curthe lower bound of the range that it
rencies. In early 1995 the dollar weak-unilaterally had set for the peso—dollar
ened further, especially against theexchange rate. The peso immediately
mark, in part because that currencyell to the new lower limit, from about
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3.5 to 4 pesos per dollar, and reserven financial markets in other countries.
losses continued. As a consequence, the particular, equity markets in Argen-
Bank of Mexico on December 22 per-tina and Brazil had declined in vola-
mitted the peso to float and activated thdile trading. More generally, investors
North American Swap Facility, which appeared to be retreating from invest-
provides up to $6 billion of short-term ments in a variety of emerging market
funds to the Bank of Mexico, evenly economies, some of which have sub-
split between the Federal Reserve ansgtantial current account deficits, while
the Treasury, and an additional C$1 bil-others maintain fixed exchange rates that
lion from the Bank of Canada. pose the risk of becoming overvalued.
During the following days the pesoOn January 31 the Administration with-
remained volatile on exchange marketsdrew the request for approval of the
fluctuating in a range between 5 andyuarantee program and, with the support
nearly 6 pesos to the dollar. On Januef the bipartisan leadership of the Con-
ary 2 a package was announced totalingress, announced a new plan to provide
$18 billion in international financial sup- $20 billion to support financial stabiliza-
port for Mexico, including an increasetion in Mexico using the resources of
from $6 billion to $9 billion in the swap the Exchange Stabilization Fund (ESF)
facilities extended by the United Statesand, in the short run, the Federal
(again split between the Federal ReservReserve. On February 1 the Federal
and the Treasury), an additionalReserve’s swap line with the Bank of
C$500 million in the swap facility of the Mexico was increased further, to $6 bil-
Bank of Canada, $5 billion in credit lion, as part of this package. The pack-
supported by other central banks actingge will consist of short-term swaps,
through the Bank for International which will be provided by the Federal
Settlements (BIS), and $3 billion in Reserve and the ESF, and swaps with
credit from commercial banks. On Janumaturities of three to five years and
ary 6 the IMF began talks with Mexico securities guarantees with maturities of
on a standby arrangement in supporfive to ten years provided by the ESF.
of Mexico’s economic reform program, Repayment will be assured from the pro-
and on January 12, against the backseeds of exports of Mexican oil. Addi-
ground of increased turbulence in intertional multilateral support for Mexico
national capital markets, the Clintonincluded an increase from $7.8 billion to
Administration, with the support of the $17.8 billion in the funds provided by
bipartisan leadership of the Congresghe International Monetary Fund under a
announced a proposal to providestandby arrangement that was approved
$40 billion in guarantees on securities tmn February 1 and an increase from
be issued by Mexico in an effort to$5 billion to $10 billion in the short-
restore investor confidence. term credit supported by the central
Subsequently, the peso weakenebdanks of a number of major industrial
further as support within the Congressountries acting through the BIS.
for the guarantee proposal appeared to The peso rebounded during the week
decline. The Mexican stock market alsdollowing the announcement of the
continued to slide, and short-term pesdanuary 31 program and, on net, has
interest rates rose sharply. In late Janwsince held most of that gain in vola-
ary the peso reached a new low oftile trading. Through mid-February, the
6.55 pesos to the dollar amid signs thatlollar on balance has appreciated
problems in Mexico were having effectssubstantially against the peso since
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December 19, the day before the peso’srated further in the second quarter and
devaluation. was probably about flat, as measured
by real gross domestic product. The
inventory adjustment was especially

Report on July 19, 1995 large in the motor vehicle sector, which
accounted for much of the downswing
Monetary Policy and in manufacturing activity in the spring.
the Economic Outlook Homebuilding also showed marked
for 1995 and 1996 weakness, in part because builders hesi-

tated to start new projects until they

During 1994, spending by U.S. housecould work down stocks of unsold new
holds and businesses grew at an excepomes.
tionally rapid pace, and by the end of While output growth was stalling in
the year, demands clearly were taxinghe first half of this year, the still-high
the productive capacity of the economylevel of resource utilization of the
Pressures on resources were particulargconomy, as well as the effects of rapid
intense in sectors of manufacturing thaincreases in materials prices, contrib-
provide inputs for other producers, anduted to a pickup in inflation from
sharp increases in the prices of materialés 1994 pace. Nonetheless, by July it
and supplies signaled what could haveppeared likely that pressures on
been the first stage of a broader inflaresources and hence on prices were in
tionary process. A weakening of the dolthe process of easing. Materials prices
lar on foreign exchange markets as 199%ere showing signs of softening, and
began heightened that risk. To damm period of greater stability in the
these inflationary pressures and fostezxchange value of the dollar suggested
a sustainable economic expansion, théhat the rise of import prices might soon
Federal Open Market Committee inslow. With the threat of future inflation
February tightened policy somewhatthus reduced, the FOMC elected to ease
extending the series of actions underthe stance of policy slightly at its meet-
taken during 1994, and the Board ofing in July.
Governors approved &2 percentage The moderation in economic growth
point increase in the discount rate. and improvement in inflation prospects

The economy’s growth began to mod-over the first half of 1995 sparked a
erate in the first quarter of 1995. Amongconsiderable decline in market interest
the factors contributing to the slowingrates. The greater likelihood of signifi-
were the lagged effects of 1994’'scant progress toward a balanced federal
increases in interest rates on housinbudget also seemed to contribute to the
and other rate-sensitive sectors and théecrease in longer-term interest rates.
impact on U.S. exports of the sharp conintermediate- and long-term yields have
traction in Mexico’'s economy and fall fallen 1¥4 to 134 percentage points since
in the foreign exchange value of theyear-end 1994, with the decline in
peso. As final sales moderated, bustthirty-year fixed mortgage rates this year
nesses scaled back their desired invemeversing most of the increases regis-
tory accumulation. In some key sectorstered since early 1994. Lower interest
the slackening in sales was greater tharates, solid earnings growth, and pros-
anticipated, leaving firms with excesspects for sustained economic expansion
inventories. As businesses took steps thelped push most broad stock price
trim stocks, aggregate production decelindexes to record highs.
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The drop in longer-term interest rateserably, a move reflecting a widening gap
in the United States contributed tobetween capital expenditures (including
downward pressure on the foreignnventory investment) and internally
exchange value of the dollar in 1995generated funds, and also reflecting the
In terms of the currencies of the othelbalance sheet restructuring associated
G-10 countries, the dollar has declinedvith stock repurchases and a surge
7%> percent on balance. Over the pasin merger and acquisition activity.
half-year, foreign long-term interestAlthough the decline in long-term inter-
rates have fallen significantly as growthest rates this year has spurred a signifi-
prospects abroad have weakened, but lmant pickup in bond issuance and fixed
less than U.S. long-term interest rates. Inate mortgage borrowing very recently,
addition, the Mexican crisis was seen bythe increase in credit this year has been
market participants as having adverseoncentrated in short-term or floating-
implications for U.S. growth, espe-rate debt.
cially exports, and it contributed to the Depository institutions, as traditional
dollar's decline in terms of currenciesproviders of short-term and floating-rate
other than the peso in early 1995. Withcredit, have enjoyed a sharp increase in
the dollar at times under greater downioan demand. To fund the growth of
ward pressure than seemed justifietheir loan portfolios, banks and thrift
by fundamentals, the Federal Reservénstitutions pulled in more deposits,
acting on behalf of the Treasury and fomproviding a lift to growth of the broad
its own account, joined other centralmonetary aggregates. Indeed, M3 ex-
banks in concerted intervention inpanded at a % percent pace from the
support of the currency on severafourth quarter through June, slightly
occasions in 1995. In recent weeks, thexceeding the upper bound of its revised
dollar has fluctuated in a range someannual range. In their usual fashion,
what above the lows reached in theyields on small time deposits and money
spring. market mutual funds have adjusted with

Despite the slower expansion ofa lag to the declines in market interest
nominal spending this year, net borrates this year. Investors have responded
rowing by households and businesseBy shifting their portfolios toward these
remained substantial. In fact, total pri-assets, boosting M2 growth from the
vate credit flows strengthened, offsettindgourth quarter through June td/3per-
slower growth of federal debt and ancent at an annual rate. M2 velocity over
outright decline in state and local gov-the first half of 1995 is estimated to have
ernment debt; as a result, total domestibeld about steady, in marked contrast to
nonfinancial debt expanded at #&%er- the rise in M2 velocity over the previous
cent pace from the fourth quarter offive years.

1994 through May, a little faster than in  Unlike the broad monetary aggre-
1994. Credit supply conditions remainedyates, M1 has grown quite sluggishly
quite favorable, with banks continuingthis year. Low interest returns on trans-
to ease terms and conditions of lendaction deposits have encouraged house-
ing and with risk spreads in securitiesholds and businesses to move excess
markets persisting at quite low levelsbalances into higher-yielding M2 assets
Household borrowing this year has beeand also into market instruments. This
a bit more subdued than in 1994 but stilbrocess has been amplified by the
appreciable. Nonfinancial businessesxpansion of retail sweep accounts
have stepped up their borrowing consideffered by a few banks that allow
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customers to hold a lower averagdrack, growth of M2 in the upper half of
level of transaction balances. Currencyhis range in 1995 and near the upper
growth—although slower than thebound of the provisional range in 1996
double-digit pace of the last two years—would be consistent with the Commit-
has remained strong, boosted again bige’s expectations for nominal income
heavy foreign demands. growth. The existing range was retained
for next year in view of the lingering
uncertainties about the money—income
Money and Debt Ranges relationship and to serve as a benchmark
for 1995 and 1996 for the rate of growth of M2 that would
In setting ranges for money and debt irbe expected under conditions of rea-
1995 and 1996, the Committee notedonable price stability and historical
that the velocities of the monetaryvelocity behavior. The Committee also
aggregates have been behaving moreaffirmed the 3-to-7 percent range for
in line with historical patterns than wasthe debt aggregate and carried this range
the case earlier in the decade. Howforward on a provisional basis for 1996,
ever, financial innovation, technologicalconcluding that debt growth within this
change, and deregulation have blurredange would be expected to accompany
distinctions among various financialthe moderate economic expansion it was
instruments that can serve as savingseeking to foster.
vehicles and sources of credit. As a With regard to M3, the Committee
consequence, considerable uncertaintyad noted in its February 1995 report
remains about the future relationships ofo the Congress that the depressed
money and debt to the fundamentafgrowth of this aggregate in recent years
objectives of monetary policy; thereflected the balance sheet adjustments
Committee will thus continue to rely of banks and thrift institutions in re-
primarily on a wide range of other infor- sponse to the extraordinary strains they
mation in determining the stance ofexperienced in the early 1990s. The
policy. Committee observed that, as these insti-
The Committee retained its currenttutions returned to health and interme-
range of 1 to 5 percent for M2 for 1995diation resumed more normal patterns,
and chose the same range for 1996. 3 growth could pick up appreciably
M2 velocity continues on a more normaland the velocity of M3 might begin to
stabilize or even decline, as it had on
average over several decades before
1990. In the event, M3 has strengthened
considerably so far in 1995, apparently
for the reasons noted by the Commit-
tee in February. As a consequence, the

Ranges for Growth of Monetary
and Debt Aggregates

Percent

Aggregate| 1004 1005 | roVisional - Committee made a technical adjustment
1996 in its M3 range at the July meeting—to
M2 s s s 2 to 6 percent for 1995—and carried
M3 .01 04 26 226 that range forward on a provisional basis
Debt........ 4-8 37 37 into 1996. The Committee stressed that

NoTE. Change from average for fourth quarter of thiS change simply recognized the return
prs_cedir:jg Fy_ear tOfavgr%ge ffor: f%urth qyarterf_of yeaipf historical financing patterns and bore
indicated. Figures for debt of the domestic nonfinancia H H - H
sector are monitoring ranges. ho implications for the underlying thrust

1. Asrevised at the July 1995 FOMC meeting. of monetary policy.
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Economic Projections increases in the value of bond and
for 1995 and 1996 stock portfolios that have accompanied

The members of the Board of Governordhe decline in interest rates should
and the Reserve Bank presidents, all o¥trengthen aggregate demand more gen-
whom participate in the deliberations oferally. The strong competitive position
the Federal Open Market Committee©f the United States likely will bolster
generally anticipate that, after a weakiet export growth on balance over the
second quarter, the economy will experil’emainder of 1995. To be sure, the level
ence moderate growth in the second haff U.S. exports to Mexico probably
of 1995 and in 1996. For all of 1995, will remain depressed for some time,
this would produce growth that wasbut Mexico's external adjustment has
somewhat below forecasts made for thélready been substantial and further
February meeting. In line with thesedeclines in U.S. export demands from
expectations, the unemployment rate ithis source are likely to be less severe
the second half of 1995 may move ughan in the first half of 1995. Finally, the
somewhat from its recent relatively lowanticipated pickup in spending will help
level. businesses work off excess inventories
A number of factors should contrib- more rapidly and reduce the need for
ute to a pickup in demand and pro-further production cutbacks to bring
duction over coming months. Lowerinventories back in line with final sales.
interest rates, in particular, likely will The Board members and the Reserve
directly stimulate spending on housingBank presidents generally expect the
motor vehicles and consumer durablegjse in the consumer price index over
and business investment. Moreoverthe four quarters of 1995 to end up at

Economic Projections for 1995 and 1996

Percent

Federal Reserve governors
and Reserve Bank presidents
Measure Administration
Central
Range tendency
1995
Change, fourth quarter to fourth quartéer
Nominal GDP . 33-5Y4 AYa—8a 54
Real GDP............ - ¥4-3 -2 2.4
Consumer price index . 32 3Ye—3%s 3.2
Average level, fourth quarter
Unemploymentrate......................4 . B—6Ya 5¥4—6Ys 5.5-5.8
1996
Change, fourth quarter to fourth quartéer
NominalGDP ..ot . 4-5Y> 4%4-5%s 5.5
RealGDP.........ccoiiiiiiiie - ¥2-3 Y24 2.5
Consumer price indeX. .................... . 2-3Y2 27634 3.2
Average level, fourth quarter
Unemploymentrate......................4 . B—6Ya 5¥4—6Ys 5.5-5.8

1. Change from average for fourth quarter of preced- 3. Civilian labor force. Figures for the Administration
ing year to average for fourth quarter of year indicated. are annual averages.
2. All urban consumers.
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around ¥ percent, the same as in thel989 peak, and the unemployment rate
first half of the year. For 1996, inflation was close to the low point of the late
is projected to edge down, to the neigh1980s. Moreover, economic expansion
borhood of 3 percent. The first-halfwas still brisk, with real gross domestic
slowdown in the industrial sector hasproduct growing fa 5 percent annual
reduced pressure on materials pricesate in the fourth quarter. Although
moreover, wage trends have been stablmflation for 1994 as a whole remained
suggesting that labor costs are unlikelynoderate, commaodity prices, which can
to provide an impetus to inflation. signal the onset of inflationary pres-
The Administration has not releasedsures, were rising rapidly at the end of
an update of the economic projectiondast year.
contained in the Februarfconomic A deceleration in activity was widely
Report of the PresidentThose earlier anticipated, and growth in real GDP did
forecasts pointed to real GDP growth ofmoderate to a% percent annual pace in
2.4 percent for 1995, well within the the first quarter of 1995. But the slowing
central tendency range in the Federalid not stop there: Spending in several
Reserve’'s February report. Given thesectors of the economy softened in the
slow start this year, that growth pace forspring, industrial production fell, and
the year appears less likely, and themployment grew relatively little. The
average unemployment rate for the yedevel of real GDP appears to have been
probably will be around the upper endessentially flat in the second quarter.
of the 5.5 to 5.8 percent range in the A slackening in household demand
Administration’s February report. Thefor big-ticket items was a significant
Administration’s 3.2 percent CPI fore-element in the drop-off in economic
cast is in line with the Federal Reserve’gyrowth in the first half. After registering
central tendency. sizable gains last year, spending on con-
The inflation rates anticipated by thesumer durables weakened considerably
FOMC are marginally above those pre-early this year. And residential construc-
vailing in 1993 and 1994 but are consid+tion, which continued to grow in the
erably below rates of only a few yearsface of rising mortgage rates last year,
ago—and lower than many observerdegan to fall this winter and was off
seemed to anticipate for the currensharply in the second quarter. These
economic expansion only a few monthslomestic drags were reinforced by the
ago. Nonetheless, they should be reeffects of the plunge in net exports to
garded as only a milepost along the patMexico, which came in the wake of that
toward the long-term goal of price sta-nation’s financial crisis.
bility. The Federal Reserve recognizes With domestic sales and exports soft-
that eliminating the economic distor-ening, businesses cut orders and pro-
tions associated with inflation is theduction. However, in some cases, the
most important long-run contribution it adjustments were not quick enough to
can make to the economic growth andivoid an unwanted accumulation of
welfare of the nation. inventories—especially for cars and
light trucks, but for some other goods as
well. Efforts to trim stocks reinforced
the contractionary forces in the manu-
At the end of 1994, resource utilizationfacturing sector of the economy.
in the U.S. economy was high: Manufac- Despite the falloff in growth in the
turing capacity utilization equaled itsfirst half, the unemployment rate edged

The Performance of the Economy



72 82nd Annual Report, 1995

up only slightly, and although manufac-gage refinancing wave of 1993 and early
turing capacity utilization fell consider- 1994 likely had been exhausted. The
ably, it remained above historical aver-downturn in interest rates this year has
ages. Under the circumstances, it is nded to a comparatively modest rebound
surprising that the mounting inflationaryin refinancings recently, which may free
pressures of the latter part of 1994 carup some income for additional spending
ried over into the first part of this yearin coming months.
and that materials prices surged further. The slackening in consumer demand
Rising import prices, related to thein the first quarter was concentrated in
depreciation of the dollar, also contrib-motor vehicles, where sales fell off after
uted to domestic inflation. Reflectingsurging in the fourth quarter of 1994.
these and other factors, the consumefowever, real spending on goods other
price index increased at a/3percent than motor vehicles also grew less rap-
annual rate in the first half of this year,idly in the first quarter than in the sec-
up from a &4 percent increase for 1994 ond half of 1994. Some of the decelera-
as awhole. tion in other consumer durables may
Nonetheless, increases in hourhhave reflected the weakness in home
wages and benefits remained moderatsales because families often purchase
holding down unit labor costs. Further-new furnishings and appliances when
more, the drop in manufacturing activitythey change houses. Among nondurable
in the first half of the year contributed goods, outlays for apparel were espe-
to a flattening in industrial commaodity cially weak, following rapid growth in
prices, suggesting some lessening apending in the second half of 1994.
inflationary pressures “in the pipeline.” The slowing of consumer spending
These favorable factors were reflectegrowth so far this year has been about in
in some moderation of price increases$ine with the slowing in income growth.
toward midyear. Through the first quarter, wage and
salary income posted solid gains, bol-
stered by a healthy pace of hiring. But
The Household Sector increases in wage and salary income
After advancing at more tlmaa 4 per- faded in the spring, reflecting slow
cent annual rate in the second half ofjrowth in employment and a drop in the
1994, growth in consumer spendingvorkweek. The deceleration in labor
slowed appreciably on average in thencome was only partially offset by rapid
first half of this year. Real personal con-growth in interest and dividend income
sumption expenditures increased at jush the first half of 1995. Dividend
a 12 percent annual rate in the firstincome benefited from the improvement
quarter, before picking up moderately inin corporate profits. Growth in interest
the second. income was strong in the first quarter,
Outlays for consumer durables movedeflecting the lagged effects of increases
up sharply in 1994, and by the end ofin market interest rates in 1994, but
the year, the level of spending was higtbegan to flag in the second quarter as the
relative to income. Many householdsdecline in market interest rates this year
may have brought their stocks ofshowed through to interest earnings.
durables up to desired levels, limiting Surveys suggest that consumer confi-
further purchases this year. In additiondence remained high through the first
by early this year, the stimulus to con-half of 1995. Movements in both of the
sumer spending from the massive mortmajor surveys—from the Michigan Sur-
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vey Research Center and the Conferfhe Business Sector

ence Board—were similar in the first|p the second half of 1994, nonfarm
half of 1995: Both spent part of the firstj,yentories increased nearly 5 percent at

half above their 1994 average valuesyn annual rate, about keeping pace with
but by June, both had moved back dowgyrowth in final sales, as firms built

to their 1994 averages. stocks to ensure adequate supplies—or,
_ Early this year, residential construc-, gome instances, to beat anticipated
tion activity weakened significantly, andpjce increases. In the first quarter
single-family housing starts in the first; ventory growth continued at about its’
quarter were 14 percent (not an annugle 1992 pace, but growth in final sales
rate) below their fourth-quarter average., ved down to a percent annual

Sales of new and existing homes als : s ;
fell in the first quarter, although notfﬁg’ dli%ar\]/(l)rtlg\],v;?]?ny firms with- stocks
qzltedso St?‘ep')/\- ?mgle-famlly sLarts The first-quarter inventory run-up was
edged up in April but more than .. : . :
. g . proportionately in motor vehicles, as
[)i\i/%rif]ed g;:’riitgag %norgﬂigiia%?g\/?x;f’production increased while sales were
gp ' falling. To bring inventories back in line,

cator, moved up in May. New home anufacturers cut production sharply;
sales jumped 20 percent in May, to th etween February and May, output

highest level since late 1993. Although A
reported new home sales are volatiledropde 10 percent. The decline in out-

and the initial readings are often revised5Ut of motor vehlcles,. parts, and relat_ed
substantially, other indicators of housind"PUtS Was the most important factor in
activity also point in a favorable direc- the 1 percent drop in overall industrial
tion: Applications for mortgages to pur-Production in this period. Motor vehicle
chase homes rose sharply in May an ventories accumulated further in April
remained elevated in June, and attitude¥hen sales fell sharply, but there was
of households and builders toward the©Me Progress in trimming excess stocks
housing market became more positive iff! May and June. Nonetheless, much of
the second quarter. the pverhang of vehlc;les that developed
Like single-family homebuilding, &rlier this year remains. .
multifamily construction fell early this The inventory buildup outside the
year, with starts off 11 percent in themotor-vehicle sector was also quite
first quarter. The drop this year follows!arge in the first quarter, and it continued
a two-year period of recovery, duringat @ rapid pace in April. The available
which starts doubled from their thirty- data for May suggest a somewhat
five-year low reached at the beginninggmaller rate of increase. Although stocks
of 1993. Multifamily starts turned back 0f most goods remained in better align-
up in April and May. Prospects for ament with sales than in the motor-
continued gradual increase in multi-vehicle sector, inventory accumulation
family starts appear good, as newly builfas been running ahead of sales in a few
apartments were quickly filled last yearsectors, particularly in apparel, furni-
and vacancy rates for apartments contiriure, and appliances. In response, manu-
ued to move down in the first quarterfacturers have cut production in these
of this year. However, continuing over-areas. The accumulation of furniture and
hangs of empty apartments in some ma@ppliances is likely related to the drop-
kets are likely to keep total multifamily off in home sales in early 1995, and
starts well below the levels of the 1980sthe revival in home sales that appears
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to be under way should boost sales in Corporate operating profits increased
these areas, helping to trim inventorieat a 7 percent annual rate in the first
further. guarter, a somewhat faster pace than in
Business fixed investment rose at athe second half of 1994. However, first-
extraordinary pace in the first quarterguarter profits were boosted by an
with strong gains in both the equipmentncrease in earnings of U.S. corporations
and structures components. Real spendn foreign operations; profits on pri-
ing on equipment increased at a 25 pervate domestic operations were about
cent annual rate. With the exception ounchanged. The increase in profits on
motor vehicles, the growth in equipmentforeign operations resulted in part from
spending was widespread in the firsthe decline in the exchange value of the
quarter. For structures, real outlayslollar, which pushed up the value of
increased at a 12 percent annual ratgrofits earned abroad. Private domestic
in the first quarter, following a¥% per- financial profits improved in the first
cent gain over the four quarters of 1994quarter, in part because of a surge in
The first-quarter increase in construchank earnings, which were boosted by
tion was also widespread acrosstrong loan growth. First-quarter earn-
components. ings on domestic operations of U.S. non-
Indicators for the second quarter sugfinancial corporations declined slightly,
gest that growth in capital spending confollowing solid gains in 1994. Profits
tinued to be brisk although not quite asvere 10.6 percent of the output of non-
fast as in the first quarter. Shipments ofinancial corporate businesses in the first
capital goods by domestic manufacturgquarter, about the same as in 1994 as a
ers in April and May were up moder-whole, when the profit share was the
ately from their first-quarter average.highest since the late 1970s.
And permits for nonresidential struc- In the farm sector, indications are
tures, which tend to lead constructiorthat production will fall well short of
by a few months, indicate that construciast year's exceptionally high levels.
tion should continue to trend upwardWeather conditions have been less
although at a slower pace than in thdavorable than those of 1994, with
early part of this year. unusually heavy rains keeping plantings
The surge in capital spending inbehind schedule across large parts of the
recent years has pushed growth of th&lidwest. Also, with stocks relatively
capital stock to its fastest pace sincdigh after last year’s large harvests, the
the late 1970s. This improvement inU.S. Department of Agriculture reduced
the rate of capital accumulation maythe amount of acreage that farmers
lead to a pickup in productivity growth, contracting for subsidy payments were
but there is as yet little indication of allowed to plant. However, livestock
a significant break with past trendsproduction has remained strong so far
Indeed, when output is measuredn 1995, which will help cushion the
using the new chain-type alternativeeffects of smaller harvests on total agri-
index—which will become the official cultural production. Because of the like-
measure later this year—trends irlihood that production will fall this year,
productivity growth in the nonfarm farm inventory investment will probably
business sector in the 1990s are littlde smaller this year than in 1994, and
changed from those of the 1970s andtocks of some crops will likely be
1980s. drawn down appreciably.
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The Government Sector for the decline. As of the first quarter,

The federal government deficit has conthe level of real federal purchases was
tinued to shrink in the current fiscal 17 Percent below the peak reached four
year. For the first eight months of theY®ars ago. -

1995 fiscal year, the budget deficit was State and local government deficits

19 percent below he same perod ayed, CoTbed capil and oerating
earlier. Nominal expenditures over this nce funds) totaled $37 billion in the

period were 4 percent higher than a yeat : i
earlier, while receipts were upyB per- airztmql;%rﬁr t?]felggﬁéi? ;maelg:mé);(r)ﬁ/;
cent. In addition to the strong economi Y '

- xcluding social insurance, tax receipts
rowth of 1994, receipts were booste ' -
gy changes in rules tﬁat allowed som increased 7 percent between the first

individuals to defer until 1995 certain%|uarter of 1994 and the first quarter

tax pavments that would have been d of 1995, while expenditures were up
tax pay S wou v U8y, percent. Transfer payments continue
in 1994 under previous rules.

; : . to grow faster than other spending,
Higher interest outlays contributed toalthough the rate of increase is well

the increase in federal spending in th¢ oo\ that earlier in the 1990s.
first part of the 1995 fiscal year. Exclud-" rag purchases of goods and services
ing interest outlays, nominal federalby state and local governments have
spending in_the first eight months of thisygap rising only moderately for some
fiscal year increased about 2 percen[ime; in the first quarter of 1995, they
compared with the year-earlier periodyyere Jittle changed. The slowing in the
Defense expenditures continued 1Qjrsi quarter was concentrated in con-
decline in nominal terms; they havegyction spending, which fell after three
been the main factor holding down fed-quarters of solid increases. Purchases
eral spending in recent years. Spendingf other goods and services remained
on income security programs, such agn the gradual uptrend that has been
unemployment insurance and welfargyvident over the past few years. State
benefits, also edged down, mostly reand local employment increased about
flecting the economic expansion. Spendi4,000 per month, on average, over the
ing on Medicare and other health profirst six months of 1995, considerably
grams was up 9 percent in the first eighbelow the pace of the 1992-94 period.
months of the fiscal year; while still The small improvement in the budget
quite rapid, this growth is slower thansituation for the state and local sector as
that of the early 1990s, when theses whole masks important differences
expenditures were rising 10 to 20 peracross levels of government. Available
cent per year. Spending on social seclevidence suggests that while state bud-
rity and on other nondefense functiongyets are in relatively good shape, bud-
increased less than the recent trend igets at the local level remain under pres-
nominal GDP. sure. State aid to localities, particularly
In real terms, federal purchases oto school districts, has been eroding
goods and services—the part of federalelative to expenses for several years.
spending included in gross domestiAlso, local governments rely more
product—fell at an annual rate of 4 per-heavily than state governments on prop-
cent in the first quarter of 1995. Fallingerty taxes, and while sales and incomes
defense spending more than accountdthve rebounded in the current business
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cycle expansion, property values havéhe four quarters of 1994. In large part,
lagged behind, limiting property taxthe weaker export performance was the
receipts. result of the macroeconomic adjust-
ments taking place in Mexico and the
reduced Mexican demand for U.S. ex-
The External Sector ports. Preliminary data for April indi-
The nominal trade deficit on goods andcated that the quantity of exports
services widened somewhat in the firsexpanded a bit further from the first-
guarter, to $120 billion at an annualquarter average. For the first four
rate. However, net investment incomemonths of the year, exports to Mexico
improved in the first quarter, as did netfell while they increased moderately to
transfers, and as a consequence, themgost other areas of the world.
was a narrowing of the current account Real output in Mexico declined
deficit in the first quarter from its fourth- sharply in the first quarter as instability
quarter level, to $162 billion at anin the financial markets weakened con-
annual rate. Nonetheless, the firstfidence and the government imple-
quarter current account deficit exceedethented a program of fiscal and mone-
the 1994 average of $151 billion. Intary restraint. The Mexican economy
April, the trade deficit increased furtherapparently continued to contract in the
from the first-quarter average. second quarter. The crisis and ensuing
The quantity of U.S. imports of goodspolicy responses induced a dramatic
and services expanded 10 percent at aeduction in Mexico’s current account
annual rate during the first quarterdeficit during the first quarter of the
somewhat less rapidly than in 1994. Therear. In the wake of the Mexican crisis,
slower pace of U.S. income growth conthe Argentine authorities chose to
tributed to the lower import growth; tighten macroeconomic policies, which
increased imports from Mexico were ahas led to a weakening of economic
partial offset. In April, real imports con- activity in Argentina. In contrast, Brazil
tinued to grow at about the first-quarterexperienced very strong growth of real
pace. The increases in imports in theutput in the first quarter as consump-
first four months of the year were wide-tion spending surged; available indica-
spread across major trade categories. tors suggest some slowing of growth in
Non-oil import prices rose at athe second quarter.
3Y> percent annual rate in the first In Japan, recovery from the recent
quarter, somewhat less than during theecession remains tentative. First-quarter
second half of 1994, when they werereal GDP growth was only 0.3 percent
pushed up by large increases in world&it an annual rate; data for the second
commodity prices, especially for coffee.quarter also suggest that the recovery
In April and May, non-oil import prices may be stalling. Asset prices have
rose at a nearly 6 percent annual ratesontinued to fall, adding to concerns
with increases for most major trade cateabout the lack of progress in improving
gories. The pickup in price increases fobanks’ balance sheets and limiting
imported goods reflected, in part, thehe capacity of banks to extend credit
recent dollar depreciation. in support of the recovery. In May,
The quantity of U.S. exports of goodsthe Japanese government announced
and services roset @ 5 percent annual another package of structural reforms
rate in the first quarter, more slowlyand measures to boost domestic de-
than the double-digit rate of growth overmand. The sluggish pace of activity in
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Japan and the rise in the value of the yen Net capital flows into the United
have eliminated inflation: ConsumerStates were large in the first quarter of
prices were unchanged over the twelvd995. Foreign official holdings in the
months through June. United States rose more than $20 bil-
In other industrial countries, the ratelion, as foreign governments made large
of economic expansion appears to havitervention purchases of dollars in
slowed from its rapid 1994 pace. In CanMarch in response to strong upward
ada, real GDP growth slowed to lesgressure on the foreign exchange value
than 1 percent at an annual rate in thef their currencies. Sizable official
first quarter; second-quarter indicatorsnflows continued in April and May. In
suggest continued sluggishness. In thaddition, net private foreign purchases
United Kingdom, where the expansionof U.S. securities were considerable in
has been vigorous over the past threthe first quarter, particularly purchases
years, real GDP continued to growof Treasury bonds and notes and new
strongly in the first quarter, although atEurobond issues by U.S. corporations.
less than the 1994 pace. In most conPrivate foreign net purchases of U.S.
tinental European countries, the rate ofecurities moderated a bit in April and
real output growth in the first half of May. In contrast, U.S. net purchases of
1995 was somewhat lower than the rapidoreign securities, which had fallen sub-
pace during the second half of 1994. Irstantially last year from their 1993 peak,
Canada and several major Europeaoontinued to decline on balance over the
countries, measures intended to redud#st five months of 1995.
government deficits as a share of GDP U.S. direct investment abroad was
have been announced. considerable in the first quarter, at
Inflation rates in the industrial coun-$18 billion. Investment in Western
tries generally remain low. However, inEurope was particularly strong. Foreign
the United Kingdom and lItaly, currencydirect investment in the United States, at
depreciation has added upward prest10 billion, remained substantial. On
sure on prices, and consumer priceset, there was a large outflow of direct
in the twelve months through Juneinvestment in the first quarter, after net-
rose 32 percent in the United Kingdom ting to about zero in 1994.
and nearly 6 percent in Italy. In western
Germany, exchange rate appreciation
helped offset domestic inflationary presl-abor Markets
sures, and consumer prices rose onlgmployment grew rapidly in 1994, and
2Y¥4 percent in the twelve monthslabor markets tightened considerably.
through June. Although job growth slowed in the first
Among our Asian trading partnersquarter of this year, it was still large
other than Japan, real GDP growth hasnough—at 226,000 per month—to
remained near the rapid 1994 pace, ikeep the unemployment rate at about the
part because substantial depreciations sime level as in the fourth quarter of
those countries’ currencies against th&994. In the second quarter, growth of
Japanese yen and the German mankonfarm payroll employment slowed to
stimulated exports. However, economi®nly 60,000 per month and the quarterly
activity decelerated somewhat in Chinaverage unemployment rate edged up,
and Singapore, reflecting past tightenindgrom 5.5 percent to 5.7 percent.
of monetary policy and the reduction of The deceleration in employment was
spare capacity in these economies. particularly marked in the goods-
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producing sector, where payrolls fellthe same in both periods, but the pace of
during the second quarter after postindpenefits gains declined significantly.
strong gains in the early months of the The largest contribution to the decel-
year. In construction, payroll growth eration in benefits costs in recent years
averaged 30,000 per month in 1994 antdas come from health insurance. Among
through the first quarter of 1995, butthe factors restraining the increase in
employment then fell 8,000 per monthhealth insurance costs are slower
in the second quarter. Manufacturingnedical-sector inflation, increased use
job growth also averaged 30,000 peof managed-care plans, and efforts by
month in 1994. Factory hiring slowedemployers to shift a greater proportion
in the first quarter, and in the secondf health care costs to employees. Costs
quarter, 35,000 jobs per month wereof workers’ compensation programs
lost. The decline in manufacturinghave also contributed to the deceleration
employment was widespread across benefits costs; these costs, too, have
industries. Employers have also trimmedbeen affected by lower medical infla-
the factory workweek, which in 1994 tion, although regulatory reform has
had reached the highest level sincglayed a role as well. Unemployment
1945. insurance costs decelerated sharply over
Although employment continued tothe past two years; firms pay into the
rise in most service-producing indus-unemployment insurance program on
tries in the first half of 1995, the rate ofthe basis of their recent layoff experi-
growth slowed by the second quarter. Irence, and the improved economy
wholesale and retail trade, where 75,00€hrough the first part of this year low-
jobs per month were added in the secered these payments.
ond half of 1994, the pace of job gains Output per hour in the nonfarm
fell in the first quarter, and only 12,000business sector—measured in 1987
jobs per month were added in the secdollars—increased at an annual rate of
ond quarter. Similarly, in business ser2.7 percent in the first quarter of 1995.
vices, where 46,000 jobs per monthOutput per hour increased 2.0 percent
were added in 1994, employment decelever the four quarters ended in the first
erated in the first quarter and was aboujuarter, down slightly from the rate of
flat in the second. Among sectors showgrowth over the preceding four-quarter
ing employment gains in the first half of period.
this year, entertainment industries posted
considerable growth, and increases in .
employment in the health sector contin’rice Developments
ued to run at about the same pace as ifihe pickup in consumer price inflation
the second half of 1994. so far this year was a bit larger for the
The rate of increase in hourly com-index that excludes food and energy
pensation moved down further early thighan for overall prices: The CPI exclud-
year. The employment cost index foring food and energy increased at a
private industry workers, a measure 08.6 percent annual rate over the first six
hourly labor costs that includes bothmonths of 1995, up from a 2.6 percent
wages and benefits, rose 2.9 percericrease in 1994. The acceleration in
over the twelve months ended in Marctthe first half was mostly in non-energy
1995, down from a 3.3 percent increasservices prices, which increased at a
over the preceding twelve-month period4¥2 percent annual rate over the first six
The increase in wages and salaries wasonths of 1995, up from a¥3 percent
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increase over the twelve months ofucts. But this pickup was partly offset
1994. Airfares increased sharply in theby declines in prices where there have
first half of 1995, rising at more than abeen large inventory buildups. Notably,
40 percent annual rate after fallingapparel prices continued to decline in
10 percent in 1994; this acceleratiorthe first half, and prices of appliances,
accounted for two-thirds of the pickupwhich had increased in 1994, fell in the
in services inflation in the first half. first half of 1995.
Auto finance rates also increased rapidly The slowdown in the industrial sector
early in 1995—rising at a 38 percenthas begun to relieve pressure on materi-
annual rate in the first four monthsals prices, and the PPI for intermediate
the year—following a large increase inmaterials other than food and energy
the second half of 1994. However, thancreased just 0.2 percent per month
CPI for auto finance declined sharply inin May and again in June, suggesting
May and June as interest rates on auteeduced pressures on finished goods
loans began to reflect the declines irprices in the near term.
market rates in the first half of 1995. Consumer food prices increased at a
Price increases for other services werel¥s percent annual rate over the first six
on balance, roughly in line with their months of 1995, down about a percent-
rate of increase in 1994. age point from 1994. Coffee prices,
As a result of the brisk expansion ofwhich had increased 64 percent in 1994,
the industrial sector in 1994 and thefell 12 percent over the first six months
consequent rapid increases in pricesf this year. The swing in coffee prices
of basic manufactured products, thecan more than account for the decelera-
producer price index for intermediatetion in food prices. Prices of meats con-
materials other than food and energyinued to fall in the first half of 1995, as
increased at a¥ percent annual rate production remained strong.
over the second half of 1994. In the first Energy prices increased a2 percent
quarter of this year, these material@annual rate in the first half of 1995,
prices rose even faster—nearly 10 perabout the same as last year. Natural gas
cent at an annual rate. The rapicrices have continued to decline. Regu-
increases in materials prices began ttatory changes have led to increased
affect finished goods prices in earlycompetition among suppliers of natural
1995, and the PPI for finished goodgas; in addition, natural gas prices were
other than food and energy, which cov-depressed early this year by the rela-
ers domestically produced consumetively warm winter, which held down
goods and capital equipment, increasedemand. Gasoline prices increased at a
at a 3 percent annual rate over the first2 percent annual rate in the second
six months of 1995, up from a¥% per- quarter, reflecting the run-up in crude oil
cent rate of increase over the twelveprices that occurred between December
months of 1994, and April. Since April, crude oil prices
The consumer price index for com-have reversed nearly all of their earlier
modities other than food and energyun-up, indicating that gasoline prices
increased at a% percent annual rate will move down in coming months.
over the first six months of 1995, about Survey data suggest that expectations
the same as in 1994. Prices accelerataaf inflation have changed little since the
at the retail level for some items forend of 1994. According to the survey of
which producer prices have been risindiouseholds conducted by the Survey
rapidly, such as household paper prodResearch Center of the University of
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Michigan, as of the first half of 1995, out, at least temporarily, considerably
the expected increase in consumer pricagducing pressures on resources. In early
over the coming twelve months was theJuly, with the risks of a prolonged
same as it was in the fourth quarter oipturn in inflation fading, the FOMC
1994. In the Conference Board surveylecided to ease reserve pressures
of households, the expected rate of inflaslightly, resulting in a decline in the
tion over the coming year remained afederal funds rate dfs percentage point.
4Y4 percent in the first half of 1995, the As incoming data in 1995 increas-
same as in each of the four quarteringly suggested slower economic
of 1994. Expectations of inflation overgrowth and an attendant relief of infla-
longer periods also have not changetion pressures, intermediate- and long-
much on balance this year. In the Uniterm interest rates moved down substan-
versity of Michigan survey, the expecta-tially. Additional downward pressures
tion in the second quarter of 1995 forseemed also to arise from the grow-
the rate of consumer price inflation oveling conviction of market participants
the next five to ten years was the samef the commitment of the Congress and
as it was in the fourth quarter of 1994.Administration to making progress
Similarly, in the May 1995 survey of toward a balanced budget. On balance,
professional forecasters conducted bynost longer-term interest rates have
the Federal Reserve Bank of Philadeldeclined 120 to 180 basis points since
phia, expectations of inflation over thethe end of last year, with the sharpest
coming ten years were aboutz3per- drops at intermediate maturities. The
cent, the same as in the survey taken #@tade-weighted exchange value of the
the end of 1994. dollar has depreciated aboutzpercent
against the other G-10 currencies—in
: ; . large part reflecting the decline in U.S.
Egﬁg%?}l; [C):(gslgllgpamngnts !ong-term interest rates relative to Fhose
in the other G-10 countries. In addition,
In charting the course of monetary polthe fall in interest rates, coupled with
icy this year, the Federal Reserve hasontinued strong corporate earnings,
sought to promote sustainable economifueled a run-up in equity prices; most
growth and continued progress towardnajor stock price indexes have climbed
price stability. Despite the tightening15 to 35 percent since the beginning of
actions undertaken during 1994, ecothe year.
nomic data at the beginning of 1995 Despite slower economic expansion
suggested that the economy was operathis year, growth rates of broad money
ing beyond its long-run potential andand credit have picked up, and the
might continue to do so for somedecline in intermediate- and long-term
time—a situation that would no doubtinterest rates has only recently begun to
lead to a significant pickup in inflation if leave an imprint on the composition of
allowed to persist. Against this back-borrowing. Total domestic nonfinancial
drop, the Federal Open Market Commit-debt increased ¥%& percent from the
tee voted in February to tighten reservdourth quarter of 1994 through May—a
conditions somewhat further, resultinglittle above last year's pace—as stronger
in a ¥2 percentage point increase in theprivate sector borrowing more than off-
federal funds rate. In the months follow-set slower growth of the federal debt
ing the February FOMC meeting, eco-and a decline in state and local govern-
nomic activity seemed to be levelingment debt. Borrowing in the nonfinan-
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cial business sector has been largelgontrast to the expansion of the broad
concentrated in short-term or floating-monetary aggregates, M1 growth has
rate debt such as bank loans anBieen quite weak, reflecting the low
commercial paper. Recently, howeveryields on these assets and the implemen-
declines in longer-term interest ratedation by a few banks of retail sweep
have stimulated a sharp jump in corpoaccounts, which move funds out of
rate bond issuance. Household borronNOW accounts and into nontransaction
ing this year has been considerablehalances.
although below the pace of 1994. Tax-
exempt debt is estimated to have )
declined outright again this year asThe Course of Policy and Interest Rates
many state and local units have called’he Federal Reserve entered 1995 hav-
securities that had been advance rdng tightened policy appreciably during
funded. Federal debt growth has edgetl994, thereby boosting short-term rates
down a bit this year, extending the trend?¥- percentage points. Nonetheless, data
toward slower expansion of federal debteviewed at the FOMC meeting in
that began in 1991. December 1994 suggested that pressures
Depository institutions have beenon resources were intensifying and that
especially important suppliers of creditinflation threatened to move higher.
to both businesses and households thislithough the Committee took no action
year. Borrowers’ demands were concento increase rates further at this meeting,
trated in the types of credit in which it did adopt a directive indicating a bias
depositories are traditional lenders andpward additional tightening in the inter-
on the supply side, commercial banksneeting period.
continued to pursue new lending oppor- Information reviewed at the February
tunities aggressively. The health andneeting suggested that despite some
profitability of depositories have re-fragmentary evidence of slowing, the
mained solid to date, although federabconomic expansion remained brisk in
regulators have cautioned depositoriean economy already operating at or
that their lending standards should takéeyond its long-run potential. The
account of the potential for deteriorationdemand for consumer durables and
of loan performance in a less favorabldhomes was softening, but output and
economic climate. employment had posted substantial
The surge in bank lending and thegains near year-end, and capacity utili-
flattening of the yield curve this yearzation had moved up from already high
have provided a significant impetus forevels. In addition, a marked rise in
growth of the broad monetary aggre-materials prices during the second half
gates. M3 advanced¥s percent at an of 1994 posed a threat of increased
annual rate from the fourth quarter ofconsumer price inflation in coming
1994 through June—slightly above themonths. In these circumstances, the
upper bound of its revised 2 to 6 percenBoard of Governors approved the pend-
annual range set at the July FOMdng requests of several Reserve Banks
meeting—as banks pulled in deposits tdor a ¥2 percentage point increase in the
fund loans. The drop in market interesdiscount rate, and the Committee agreed
rates has enhanced the attractiveness tf allow this increase to show through
M2, which increased at a¥3 percent fully to the federal funds rate. In light of
rate over the same period—a little abovéehe tightening of policy called for at this
the midpoint of its annual range. Inmeeting and the anticipated lagged
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effects of previous tightenings, the Com-mately reducing inflation, in a period
mittee viewed the odds of a need fomwhen it seemed to be moving higher.
further policy action developing over Following the March meeting, incom-
the intermeeting period as relativelying data signaled a further deceleration
small and evenly balanced, and thereef economic activity. In addition, finan-
fore issued a symmetric directive tocial markets appeared to view budget
guide any intermeeting changes irdiscussions in the Congress as foreshad-
reserve conditions. owing significant fiscal restraint over the
In subsequent weeks, evidence sugralance of the decade. Shorter-term
gested that economic activity wasinterest rates began to incorporate the
moderating, especially in the interestpossibility of an easing of monetary
sensitive sectors. Financial marketpolicy, and yields on longer-term
appeared to view these signs as indicatecurities—especially those at interme-
ing that the previous policy actions ofdiate maturities—moved down sharply
the Federal Reserve had substantiallgs well.
reduced the odds of rising inflation and Information reviewed at the May
thus also the need for additional moneFOMC meeting provided persuasive
tary restraint. Indeed, yields on Treasurevidence that the pace of the economic
securities at maturities ranging from oneexpansion had slowed, relieving pres-
to ten years fell 60 to 70 basis pointssures on resources and reducing the
between the February and March FOMGQhreat of a pickup in inflation. The Com-
meetings. mittee observed that an adjustment to
At its meeting in late March, it was inventory imbalances that had devel-
not clear to the Committee whether theoped earlier in the year was contributing
deceleration in economic activity wasto the slowdown and that the underlying
only temporary or was a lasting shifttrajectory of final sales was still unclear.
toward a sustainable rate of economidhe Committee determined that the
expansion. On balance, the Committeexisting stance of policy was appropri-
viewed the economy as retaining considate in these circumstances and adopted a
erable upward momentum and observesymmetric directive regarding potential
that the decline in longer-term interestpolicy adjustments during the intermeet-
rates, the rise in stock prices, and théng period.
sharp depreciation of the exchange value Employment data released shortly
of the dollar could be expected to buoyafter the May FOMC meeting were sur-
aggregate demand in the months aheagdrisingly weak, prompting considerable
Moreover, consumer prices, as anticispeculation in financial markets of an
pated, had risen more rapidly in 1995imminent monetary policy easing. The
In these circumstances, the Committesharpness of the downward movement
determined that it would be prudent toin longer-term rates seemed to reflect,
await further information before takingin addition to economic fundamentals,
any additional policy actions, but thetrading dynamics associated with the
Committee’s directive included a biasattempts of investors to rebalance their
toward additional monetary restraintportfolios in light of the substantial
over the intermeeting period. The asymehange in interest rates. At one point in
metric directive was considered approiate June, the spread between the thirty-
priate to emphasize the Committee’sear Treasury bond yield and the federal
commitment to containing and ulti- funds rate reached a low of 48 basis
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points but edged higher in subsequerihcreased credit demands, depositories
weeks. turned more heavily to time deposits
From the information reviewed at theand other liabilities included in M2
July meeting of the FOMC, it appearedand M3. Stronger funding needs and
that the economy flattened out duringncreased reliance on deposits provided
the second quarter as businesses soughtonsiderable lift to growth of the broad
to pare inventories to desired levelsmonetary aggregates.
This pause in the expansion, in turn, Slower growth of federal debt this
had alleviated the inflation pressuregyear relative to 1994 reflects stronger
that had loomed large earlier in thetax revenues and diminished growth of
year. In these circumstances, the Conmexpenditures, especially defense-related
mittee voted to ease reserve pressureaitlays. In the state and local sector,
slightly, resulting in a¥%s percentage debt outstanding has continued to
point decline in the federal fundsdecline, largely driven by calls of
rate. Although financial markets hadhigher-cost debt issued during the
anticipated a decline in the federal funds
rate at some point, both bond and
equity markets rallied strongly af'terGrOWth of Money and Debt
the change in policy was announced.
At the close on July 7, the thirty-year~erce"

bond rate was down about 165 basisM . Domestic
. . . remen non-
points from its recent high of last ““parod | M1 | M2 | M3 g
November. debt
Year!
1980 .......... 74 89 96 91
Credlt and Money FlOWS 1981 .......... 25542 9.3 12.4 9.9
i 1 i 1982 .......... 8.8 9.2 9.9 9.6
The debt of domestic nonfinancial seciges ===~ 04 125 5o 118
tors grew %2 percent at an annual rateiogs .......... 5.5 81 109 144
from the fourth quarter of 1994 through,egs 120 87 76 141
May of this year—a modest pickup over1986 .......... 155 93 89 135
the pace of recent but well withingeg =" 63 &3 21 102
the p years but well withiniegs ... ... 43 53 63 90
its annual range of 3 to 7 percentl989.......... 6 48 38 79
Slower growth of federal debt and aigso .......... 42 40 17 65
i i 991 .......... 7.9 29 1.2 4.6
decline in thel debt of state and Ioca[i992 __________ 143 >0 - e
governments in 1995 were more thanges.......... 10.5 1.7 1.0 5.2
offset by strength in business and housg®%4 -+ 23 1014 51
hold borrowing. Although declines in Quartelr .
longer-term interest rates and the flatteras ol | ss5 18 6 52
ing of the yield curve have stimulated Qg ------- 3471 l-; %f 2-;
long-term, fixed rate borrowing of late, &4 ...//] -12 -3 17 52
both households and businesses CONGos.01.......| o 16 43 55
tinued during much of the year to Q2....... -9 42 6.7 5.4

favor borrowing that was short-term or— .

. i . From average for fourth quarter of preceding year to
floating-rate. In part, the reliance ONaverage for fourth quarter of year indicated.
such debt contributed to the larger share 2. Adjusted for Shifft to NOV\é_accounts in 1981. .
of private debt intermediated through, > From average for preceding quarter to average for

I 79" quarter indicated.
the depository sector. In meeting 4. Based on data through May.
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1980s8 Yields on municipal bonds rela- decline in long-term rates in recent
tive to Treasuries had moved up considmonths has sparked renewed interest in
erably after Orange County defaulted omefinancing. Households carrying ARMs
its debt late in 1994 but reversed muclwith rates that are (or soon will be)
of this increase early in 1995. The ratioabove rates offered on FRMs have re-
of municipal yields to Treasury bondportedly begun to refinance with FRMs.
yields has climbed again more recently Household debt-service burdens—
as various budget proposals before thmeasured as the ratio of scheduled prin-
Congress raised the prospect of reducezipal and interest payments on debt rela-
federal tax advantages for municipakive to income—nhave risen in 1995 but
debt. In addition, the recent decisiorremain well below levels reached in the
by Orange County voters not to raisdate 1980s and early 1990s. Mortgage
taxes to cover the county’s losses haeefinancings undertaken at lower inter-
tended to boost risk premiums for theest rates in recent years have helped to
obligations of many municipalities in keep the level of debt-service burdens
California and, to a lesser extent, forrelatively low despite the growth of
other borrowers in the municipal bondhousehold debt relative to income. In
market. fact, some measures of delinquency

Borrowing by households—althoughrates on home mortgages have edged
off a bit from last year's pace—has gen-down this year to the lowest levels in
erally remained strong this year. Weakemore than twenty years. The picture for
auto sales and the associated slowelelinquency rates on consumer credit is
growth of auto loans resulted in aless clear: Some measures such as the
modest deceleration of consumer creditlelinquency rates on consumer install-
Growth of revolving credit—principally ment credit remain quite low, while
credit card debt—trended higher fromothers—especially auto loans booked at
the already brisk pace recorded last yeafinance companies—have moved up
The proliferation of incentive programsconsiderably.
offered with many credit cards has likely Borrowing by nonfinancial businesses
encouraged greater convenience use ftias increased in 1995, propelled in large
transactions in recent quarters. part by a rise in capital expenditures in

Growth of home mortgage debt mod-excess of internal sources of funds and a
erated somewhat in the first quarter, gump in merger activity. In addition, a
pattern consistent with the overall slug-humber of firms have initiated stock
gish demand for housing. As long-termrepurchases financed in part with debt.
rates moved down this year, the proAs in 1994, the composition of business
nounced shift toward adjustable ratéorrowing this year has been heavily
mortgages (ARMSs) evident last year disweighted toward short-term commercial
sipated. As of May, 60 percent of newpaper and bank loans. Lower long-term
mortgage originations were fixed rateinterest rates, however, have stimulated
mortgages (FRMs). In addition, thea flurry of new bond issues very

recently.

8. Many state and local units took advantage of Various unsettling developments in
historically low long-term interest rates in 1993 tofinancial markets, including the Orange
i con e o g e 1000 o0 e apounty debacle, losses associated wih
dagtes on those bonds arrivgd. Calls on previouslﬁ?mplex de”yatlves anq cash instru-
issued debt likely will continue to depress net statdN€nts, the failure of Barings Brothers,
and local borrowing for some time. and the financial crisis in Mexico, have
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had some limited effects on the specifigportion of the decline in net equity
companies or sectors involved. Theyshares outstanding. In addition, gross
have not, however, had a large impacissuance of new equity has ebbed as
on broad market perceptions of crediprice—earnings ratios have fallen and
risks; spreads of yields on short- andnany firms have repurchased their stock
long-term corporate debt over Treasurwith both accumulated cash and the pro-
ies have widened only a bit this year, aceeds of new debt.
situation that likely reflects the elevated The shift to short-term funding in the
supply of new corporate debt and perbusiness sector has been a boon to inter
haps a small uptick in risk premiums. mediaries that tend to specialize in
The gap between the capital expendishort-term lending. Finance companies
tures and internal cash flow of nonfinanand commercial banks, in particular,
cial corporations (the financing gap)have enjoyed a prominent role as suppli-
began widening in mid-1994 and hasers of credit over the past year. To date,
grown even larger in 1995. In part, thethere are few indications that the health
bulge in the financing gap is the result ofof these institutions has deteriorated.
the large buildup of inventories earlierCredit ratings for finance companies
in the year. Most external funding for have been stable, and bank profitability
the purpose of carrying inventoriesand capital ratios have been solid.
apparently has taken the form of com- An important factor contributing to
mercial paper or bank loans. the overall strength of depository credit
A surge in merger activity beginning has been the stabilization of the thrift
in late 1994 has also spurred businessdustry, especially savings and loan
borrowing. Many of the largest mergersassociations. After several years of
have been strategic, intra-industry comsharp contraction, thrift assets expanded
binations, concentrated especially irslightly over the second half of 1994
areas such as defense, pharmaceuticats)d continued a modest recovery in
telecommunications, and (most recently1995. The number of thrift institutions
banking. In contrast to the merger ancdcontinues to decline, however, with
acquisition wave during the late 1980smany filing for bank charters or being
the current acquisition boom has nofacquired by banks.
entailed highly leveraged takeovers The growth of bank credit picked up
financed heavily with junk bonds. In- appreciably during the first half of 1995,
deed, until quite recently, junk bondwith strength especially evident in bank
issuance this year had been anemidoans. Indeed, over the past twelve
Merger activity in recent quarters hasmonths, the share of the increase in non-
involved substantial use of stock swap$ederal domestic debt funded by bank
coupled with reductions in financial loans climbed to record levels. Surveys
assets and new investment-grade debf bank lending officers have indicated
issuance (often in the form of commer-banks’ increased willingness to extend
cial paper). Survey evidence indicategonsumer credit as well as continued
that banks have played only a modestasing of terms and standards applied to
role in directly funding recent mergers,business loans. Data from the Federal
although they have facilitated trans-Reserve’'s Survey of Terms of Bank
actions by providing backup lines forLending to Business show that spreads
merger-related commercial paper. of loan rates over the federal funds rate
Equity retirements associated withfor large commercial loans have been
mergers have accounted for a sizablabout the same as last year but well
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below those prevailing through muchgrowth at the foreign offices of U.S.
of the late 1980s and early 1990s. Combanks has slowed considerably this
parable spreads for smaller commercigfear. Consistent with this development,
loans are wider than in the late 1980%orrowing by domestically chartered
but have continued the narrowing trencbanks from their foreign offices has
of recent years. The strength of bankncreased in 1995 but not at the pace of
lending has been viewed favorably inlast year.
financial markets—bank stock prices Depositories’ shift back into funding
have risen this year about in line with orwith domestic liabilities has helped spur
faster than the climb in broad stock pricehe growth of the broad monetary aggre-
indexes, while spreads on bank debgates this year. From the fourth quarter
relative to Treasuries have widened onlyf 1994 through June, growth of M3 has
slightly. averaged 8 percent, placing the level

The continued easing of bank lendingpf M3 above the upper bound of its
standards after more than a year o&nnual range. Over the same period, M2
monetary policy restraint has attractedyrowth has averaged¥a percent, plac-
the attention of federal regulators. Thang the level of M2 in the upper half of
Office of the Comptroller of the Cur- its annual range.
rency warned banks against allowing The pickup in M3 growth this year
their standards to fall to a point thatreflects stronger expansion in both its
could expose them to heavy losses in aM2 and non-M2 components. The accel-
economic downturn. In the same spiriteration of “wholesale” funding sources,
the Federal Reserve issued a supeespecially large time deposits, has been
visory letter cautioning banks that loanquite marked this year. Banks’ heavier
terms and standards should be set with eliance on wholesale funds is typical
long-term view that takes loan perfor-during periods in which bank loan
mance in less favorable economic condiportfolios are expanding swiftly. The
tions into account. non-M2 portion of M3 has also been

Banks have funded the bulge in theiboosted by a sharp jump in institution-
loan portfolios this year in part by liqui- only money funds. The yields on these
dating a portion of the large holdingsfunds tend to lag movements in short-
of securities they had accumulatederm market interest rates and, as a
earlier in the 19908.In addition, banks result, became especially attractive to
have increased their liabilities. Lastinvestors when short-term market inter-
yeatr, banks relied heavily on borrowingsest rates began falling on expecta-
from their non-U.S. offices to fund tions of a near-term easing of monetary
growth of their domestic assets. Deposipolicy.

The acceleration of M2 this year

- results chiefly from the waning influ-

9. Published data on changes in securities porence of previous increases in short-term
folios at banks may not accurately portray fundinghtarest rates and a marked flattening of
strategies because recent accounting changes h ¥]e . .
increased the share of securities and off-balancz e yield curve. On balance this year, the
sheet contracts that must be marked to markdeturns on assets in M2 have become
on banks' balance sheets. Estimates suggest thaiore attractive relative to both short-
Ko oot snoe hoss temonind long-term marke! insiruments. Siz-
rules have added about 1 percentage point at Ie_lnflows to stock mUtu.aI funds have
annual rate to the growth of bank credit from theCONtinued, but the flatter yield curve has
fourth quarter of 1994 through June of this year. damped the demand for other long-term
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investments. Inflows to bond mutualrequired reserve¥. Estimates suggest
funds—while stronger than during thethat retail sweep accounts have reduced
bond market rout last year—have beem1 by about $12 billion so far this year.
much smaller than inflows earlier inThese programs affect the composition
the 1990s. Also, judging from noncom-but not the level of M2 because balances
petitive tenders at recent Treasury aucare swept from transaction deposits into
tions, households’ direct investmentsther accounts included in M2.

in Treasury securities have dwindled The expansion of retail sweep
sharply this year. At least a portion ofaccounts poses some potential problems
the flows that previously had beenfor the implementation of monetary pol-
directed to mutual funds and directicy by the Federal Reserve. To date,
investments in securities appears to hav&uch accounts have been offered by
boosted M2 growth. Growth of moneylarge banks that must maintain a balance
market mutual funds and small timeat a Federal Reserve Bank to meet their
deposits, in particular, has been espeaeserve requirements. As a result, the
cially brisk. Indeed, more than half of reduction in required reserves associ-
the increase in M2 since April is attrib- ated with sweep accounts has implied a
utable to a steep climb in M2 moneynearly equivalent reduction in aggregate
funds. required reserve balances; estimates

In contrast to the marked expansiorsuggest that the $12 billion dollar
of the broader aggregates, M1 growttdecline in OCDs this year translates to a
has weakened this year, primarily aseduction in required reserve balances
a result of wide opportunity costs onof nearly $1.2 billiont? In early 1991,
transaction deposits and the introductiofollowing the cut in reserve require-
and expansion of retail sweep accountments at the end of 1990, unusually low
at some large banks. Interest ratekevels of aggregate reserve balances
offered on other checkable depositsvere associated with greater variability
(OCDs) have edged up only slightlyin the federal funds rate as banks’ vola-
since the beginning of 1994 despitdile clearing needs began to dominate
the sharp rise in short-term markethe demand for reserves. If many banks
interest rates. Households have rebegin to offer retail sweep programs
sponded by reducing balances in thesim the future, the aggregate level of
accounts in favor of higher-yielding
assets. -

The development of sweep accounts 10. Under the current structure of reserve re-
by a few |arge banks for their retail auirements, OCD_accounts are subjegttoalo per-
customers has facilitated the shift awa ZT rﬁﬁgr‘]’eo;er?:t'rﬁg‘ﬁgécffozagz;(‘)’!ﬁz”gﬁ;aa”
from transaction balances. Sweepersonal MMDAs are exempt from reserve
accounts transfer a customer’'s OCDequirements.
account balances in excess of a certain11. The reduction in required reserve balances
threshold into a money market depOSij[s not necessarily identical to the _reduction in

. required reserves because banks typically use vault
account (MMDA). Automatic transfers cash in addition to reserve balances to satisfy
from the customer's MMDA account reserve requirements. The level of vault cash held
back to the OCD account are initiated ady banks is primarily determined by their custom-
cheoks and ofher withdrawals deplet€: Jeods, Reduied e b Some bk e
OCD balances. Such sweep acqounqﬁethe{‘e cases,areguctioynin requiregreserves due
may allow customers to earn more inter, sweeps would not show through to a decline in
est and benefit the bank by reducing itsequired reserve balances on a one-for-one basis.
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required reserve balances would likely The dollar was supported only briefly
fall substantially, potentially leading to by the increase in the discount rate and
instability in the aggregate demand fotthe federal funds rate at the February
reserves. FOMC meeting. With the U.S. economic
The monetary base expanded at axpansion softening, market participants
5%2 percent rate from the fourth quartercame to expect that no further increases
of 1994 through June. Currency growthin these rates were likely in the near
this year—at ¥4 percent from 1994:Q4 term. Downward pressure on the dollar
through June—is off a bit from lastintensified in late February, and on
year's pace but still quite robust. For-March 2, in somewhat thin and disor-
eign demands for U.S. currency havealerly market conditions, the dollar fell
generally remained strong this year. Irsharply further against the mark and the
concert with the decline in transactionyen. The foreign exchange Trading
deposits, total reserves contracted at Besk at the New York Federal Reserve
6 percent rate from 1994:Q4 throughBank entered the market, selling both
June. In the absence of the increase imarks and yen on behalf of the Treasury
sweep accounts, the decline in totahnd the Federal Reserve System. The
reserves over this period would havenext day several other central banks
been 2> percent at an annual rate. joined the Desk in concerted interven-
tion in support of the dollar. Inter-

. , ) vention by the Desk on behalf of the
International Financial Developments Treasury and the Federal Reserve Sys-
At the turn of the year, the foreigntem totaled $1.42 billion. In a statement
exchange value of the dollar was undeconfirming the intervention, Secretary
downward pressure, and that pressur@ubin highlighted official concern about
continued through the first months ofthe dollar’'s exchange value. Downward
1995. On balance, the multilateral tradepressure on the dollar continued, par-
weighted value of the dollar in terms ofticularly against the yen, and on April 3
the other G-10 currencies has depreciand 5 the Desk, acting on behalf of the
ated about 7> percent since the end of Treasury and Federal Reserve System,
December 1994. The dollar declined asgain joined several other central banks
economic indicators began to suggesh intervention to support the dollar.
that economic growth in the United Secretary Rubin issued a statement that
States was slowing, lowering the likeli-these actions were in response to recent
hood of further increases in U.S. marketnovement on exchange markets and that
interest rates. In addition, the Mexi-the Administration was committed to a
can crisis appeared to weigh on thestrong dollar.
dollar in early 1995. External adjust- The dollar fell further through mid-
ment by Mexico was rightly expectedApril, particularly against the yen, and
to involve, to an important extent, aon April 19 it touched a record low of
corresponding decrease in U.S. neless than 80 yen per dollar. After recov-
exports. Primarily for that reason, finan-ering slightly and remaining fairly stable
cial turmoil in Mexico and depre- through mid-May, the dollar rebounded
ciation of the peso were seen as hawharply but subsequently relinquished
ing possible adverse implications forsome of those gains. On May 31, the
U.S. growth and external accounts andpesk—on behalf of the Treasury and
in general, as negative for dollar-the Federal Reserve—joined the central
denominated assets. banks of the other G-10 countries in
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intervention purchases of dollars. Secrerates. The yen fluctuated in response to
tary Rubin stated that the interventionprogress, or lack of progress, in the reso-
was in keeping with the objectives oflution of trade disputes with the United
the April 28 communiqleof the G-7 States. Persistent strength in the yen
finance ministers and central bank govappears to reflect the large Japanese
ernors, which endorsed the orderlycurrent account surplus and market per-
reversal of the decline in the dollar inceptions that some adjustment of that
terms of other G-7 currencies. Throughsurplus, through yen appreciation, is
May and June, the dollar fluctuated in dnevitable, especially given the slow
range somewhat above its lows of mid-growth of the Japanese economy. Japa-
April and early May. On July 7, follow- nese financial markets more broadly
ing moves by both the Federal Reservbave reflected the weak state of the
and the Bank of Japan to ease monetadapanese economy. Stock prices have
conditions, the Desk joined the Japanestallen considerably so far this year, with
monetary authorities in intervention pur-the Nikkei down about 16 percent since
chases of dollars; the dollar moved up @¢he end of December, and land prices
bit in response. have fallen further. These declines in
Long-term (ten-year) interest rates inasset prices have added to the perceived
the major foreign industrial countriesrisks in the Japanese banking system
have, on average, declined about 10@nd concerns that the recovery in eco-
basis points since December as ecaiomic activity is stalling.
nomic indicators have suggested some Net depreciation of the dollar in terms
slowing of real output growth abroad asof the German mark over this period has
well as in the United States. With U.S.been about 10 percent. Some of the
long-term rates falling much more,upward pressure on the mark over the
about 170 basis points on balance, thpast several months resulted from shifts
change in the long-term interest differ-within the Exchange Rate Mechanism
ential is consistent with some decline iERM) of the European Monetary Sys-
the exchange value of the dollar. Longtem, as political uncertainties and fiscal
term rates have dropped about 150 basjgoblems in Italy, Sweden, Spain, and
points in Japan, nearly as much as thkater France, led at times to the selling
decline in U.S. long-term rates. Rate®f their respective currencies for marks.
in Germany are down about 90 basi®ealignment within the ERM on
points. Three-month market interestMarch 5 that lowered the values of the
rates in these countries have decline8panish peseta and the Portuguese
about 90 basis points on average sincescudo contributed to the upward move-
year-end 1994; central bank officialment of the mark. In contrast to the
lending rates were lowered in 1995 indollar's movement against the yen and
several countries, including Japan, Gerthe mark since December, the dollar is
many, and Canada. Following the Feddown only 3 percent in terms of the
eral Reserve easing on July 6, the ceranadian dollar. Early in the year, the
tral banks of Canada and Japan lowered.S. dollar appreciated against the Cana-
overnight lending rates. dian dollar; uncertainty about whether
Since December 1994, the dollar hasiscal problems in Canada would be
depreciated about 12 percent on balanceddressed and spillover from the Mexi-
against the Japanese yen, despitgan crisis caused the Canadian dollar to
declines in Japanese long-term ratefall. Since then, the Canadian dollar has
that nearly matched the decline in U.Sregained those losses.
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Over the past several months, the
Mexican peso has recovered somewhat
in terms of the U.S. dollar from the lows
reached during the height of the crisis.
On balance, the peso has depreciated
40 percent in nominal terms from
December 19, 1994, before the crisis
broke out. Mexican officials have drawn
on the Treasury Department’s Exchange
Stabilization Fund facility and the Fed-
eral Reserve’s swap line in addressing
Mexico’s international liquidity prob-
lems. Outstanding net drawings to date
total $12.5 billion. The outstanding total
of tesebonos, the government’s dollar-
denominated short-term obligations, has
been reduced below $10 billion.  «
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Record of Policy Actions
of the Board of Governors

Regulation D the Board amended Regulation D
Reserve Requirements of accordingly.
Depository Institutions The Garn-St Germain Depository

Institutions Act of 1982 established a
November 14, 1995—Amendmentszero percent reserve requirement on the
. first $2 million of an institution’s reserv-
;Z?eaBsO:rdthzmgrrl]d:L?n tR%%UIﬁgﬁgaEﬂ;Oable Iiabiliti_es. The act also provides f_or
balances to which the lower reservr}’mnuaI adjustments to _that exemption
requirement applies ear.nount based on Qe905|t growth nation-
' wide. By the beginning of 1995, that
amount had been increased to $4.2 mil-
fion. Recent growth in deposits war-
ranted an increase to $4.3 million, and
the Board amended Regulation D

Under the Monetary Control Act of accordingly.

1980, depository institutions, Edge Act The amendments are effective with
corporations, Agreement corporationsthe reserve computation period begin-
and U.S. agencies and branches (ﬁll’lg December 19, 1995, for institutions
foreign banks are subject to reservéeporting weekly or quarterly.
requirements set by the Board. Initially, To reduce the reporting burden for
the Board set reserve requirement§ma” institutions, the Board allows
at 3 percent of an institution’s first depository institutions with total depos-
$25 million in transaction balances andts below specified levels to report their
at 12 percent of balances above thadeposits and reservable liabilities quar-
amount. Subsequently, the Board lowterly or less frequently; larger institu-
ered the maximum reserve requiremerffons must report weekly. The growth
to 10 percent. The act directs the Boardate of total deposits at all depository
to adjust annually the amount subjectnstitutions increased from June 30,
to the lower reserve requirement tol994, to June 30, 1995. To reflect that
reflect changes in transaction balance§crease, the Board raised the deposit
nationwide. By the beginning of 1995,cutoff levels that, used in conjunction
that amount was $54 million. Recentwith the exemption level, determine the
decreases in transaction balances waltequency and detail of deposit report-

ranted a decrease to $52 million, andng required for each institution; the cut-
off was raised from $55.4 million to

$57 million for nonexempt depository

institutions and from $45.1 million to

1. Throughout this chapter, notelindicatestha§46;4 _m'”'on for gxempt deposnory

one vacancy existed on the Board when the actioiiStitutions, beginning in September
was taken. 1996.

Votes for this action: Messrs. Greenspan
Blinder, Kelley, and Lindsey and Mses.
Phillips and Yellert
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Regulation E back-office location if the proceeds of
Electronic Fund Transfers the loan are received by the customer at

a location other than a loan-production
March 16, 1995—Amendment office or back-office facility.

The Board approved an amendment to
Regulation E to revise the requirementdune 19, 1995—Amendment

E:%rin:aescif?éscti\a/lfe :u:ﬁ?jtiggge”er MaIhe Board approved an amendment to
' P ' : Regulation H to require that state mem-

Votes for this action: Messrs. GreenspanP®l banks use the standard flood haz-
Blinder, Kelley, LaWare, and Lindsey andard determination form developed by
Mses. Phillips and Yellen. the Federal Emergency Management

Agency, effective January 2, 1996.

The amendment gives financial insti- ] )
tutions flexibility in the amount of iden- \é?teds for t}QIS”aCtlonZ hgessL(saGreenspzn,
tifying information that they include on M'Sn (i(ré”en.e %ser?tn and'nmffyvot?nng:
receipts for transactions at automated s, phillipst
teller machines. It eliminates the )
requirement that a receipt from an elec- The rule requires that banks use a
code that uniquely identifies the con-Collateral is located in a special flood
access device. The amendment makdy the other federal banking agencies,

been in effect since December 1, 1994. National Cl’edlt Union Administration.

Regulation H Regulation H .
Membership of State Banking Membership of State Banking
Institutions in the Federal Reserve Institutions in the Federal Reserve
System Systemand

Regulation Y

March 28, 1995—Interpl’etati0n Bank Ho|d|ng Companies and

The Board approved an interpretation ofchange in Bank Control

Regulation H concerning the establish-
ment of loan-production offices andFebruary 2, 1995—Amendments

back-office facilities by state memberThe Board approved amendments to
banks, effective April 6, 1995. Regulations H and Y to revise its risk-

Votes for this action: Messtrs. Greenspanbased capital guidelines for state mem-

Blinder, Kelley, LaWare, and Lindsey and ber.b"_’mks and bank ho'd"?g companies
Mses. Phillips and Yellen. to limit the amount of capital they are

required to hold against certain assets
Under the interpretation, a back-officetransferred with recourse, effective
facility established by a state membeMarch 22, 1995.
bank is not considered a branch of the . L
bank. The interpretation also provides \B/?tes for this action: Messrs. Greenspan,
inder, Kelley, LaWare, and Lindsey

that loans originated by a loan- and Ms. Yellen. Absent and not voting:
production office may be approved at a Ms. Phillips.
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To implement section 350 of the The Board, along with the other fed-
Riegle Community Development anderal banking agencies, eliminated the
Regulatory Improvement Act of 1994,accounting distinction between origi-
the Board revised its risk-based capitahated mortgage-servicing rights and pur-
guidelines to limit the amount of capitalchased mortgage-servicing rights and
that banking organizations are requiredncluded both in regulatory capital when
to hold against assets sold with low lev-determining tier 1, or core, capital; thus,
els of recourse to the maximum amounbriginated mortgage-servicing rights
of loss possible under the contractuabecome subject to the regulatory capital
terms of the obligation. limitations that had previously applied
only to purchased mortgage-servicing
rights. In connection with this action,
June 30, 1995—Amendments the agencies also sought public com-
The Board approved amendments tanent on the interim amendments.
Regulations H and Y to revise its risk-
based capital guidelines for state memp
ber banks to incorporate interest rate

risk, effective September 1, 1995. The Board approved amendments to

Votes for this action: Messrs. Greenspariieégulation H to revise the risk-based
and Blinder and Mses. Phillips and Yellen.and leveraged-capital guidelines for
Absent and not voting: Messrs. Kelley andstate  member banks. The Board

Lindsey? approved amendments to Regulation Y

To implement section 305 of the Feglo revise the risk-based capital guide-

eral Deposit Insurance Corporationin€S for bank holding companies to
Improvement Act, the Board stated thaf12nge the regulatory treatment of cer-

in determining a bank’s capital needstaintransfers of assets with recourse that

the Board will consider a bank’s expo-'”VOIVe small business obligations. The

sure to declines in the economic valuémendments became effective Septem-
of its capital due to changes in interesP®’ 1, 1995.

rates. The other federal banking agen- votes for this action: Messrs. Greenspan,

ugust 21, 1995—Amendments

cies also adopted the new standard. Blinder, Kelley, and Lindsey and Mses.
Phillips and Yellert

July 14, 1995—Interim The Board specified that a qualifying

Amendments insured banking organization that trans-

fers small business loans and leases on
The Board approved amendments tgersonal property with recourse needs to
Regulations H and Y to revise its risk-include only the amount of the retained
based capital guidelines for state memrecourse in risk-weighted assets when
ber banks and bank holding companiegalculating its risk-based capital ratios,
to afford the same treatment to origi-provided certain conditions are met. The
nated mortgage-servicing rights and purrevision implements section 208 of the
chased mortgage-servicing rights folRjegle Community Development and
regulatory capital purposes, effectiveRegulatory Improvement Act of 1994,
August 1, 1995. and it lowers the capital requirement for
Votes for this action: Messrs. GreenspanSMall business loans on leases on per-
Blinder, Kelley, and Lindsey and Mses.Sonal property that have been transferred
Phillips and Yellert with recourse.
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November 1, 1995—Amendments Ms. Yellen. Absent and not voting: Ms.
Phillips.
The Board approved amendments to

Regulations H and Y to revise its risk- The Riegle Community Development
based capital guidelines for state memand Regulatory Improvement Act of
ber banks and bank holding companie$994 authorized the federal banking
to modify the criteria used to define theagencies to prescribe safety and sound-
OECD-based group of countries, effecness standards and eliminated bank
tive January 1, 1996. holding companies from the scope of
_ _ section 132 of the act. Subpart D and

Votes for this action: Messrs. Greenspanappendix D of Regulation H are the
Blinder, Kelley, and Lindsey and Mses'lnteragency Guidelines Establishing

Phillips and Yellert

Standards for Safety and Soundness.

Under the risk-based Capita| guide_subpart | of the Rules of Practice for
lines and the Basle Accord, claims onHearings specifies procedures for sub-
governments of countries in the OrganiMitting compliance plans and for issu-
sation for Economic Co-operation andng orders to correct deficiencies.
Development and claims on banks in
OECD countries receive lower risk
weights than corresponding claims OrReguIation K

the governments and banks of othefarnational Operations of United

countries. Under the amended guide : ot
lines, any OECD country that resched—States Banking Organizations

ules its sovereign debt is excluded fro

lower-risk-weight treatment for fivenbecember 21, 1995—Amendment
years from the rescheduling. The otherrh
federal banking agencies also adopteg
the revised definition.

e Board approved an amendment to
egulation K to expand the authority of
strongly capitalized and well-managed
banking organizations to make certain

Regulation H foreign investments, effective Decem-
Membership of State Banking ber 21, 1995.

Institutions in the Federal Reserve . )

Systemand Votes for this action: Messrs. Greenspan,

Kelley, and Lindsey and Mses. Phillips
and Yellen. Absent and not voting:
Mr. Blinder?

Rules of Practice for Hearings

February 2, 1995—Amendments
The Board amended subpart A of
The Board approved a new subpart egulation K to permit U.S. banking

and appendix D of Regulation H and N .
new subpart | to its Rules of Practice foforganizations that are strongly capital-
ed and well managed to make larger

Hearings to establish standards fo

safety and soundness for state memb vestments in foreign countries without
banks, effective August 9, 1995. advance approval or review by the
Board. The amendment also streamlines

Votes for this action: Messrs. Greenspanthe review procedures for notices and
Blinder, Kelley, LaWare, and Lindsey and applications.
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Regulation O Regulation Y
Loans to Executive Officers, Bank Holding Companies and
Directors, and Principal Change in Bank Control

Shareholders of Member Banks;
Loans to Holding Companies and April 25, 1995—Amendments

Affiliates The Board approved an amendment to

Regulation Y to permit subsidiaries of
March 28, 1995—Amendment bank holding companies to offer a dis-
The Board approved an amendment toount on their products to customers
Regulation O, effective April 7, 1995, to who maintain certain combined mini-
allow a member bank to make a loan tanum balances, effective May 26, 1995.
an executive officer without the approval

of its board of directors if the loan is Votes for this action: Messrs. Greenspan,

. - - oo Blinder, Kelley, LaWare, and Lindsey and
?eesciléreendce?y a first lien on the officer’s Mses. Phillips and Yellen,

The amendment to the antitying pro-

Votes for this action: Messrs. Greenspanyisions of Regulation Y allows subsidi-

Blinder, Kelley, LaWare, and Lindsey and aries of a bank holding company to offer

Mses. Phillips and Yellen. a discount on their products to custom-

ers who maintain a combined minimum

The revision implements an amendbalance in products specified by the

ment to the Federal Reserve Act bycompany offering the discount.

the Riegle Community Development
and Regulatory Improvement Act of

1994, June 23, 1995—Amendment
The Board approved an amendment to
June 2. 1995—Amendment Regulation Y to eliminate the require-

ment for certain determinations of con-
The Board approved an amendment t@ol under the Bank Holding Company
Regulation O to revise the definition ofAct, effective July 6, 1995.

unimpaired capital and surplus, effective
July 1, 1995. Votes for this action: Messrs. Greenspan,
Blinder, Kelley, and Lindsey and Mses.
Phillips and Yeller
Votes for this action: Messrs. Greenspan,

Blinder, Kelley, and Lindsey and Mses. Under certain conditions the amend-
Phillips and Yellert ment eliminates the need for a bank
holding company to file a request with

The amendment conforms the definithe Board for a determination under sec-
tion of unimpaired capital and surplus totion 2(g)(3) of the Bank Holding Com-
a revision by the Office of the Comptrol-pany Act that it no longer controls

ler of the Currency of the definition of shares or assets that it has sold to a third
capital and surplus used to calculate thparty with financing. The conditions are

limit on loans by a national bank to athat the purchaser is not an affiliate or a
single borrower. principal shareholder of the divesting
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bank holding company or of a companyevaluating compliance by financial insti-
controlled by its principal shareholdertutions with the requirements of the
and that the purchaser has no officer€Community Reinvestment Act (CRA).
directors, trustees, or beneficiaries ifThe revised regulation is effective Janu-
common with, or subject to control by,ary 1, 1996, for small financial insti-
the divesting company. tutions and institutions electing to be
evaluated under a strategic plan. Whole-
sale and limited-purpose institutions that
have collected data on their community
development lending may elect to be
March 13. 1995—Amendments evaluated under a separate test after
’ January 1, 1996. Large financial institu-

The Board approved amendments téions will be subject to the final rule no
Regulation Z to require certain dis-later than July 1, 1997.
closures for reverse mortgages and
mortgages with rates or fees above a Votes for this action: Messrs. Greenspan,
certain percentage or amount, effective I\Bﬂ"s”df(guer'fe'\'/eéé . a;;ainls_;n?ﬁigyacggg'
March 22, with optional compliance : y o :
until October 1, 1995. Mr. LaWare and Ms. Phillips.

Votes for this action: Messrs. Greenspan The Board also adopted relateq con-

Blinder, Kelley, LaWare, and Lindsey and forming amendments to Regulation C

Mses. Phillips and Yellen. and to the instructions that financial
institutions use to comply with the

To implement the requirements of the, 1, ) reporting requirements under the

Home Ownership and Equity Protec:tionr : .
egulation, effective May 1, 1995. Com-
Act of 1994, the Board amended Regu'pliance for loan and application data is

lation Z to require new disclosgres fOrmandatory for data collected after
reverse mortgages, which provide Periyacember 31, 1995.

odic advances, usually to elderly home-
owners, and rely mostly on the home’s votes for this action: Messrs. Greenspan,
value for repayment. The amendments Blinder, and Lindsey and Ms. Yellen.
also require that creditors disclose infor- Votes against this action: Messrs. Kelley
mation about the potential cost of the andLaware and Ms. Phillips.
transaction and impose substantive limi-
tations on home mortgage transaction
having rates or fees above a certain pe?
centage or amount.

Regulation Z
Truth in Lending

The revision of Regulation BB was

art of a comprehensive effort by the
ederal financial supervisory agencies to
reform their standards for evaluating
complaince with the requirements of the

Regulation BB CRA. In addition to incorporating new
Community Reinvestmerdnd procedures for assessing compliance, the
Regulation C Board provided guidance to financial

institutions on those procedures. Parallel
regulations were adopted by the other

. - ‘s federal banking agencies.
éggtég’;a%?]drsgrﬂssmn and In dissenting, Mr. LaWare thought
that the revised Regulation BB and

The Board approved a revised Regularelated amendments to Regulation C
tion BB to change the standards forimposed management mandates that far

Home Mortgage Disclosure
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exceeded the intent of the original Com- The Truth in Savings Act requires
munity Reinvestment Act, and he dis-that depository institutions calculate and
agreed with the underlying premisedisclose an annual percentage yield for
that banks did not satisfactorily meetinterest-bearing accounts that reflects
the credit needs of their communitiesthe interest rate paid and the frequency
Both Mr. Laware and Ms. Phillips of compounding. The formula for cal-
were concerned that these actionsulating the annual percentage vyield
would lead to the allocation of credit. assumes that interest remains on deposit
Ms. Phillips did not think that the until maturity. This assumption produces
revised Regulation BB achieved the goahn annual percentage yield that does not
of more emphasis on performance withalways reflect the time value of money
less process and paperwork, and shehen there are interest payments before
was concerned about the increased bumaturity. To facilitate the comparison
dens of data collection and processingef accounts, the Board revised the defi-
increased costs for examinations, andition of the annual percentage yield
increased requirements for documentao reflect the frequency of interest
tion for which she did not see offsettingpayments.
benefits. Ms. Phillips did not support the In dissenting, Messrs. Greenspan and
amendments to Regulation C becauskaWare and Ms. Phillips believed that
she did not think that expansion of thethe costs associated with implementing
requirement to collect home mortgagehe amendment would not be offset by
loan data by census tract would be conincreased benefits to consumers arising
structive. from an annual percentage yield that
Mr. Kelley did not support the amend-assumes all periodic interest payments
ments to Regulation C because hare immediately reinvested at the con-
thought that the expanded reportingract rate.
requirements would not improve the
ability of the agencies to assess CRA
performance enough to justify the sub-January 17, 1995—Reconsideration
stantial additional burden on financialof Decision, Interim Amendment

Institutions. The Board agreed to reconsider the

January 4, 1995, amendment to Regula-
tion DD, which would have required
Regulation DD that the annual percentage yield dis-
Truth in Savings closed by depository institutions on
interest-bearing deposits reflect the
January 4, 1995—Amendment frequency of interest payments. The
Board also approved an interim amend-
The Board approved an amendment tenent to the regulation to permit institu-
Regulation DD to require that the annuations to disclose an annual percentage
percentage yield on interest-bearingate equal to the contract interest rate for
accounts reflect the frequency of interestertain accounts with maturities greater
payments. than one year, effective January 18,
1995.
Votes for this action: Messrs. Blinder,
Kelley, and Lindsey and Ms. Yellen. Vot-  Votes for this action: Messrs. Greenspan,

ing against this action: Messrs. Greenspan Blinder, Kelley, LaWare, and Lindsey and
and LaWare and Ms. Phillips. Mses. Phillips and Yellen.
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In response to requests from severaAuthority to allow the Federal Reserve
banking and consumer organizationsBanks to approve certain investments
the Board agreed to reconsider the Janwesigned primarily to promote the pub-
ary 4, 1995, amendment and sought furtic welfare, effective June 5, 1995.
ther public comment on calculation of . .

. Votes for this action: Messrs. Greenspan,
the annual percentage yield. The Board Blinder, Kelley, and LaWare and Mses.

also approved an interim rule that per- philiips and Yellen. Absent and not vot-
mits institutions to disclose an annual ing: Mr. Lindsey.

percentage rate equal to the contract
interest rate for time accounts with

maturities greater than one year that dgzgg'rr\]/% Slnzgﬁlon:rnz?ts tQtZteF;deerL?)Ier
not compound and require interest distri-banks o ?'/nake)s%me ublic welfare
butions at least annually. P

investments without advance approval
by the Board and to make other such

Regulation H (Membership of State

Rules Regarding Access to investments with specific approval. The
Personal Information Board delegated to the Federal Reserve
Under the Privacy Act Banks the authority to approve certain

public welfare investments that other-
January 5, 1995—Revision wise would have required the Board’s
The Board revised and updated its Rulegpproval.

Regarding Access to Personal Informa- )
tion Under the Privacy Act, effective Rules Regarding Equal
February 16, 1995. Opportunity

Votes for this action: Messrs. Greenspan o
Blinder, Kelley, LaWare, and Lindsey and December 27, 1995—Amendment

Mses. Phillips and Yellen. The Board approved an amendment to

The Board’'s Rules Regarding Accesdts Rules Regardln_g I_Equ_al Opportunity
to Personal Information implement thel© COITect an ambiguity in a provision
requirements of the Privacy Act of 1974,concerning confidential information in
which is designed to restrict access bl investigative file, effective Feb-
third parties to records on individuals uary 5, 1996.
that are maintained by the federal gov- Votes for this action: Messrs. Greenspan,
ernment and to give individuals access Kelley, and Lindsey and Mses. Phillips
to their own records. As part of its requ- and_Yellen. Absent and not voting:
latory review and improvement process, M- Blinderz
the Board revised the rules to reflect The rules require that the file com-
changes in the Board’s organization angiled during an investigation of an
procedures. administrative complaint of discrimina-
tion be made available to each com-
plainant on completion of the investiga-
tion. The Board amended its rules to
clarify that confidential information

. relevant to the complaint must be
April 25, 1995—Amendment included in the investigative file
The Board approved an amendmenginless it is classified national security
to its Rules Regarding Delegation ofinformation.

Rules Regarding Delegation
of Authority
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March 24, 1995—Guidelines for ~ August 9, 1995—New Fedwire
Appeals of Material Supervisory  Closing Times

Determinations )
The Board approved the establishment

The Board approved a process foof a firm closing time for the Fedwire
appeals by depository institutions ofsecurities transfer service, beginning
adverse material supervisory decisions]anuary 2, 1996.

effective March 24, 1995.
Votes for this action: Messrs. Blinder,
Votes for this action: Messrs. Greenspan, Kelley, and Lindsey and Ms. Phillips.
Blinder, Kelley, LaWare, and Lindsey and Absent and not voting: Mr. Greenspan and
Mses. Phillips and Yellen. Ms. Yellen?

The Riegle Community Development  The Board established a firm closing
and Regulatory Improvement Act oftime of 3:15 p.m. eastern time for trans-
1994 required that the Board and thder originations and 3:30 p.m. eastern
other federal banking agencies establistime for reversals of the Fedwire book-
an independent, intra-agency process @ntry securities transfer system. The
review appeals by depository institu-Board also authorized the Federal
tions of material supervisory determina|Reserve Banks to continue to close the
tions such as an adverse examinatiogervice earlier than the regular times on
report. To implement the requirementglays when the U.S. government and
of the act, the Board adopted a set ofmortgage securities markets observe
guidelines for such appeals. holidays. The new closing time is

expected to benefit market participants

by reducing uncertainty about the final
May 22, 1995—Regulatory closing time of the system.
Ombudsman Policy Statement

The Board approved a policy statemenp\ygust 9, 1995—Policy Statement
that outlines the responsibilities of theopn Payment System Risk

Board’s ombudsman for agency regula-
tory matters, effective August 2, 1995. The Board approved revisions of the
Fedwire third-party access policy to
Votes for this action: Messrs. Greenspang|arify its applicability and reduce

Blinder, Kelley, and Lindsey and Mses. yqministrative burden, effective August
Phillips and Yellert 10. 1995

Section 309 of the Riegle Community Votes for this action: Messrs. Blinder,

Development and Regulatory Improve- yejjey and Lindsey and Ms. Phillips.
ment Act of 1994 requires that each Apsentand not voting: Mr. Greenspan and
federal banking agency appoint a regula- Ms. Yellent

tory ombudsman. The Board adopted a .

policy statement that provides for the To reduce costs imposed by the pol-
appointment of an ombudsman to act aiy, the Board made several require-
a facilitator and mediator for the resolu-ments applicable only to arrangements
tion of complaints and to ensure thain Which the service provider is not
those complaints are addressed fairlgfflllatecj with the Fedwire participant.
and promptly. The Board also appointed he Board also clarified the scope of the
an ombudsman. policy.
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1995 Discount Rates action accompanied a corresponding
. tightening of reserve conditions ap-
The_ Boa}rd approved one change in thgoyed by the FOMC on the same day.
basic discount rate during 1995, arrpe purpose of these actions was to
increase from # percent to § percent 54;,st monetary policy to a stance that
in early February. Over the course of thg, 45 judged to be needed to contain in-
year, the Board also approved numeroUgaiion and foster sustainable economic
changes, including both increases ang.quth.
decreases, in the rates charged by the gyer the remainder of 1995 the Board
Federal Reserve Banks for seasonal angynsidered but took no action on further
for extended credit; rates for both typegequests to change the basic rate. All
of credit are set on the basis of markety,ose requests called for reductions of
related formulas, and they exceeded thg, o v, percentage point in the basic
basic discount rate by varying amount§ate At various times from June through
during the year. September and then again in December,
one to five Reserve Banks had such
requests pending before the Board, all
but two of which had been withdrawn
The Board’s decisions on the basic ratby year-end. In reaching its decisions
are made against the background of theot to approve the requests, the Board
policy actions of the Federal Open Mar-took account of the slight easing actions
ket Committee (FOMC) and the relatedmplemented by the FOMC in early
economic and financial developmentguly and mid-December. Those actions
that are covered more fully in the min-focused on indications of receding infla-
utes of the FOMC and in the monetarytionary pressures and some associated
policy reports to the Congress thatmoderation in inflationary expectations,
appear elsewhere in thREPORT. and given surrounding circumstances,
Monetary policy had been tightenedthe Board decided not to accompany
considerably during 1994; as part of thehem with reductions in the basic rate.
process, the basic discount rate was
raised in three steps, from 3 percent t .
4%4 percent. Despite these policy tight—%trUCture of Discount Rates
ening moves, economic activity hadThe basic rate is the rate normally
continued to advance at a substantiatharged on loans to depository institu-
and unsustainable pace, and a numbépns for short-term adjustment credit,
of signs—including high levels of utili- while flexible, market-related rates gen-
zation of labor and other producererally are charged on seasonal and
resources—had pointed to a continueéxtended credit. These flexible rates are
risk of some increase in inflation. calculated periodically in accordance
During January 1995 a growing num-with formulas that are subject to Board
ber of Federal Reserve Banks—a totahpproval.
of seven by late in the month— Under the seasonal program, whose
submitted requests to raise the basic digurpose is to assist smaller institutions
count rate by/s or ¥z percentage point. in meeting regular needs arising from a
The Board considered the requests duclear pattern of intrayearly movements
ing January but took no action untilin their deposits and loans, funds may
February 1, when it approved anbe provided for periods longer than
increase of¥%z percentage point. This those permitted under adjustment credit.

Basic Discount Rate
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Since its introduction on January 9,and to submit such rates to the Board of
1992, the flexible rate charged on seaGovernors for review and determina-
sonal credit has been closely alignedion. Federal Reserve Bank proposals
with short-term market rates; it is neveron the discount rate include requests to
less than the basic rate applicable toenew the formulas for calculating the
adjustment credit. flexible rates on seasonal and extended
A different flexible rate is charged oncredit. Votes relating to the reestablish-
extended-credit loans, which are madenent of existing rates or for the updat-
to depository institutions that are undeing of market-related rates under the
sustained liquidity pressure and are noseasonal and extended credit programs
able to obtain funds from other sourcesare not shown in this summary. All
The rate for extended credit is 50 basisotes on discount rates taken by the
points higher than the seasonal rate anBoard of Governors during 1995 were
is at least 50 basis points above the basimanimous.
rate. The first thirty days of borrowing
on extended credit may be at the basic o
rate, but further borrowings ordinarily Votes on the Basic Discount Rate
are charged the flexible rate. February 1, 1995 .Effective this date,
Exceptionally large adjustment-creditthe Board approved actions taken by
loans that arise from computer breakthe directors of the Federal Reserve
downs or other operating problems thaBanks of Boston, New York, Richmond,
are not clearly beyond the reasonabl€hicago, St. Louis, Kansas City, and
control of the borrowing institution are San Francisco to increase the basic
assessed the highest rate applicable thscount rate¥z percentage point, to
any credit extended to depository insti-5¥4 percent.
tutions; under the current structure, that
rate is the flexible rate on extended Votes for this action: Messrs. Greenspan,
credit. Blinder, Kelley, LaWare, and Lindsey and

Mses. Phillips and Yellen. Votes against
At the end of 1995 the structure of " i - None.

discount rates was as follows: a basic

rate of 5.25 percent for short-term The Board subsequently approved
adjustment credit, a rate of 5.75 persimilar actions taken by the directors of
cent for seasonal credit, and a rate ohe Federal Reserve Banks of Philadel-
6.25 percent for extended credit. Duringyhjg, Atlanta, Minneapolis, and Dallas,
1995 the flexible rate on seasonal credigffective February 2, 1995, and the Fed-

ranged from a low of 5.60 percent t0 8rg| Reserve Bank of Cleveland, effec-
high of 6.10 percent, and the flexiblegye Fepruary 9, 1995.

rate on extended credit ranged from
a low of 6.10 percent to a high of
6.60 percent.

Board Votes

Under the provisions of the Federal
Reserve Act, the boards of directors of
the Federal Reserve Banks are required
to establish rates on loans to depository
institutions at least every fourteen days
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Minutes of Federal Open Market
Committee Meetings

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

The minutes of the meetings contairthey were in effect at the beginning of
the votes on the policy decisions madd995. Changes in the instruments during
at those meetings as well as'sualeof the year are reported in the records for
the discussions that led to the decisionghe individual meetings.
The summary descriptions of economic
and financial conditions are based on thz o :
information that was available to the/Uthorization for Domestic Open
Committee at the time of the meetingsVarket Operations
e ™ 2% &Y MY M, Efrect January 1, 1005

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

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

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

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

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

Market Committee are issued to the Fedgjteq States in the open market, from or to
eral Reserve Bank of New York as thesecurities dealers and foreign and inter-
Bank selected by the Committee tonational accounts maintained at the Federal
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Reserve Bank of New York, on a cash, reguapplying reasonable limitations on the vol-
lar, or deferred delivery basis, for the Systenume of agreements with individual dealers;
Open Market Account at market prices, andprovided that in the event Government secu-
for such Account, to exchange maturing U.Srities or agency issues covered by any such
Government and Federal agency securitiegagreement are not repurchased by the dealer
with the Treasury or the individual agenciespursuant to the agreement or a renewal
or to allow them to mature without replace-thereof, they shall be sold in the market or
ment; provided that the aggregate amount dfansferred to the System Open Market
U.S. Government and Federal agency securAccount; and provided further that in the
ties held in such Account (including forward event bankers acceptances covered by any
commitments) at the close of business on theuch agreement are not repurchased by the
day of a meeting of the Committee at whichseller, they shall continue to be held by the
action is taken with respect to a domestidederal Reserve Bank or shall be sold in
policy directive shall not be increased orthe open market.
decreased by more than $8.0 billion during
the period commencing with the opening of 2. In order to ensure the effective conduct
business on the day following such meetingf open market operations, the Federal Open
and ending with the close of business on thiarket Committee authorizes and directs the
day of the next such meeting; Federal Reserve Banks to lend U.S. Govern-
ment securities held in the System Open
(b) When appropriate, to buy or sell in Market Account to Government securities
the open market, from or to acceptance deabealers and to banks participating in Govern-
ers and foreign accounts maintained at thenent securities clearing arrangements con-
Federal Reserve Bank of New York, on aducted through a Federal Reserve Bank,
cash, regular, or deferred delivery basis, founder such instructions as the Committee
the account of the Federal Reserve Bank afay specify from time to time.
New York at market discount rates, prime
bankers acceptances with maturities of up to 3. In order to ensure the effective conduct
nine months at the time of acceptance thatf open market operations, while assisting in
(1) arise out of the current shipment of goodghe provision of short-term investments for
between countries or within the Unitedforeign and international accounts main-
States, or (2) arise out of the storage withirtained at the Federal Reserve Bank of
the United States of goods under contract oNew York, the Federal Open Market Com-
sale or expected to move into the channels aghittee authorizes and directs the Federal
trade within a reasonable time and that ar®eserve Bank of New York (a) for System
secured throughout their life by a warehous®©pen Market Account, to sell U.S. Govern-
receipt or similar document conveying tittement securities to such foreign and inter-
to the underlying goods; provided that thenational accounts on the bases set forth in
aggregate amount of bankers acceptancgmragraph 1(a) under agreements providing
held at any one time shall not exceedor the resale by such accounts of those
$100 million; securities within 15 calendar days on terms
comparable to those available on such trans-
(c) To buy U.S. Government securities,actions in the market; and (b) for New York
obligations that are direct obligations of, orBank account, when appropriate, to under-
fully guaranteed as to principal and interestake with dealers, subject to the conditions
by, any agency of the United States, andmposed on purchases and sales of securities
prime bankers acceptances of the typem paragraph 1(c), repurchase agreements in
authorized for purchase under 1(b) abovel).S. Government and agency securities, and
from dealers for the account of the Federato arrange corresponding sale and repurchase
Reserve Bank of New York under agree-agreements between its own account and
ments for repurchase of such securities, obliforeign and international accounts main-
gations, or acceptances in 15 calendar dayained at the Bank. Transactions undertaken
or less, at rates that, unless otherwisaith such accounts under the provisions of
expressly authorized by the Committee, shalkhis paragraph may provide for a service fee
be determined by competitive bidding, afterwhen appropriate.
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Domestic Policy Directive these objectives, the Committee at its meet-
ing in July reaffirmed the ranges it had estab-
In Effect January 1, 1995 lished in February for growth of M2 and M3

of 1 to 5 percent and 0 to 4 percent respec-
The information reviewed at this meetingtively, measured from the fourth quarter of
suggests a further pickup in economic:|.9_93 to the _fOUI'th quarter of 1994. The Cor_n-
growth in recent months. Nonfarm payroll Mittee anticipated that developments contrib-
employment rose sharply in November, anditing to unusual velocity increases could per-
the civilian unemployment rate declined tosSist during the year and that money growth
5.6 percent. Industrial production registeredvithin these ranges would be consistent with
another large increase in November andis broad policy objectives. The monitoring
capacity utilization moved up further from range for growth of total domestic nonfinan-
already high levels. Retail sales have contincial debt was maintained at 4 to 8 percent for
ued to rise rapidly. Housing starts increasedhe year. For 1995, the Committee agreed on
appreciably in November. Orders for nondelentative ranges for monetary growth, mea-
fense Capita| goods point to a Continue(ﬁured from the fourth quarter of 1994 to the
strong expansion in spending on busines®urth quarter of 1995, of 1 to 5 percent for
equipment; permits for nonresidential conM2 and 0 to 4 percent for M3. The Commit-
struction have been trending higher. Thdee provisionally set the associated monitor-
nominal deficit on U.S. trade in goods andng range for growth of domestic nonfinan-
services widened somewhat in October frongial debt at 3 to 7 percent for 1995. The
its average rate in the third quarter. Prices opehavior of the monetary aggregates will
many materials have continued to move ugontinue to be evaluated in the light of
rapidly, but broad indexes of prices for con-progress toward price level stability, move-
sumer goods and services have increasdBents in their velocities, and developments
moderately on average over recent months.in the economy and financial markets.

On November 15, 1994, the Board of In the implementation of policy for the
Governors approved an increase from 4 ténmediate future, the Committee seeks to
4%, percent in the discount rate, and in linemaintain the existing degree of pressure on
with the Committee’s decision the increasdeserve positions. In the context of the Com-
was allowed to show through fully to interestmittee’s long-run objectives for price sta-
rates in reserve markets. In the period sincBility and sustainable economic growth, and
the November meeting, short-term interes@iving careful consideration to economic,
rates have risen considerably while longfinancial, and monetary developments, some-
term rates have declined slightly. The tradewhat greater reserve restraint would
weighted value of the dollar in terms of theor slightly lesser reserve restraint might
other G-10 currencies recovered further ovepe acceptable in the intermeeting period.
the intermeeting period. The contemplated reserve conditions are

Growth of M2 resumed in November afteréxpected to be consistent with modest
several months of decline, while M3 growthin M2 and M3 over coming months.
expanded moderately further. For the year
through November, M2 grew at a rate at the
bottom of the Committee’s range for 1994Authorization for Foreign
and M3 at a rate in the lower half of its range, i
for the year. Total domestic nonfinancial debtCurrency Operations
has continued to expand at a moderate rate in
recent months and for the year-to-date it hatn Effect January 1, 1995

grown at a rate in the lower half of its .
monitoring range. 1. The Federal Open Market Committee

The Federal Open Market Committee@Uthorizes and directs the Federal Reserve
seeks monetary and financial conditions thaank of New York, for System Open Market
will foster price Stablhty and promote sus- ACCOUnt, to the extent necessary to carry out

tainable growth in output. In furtherance ofthe Committee’s foreign currency directive
and express authorizations by the Committee

- pursuant thereto, and in conformity with
1. Adopted by the Committee at its meeting onsuch procedural instructions as the Commit-
December 20, 1994, tee may issue from time to time:
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A. To purchase and sell the following Federal Reserve System under Section 214.5
foreign currencies in the form of cable trans-of Regulation N, Relations with Foreign
fers through spot or forward transactions orBanks and Bankers, and with the approval of
the open market at home and abroad, includhe Committee to renew such arrangements
ing transactions with the U.S. Treasury, withon maturity:
the U.S. Exchange Stabilization Fund estab-
lished by Section 10 of the Gold Reserve

. . . Amount
Act of 1934, with foreign monetary authori-  Foreign bank (millions of
ties, with the Bank for International Settle- dollars equivalent)
ments, and with other international financialA vian National Bank 250
H H H . ustrian NationalBanK...................oo0.
Institutions: National Bank of Belgium. ................... 1,000
Bar!k ofCanada....................iii. 2,000
Austrian schillings ltalian lire National Bank of Denmark.................... 250
Belgian francs Japanese yen Bankof England....................cooune 3,000
Canadian dollars Mexican pesos Bank of Fra(r;ce .I ..... k ....................... 2,000
Danish kroner Netherlands guilders CBBerrl?a?lFel eral Bank.............oo 2888
Pounds sterling Norwegian kroner Bank of Jtay """"""""""""""""""" 2000
Erench francs SWQdiSh kronor Bzrr‘]lk 8f Maep)fll(l’:lo .............................. s
German marks Swiss francs REQUIAT .. ..ot 3,000
Special. ... 1,500
NetherlandsBank ............................ 500
B. To hold balances of, and to haveBankofNorway ....................cccovee... 250
outstanding forward contracts to receive ogﬁv?sksog‘;‘i"é%‘;?'ééhk ------------------------- i 00380
to deliver, the foreign currencies listed iNg,.for international Settlements
paragraph A above. Dollars against Swiss francs................ 600
. . Dollars against authorized European
C. To draw foreign currencies and to currencies other than Swiss francs.. . . . 1,250

permit foreign banks to draw dollars under
the reciprocal currency arrangements Iiste% . .
in paragraph 2 below, provided that draw/nY changes in the terms of existing swap
ings by either party to any such arrangemer’fangements, and the proposed terms of any
shall be fully liquidated within 12 months NéW arrangements that may be authorized,
after any amount outstanding at that timeshall be referred for review and approval to
was first drawn, unless the Committeeth® Committee.

because of exceptional circumstances, spe- . . . .
cifically authorizes a delay. 3. All transactions in foreign currencies

undertaken under paragraph 1(A) above
D. To maintain an overall open posi- shall, unless otherwise expressly authorized
tion in all foreign currencies not exceedingby the Committee, be at prevailing market
$25.0 billion. For this purpose, the overallrates. For the purpose of providing an invest-
open position in all foreign currencies isment return on System holdings of foreign
defined as the sum (disregarding signs) ofurrencies, or for the purpose of adjusting
net positions in individual currencies. Theinterest rates paid or received in connection
net position in a single foreign currency iswith swap drawings, transactions with for-
defined as holdings of balances in that cureign central banks may be undertaken at
rency, plus outstanding contracts for futurenon-market exchange rates.
receipt, minus outstanding contracts for
future delivery of that currency, i.e., as the 4. It shall be the normal practice to
sum of these elements with due regard tarrange with foreign central banks for the
sign. coordination of foreign currency transac-
tions. In making operating arrangements
2. The Federal Open Market Committeewith foreign central banks on System hold-
directs the Federal Reserve Bank of Newngs of foreign currencies, the Federal
York to maintain reciprocal currency Reserve Bank of New York shall not commit
arrangements (“swap” arrangements) for thatself to maintain any specific balance, unless
System Open Market Account for periods upauthorized by the Federal Open Market
to a maximum of 12 months with the follow- Committee. Any agreements or understand-
ing foreign banks, which are among thoséngs concerning the administration of the
designated by the Board of Governors of theccounts maintained by the Federal Reserve
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Bank of New York with the foreign banks eign currency operations, and to consult with
designated by the Board of Governors undethe Secretary on policy matters relating to
Section 214.5 of Regulation N shall beforeign currency operations;
referred for review and approval to the
Committee. C. From time to time, to transmit
appropriate reports and information to the
5. Foreign currency holdings shall beNational Advisory Council on International
invested insofar as practicable, consideringlonetary and Financial Policies.
needs for minimum working balances. Such
investments shall be in liquid form, and 8. Staff officers of the Committee are
generally have no more than 12 monthsuthorized to transmit pertinent informa-
remaining to maturity. When appropriate intion on System foreign currency operations
connection with arrangements to provideo appropriate officials of the Treasury
investment facilities for foreign currency Department.
holdings, U.S. Government securities may be
purchased from foreign central banks under 9. All Federal Reserve Banks shall par-
agreements for repurchase of such securitigiipate in the foreign currency operations
within 30 calendar days. for System Account in accordance with para-
. graph 3 G(1) of the Board of Governors’
6. All operations undertaken pursuant toStatement of Procedure with Respect to For-
the preceding paragraphs shall be reportegign Relationships of Federal Reserve Banks
promptly to the Foreign Currency Sub-gated January 1, 1944.
committee and the Committee. The Foreign ’
Currency Subcommittee consists of the
Chairman and Vice Chairman of the Com-Foreign Currency Directive
mittee, the Vice Chairman of the Board of
Governors, and such other member of th
Board as the Chairman may designate (or iin Effect January 1, 1995
the absence of members of the Board serving - gystem operations in foreign currencies
on the Subcommittee, other Board Memberg o’ generally be directed at countering dis-

designated by the Chairman as alternateg,jery market conditions, provided that
and in the absence of the Vice Chairman o arket exchange rates fo} the U.S. dollar

the Committee, his alternate). Meetings Ofgfiact actions and behavior consistent with
the Subcommittee shall be called at thghe |MF Article IV, Section 1.

request of any member, or at the request o
the Manager for Foreign Operations, System
Open Market Account (“Manager”), for the
purposes of reviewing recent or con- A. Undertake spot and forward pur-
templated operations and of consulting withchases and sales of foreign exchange.

the Manager on other matters relating to his o ]

responsibilities. At the request of any mem- ~ B. Maintain  reciprocal  currency
ber of the Subcommittee, questions arising‘swap”) arrangements with selected for-
from such reviews and consultations shall b&ign central banks and with the Bank for
referred for determination to the Federallnternational Settlements.

Open Market Committee.

2. To achieve this end the System shall:

C. Cooperate in other respects with
central banks of other countries and with

7. The Chairman is authorized: international monetary institutions.

A. With the approval of the Commit- . .
tee, to enter into any needed agreement or 3. Transactions may also be undertaken:
understanding with the Secretary of the Trea- A To adjust System balances in light
sury about the division of responsibility for of probhable future needs for currencies.
foreign currency operations between the Sys-
tem and the Treasury; B. To provide means for meeting Sys-

tem and Treasury commitments in particular

B. To keep the Secretary of the Trea-currencies, and to facilitate operations of the
sury fully advised concerning System for-Exchange Stabilization Fund.
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C. For such other purposes as may beperation is associated with repayment of
expressly authorized by the Committee. swap drawings.

4. System foreign currency operations _ C. Any operation that might generate a
shall be conducted: substantial volume of trading in a particular

currency by the System, even though the

A. In close and continuous consulta-change in the System’s net position in that

tion and cooperation with the United Statesurrency might be less than the limits speci-
Treasury; fied in 1.B.

B. In cooperation, as appropriate, with D. Any swap drawing proposed by a
foreign monetary authorities; and foreign bank not exceeding the larger of

. . . (i) $200 million or (ii) 15 percent of the size
C. In a manner consistent with the 0b|l-g]2 ?ﬁe swap arrang(e)menE

gations of the United States in the Interna-
tional Monetary Fund regarding exchange

arrangements under the IMF Article IV. 2. The Manager shall clear with the Com-

mittee (or with the Subcommittee, if the
Subcommittee believes that consultation
with the full Committee is not feasible in the

Procedural Instructions with time available, or with the Chairman, if the

Respect to Foreign Currency Chairman believes that consultation with the

Operations Subcommittee is not feasible in the time
available):

In Effect January 1, 1995 A. Any operation that would resultin a

change in the System's overall open position
In conducting operations pursuant to thdn foreign currencies exceeding $1.5 billion
authorization and direction of the FederaBSince the most recent regular meeting of the
Open Market Committee as set forth in thécommittee.
Authorization for Foreign Currency Opera- B. Any swap drawing proposed by a

tions and the Foreign Currency Directive,forei ; :
gn bank exceeding the larger of (i) $200
the Federal Reserve Bank of New York, gy o (ii) 15 percent of the size of the

through the Manager for Foreign Operations

System Open Market Account (“Manager”), swap arrangement.
shall be guided by the following procedural .
understandings with respect to consultationtsh 3. The Manager shall also consult with

and clearance with the Committee, the Forx'© Subcommittee or the Chairman about
eign Currency Subcommittee, and the ChairpmpoSed swap drawings by the System, and

man of the Committee. All operations under-abOLIt atmy operations that are not of a routine
aracter.

taken pursuant to such clearances shall b
reported promptly to the Committee.

1. The Manager shall clear with the Sub-Meeting Held on

committee (or with the Chairman, if the January 31—February 1. 1995
Chairman believes that consultation with the !

Subcommittee is not feasible in the timeA meeting of the Federal Open Market
available): Committee was held in the offices of the
A. Any operation that would result in a Board of Governors of the Federal
change in the System’s overall open positiolReserve System, in Washington, D.C.,
in foreign currencies exceeding $300 millionstarting on Tuesday, January 31, 1995,
on any day or $600 million since the mostat 1:30 p.m. and continuing on Wednes-
recent regular meeting of the Committee. day, February 1, 1995, at 9:00 a.m
B. Any operation that would result in a
change on any day in the System’s net posiPresent:
tion in a single foreign currency exceeding Mr. Greenspan, Chairman
$150 million, or $300 million when the Mr. McDonough, Vice Chairman



Minutes of FOMC Meetings, January—February11

Mr.
Mr.
Mr.
Mr.
Mr.
Mr.
Ms

Blinder
Hoenig
Kelley
LaWare
Lindsey
Melzer

. Minehan
Mr. Moskow
Ms. Phillips
Ms. Yellen

Messrs. Boehne, Jordan, McTeer, and
Stern, Alternate Members of the
Federal Open Market Committee

Messrs. Broaddus, Forrestal, and Parry,

Presidents of the Federal Reserve
Banks of Richmond, Atlanta, and
San Francisco respectively

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

Mr. Coyne, Assistant Secretary

Mr. Gillum, Assistant Secretary

Mr. Mattingly, General Counsel

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

Mr. Truman, Economist

Messrs. Davis, Dewald, Lindsey,
Mishkin, Promisel, Siegman,
Slifman, and Stockton, Associate
Economists

Mr. Fisher, Manager, System Open
Market Account

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

Mr. Madigan, Associate Director,
Division of Monetary Affairs,
Board of Governors

Mr. Simpson, Associate Director,
Division of Research and
Statistics, Board of Governors

Mr. Winn,2 Assistant to the Board,
Office of Board Members, Board
of Governors

Messrs. Hooper and Reinhart,
Assistant Directors, Divisions of
International Finance and
Monetary Affairs respectively,
Board of Governors

2. Attended portions of the meeting.

Mr. Rosine2 Senior Economist,
Division of Research and
Statistics, Board of Governors

Mr. English2 Economist, Division of
Monetary Affairs, Board of
Governors

Mr. Freemar® Section Chief, Division
of International Finance, Board of
Governors

Ms. O’Day? Associate General
Counsel, Legal Division, Board of
Governors

Mr. Baerz and Ms. Misback,

Managing Senior Counsels, Legal
Division, Board of Governors

Mr. Ely,2 Senior Attorney, Legal
Division, Board of Governors

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

Messrs. Barron and Rasdall, First Vice
Presidents, Federal Reserve Banks
of San Francisco and Kansas City
respectively

Messrs. Beebe, Goodfriend, Lang,
Rosenblum, and Sniderman and
Ms. Tschinkel, Senior Vice
Presidents, Federal Reserve Banks
of San Francisco, Richmond,
Philadelphia, Dallas, Cleveland,
and Atlanta respectively

Messrs. McNees and Miller, Vice
Presidents, Federal Reserve Banks
of Boston and Minneapolis
respectively

Mr. Evans and Ms. Krieger, Assistant
Vice Presidents, Federal Reserve
Banks of Chicago and New York
respectively

In the agenda for this meeting, it was
reported that advices of the election of
the following members and alternate
members of the Federal Open Market
Committee for the period commencing
January 1, 1995, and ending Decem-
ber 31, 1995, had been received and that
the named individuals had executed
their oaths of office.

The elected members and alternate
members were as follows:
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William J. McDonough, President of the Lynn E. Browne, Thomas E. Davis,

Federal Reserve Bank of New York, William G. Dewald, David E. Lindsey,
with James H. Oltman, First Vice Presi- Frederic S. Mishkin, Larry J. Promisel,
dent of the Federal Reserve Bank of Charles J. Siegman, Lawrence Slifman,
New York, as alternate; David J. Stockton, and Carl E.

Cathy E. Minehan, President of the Federal = Vander Wilt, Associate Economists
Reserve Bank of Boston, with Edward

G. Boehne, President of the Federal .
Reserve Bank of Philadelphia, as By unanimous vote, the Federal

alternate; Reserve Bank of New York was selected
Michael H. Moskow, President of the Fed-t0 execute transactions for the System

eral Reserve Bank of Chicago, withOpen Market Account until the

Jerry L. Jordan, President of the Fedydjournment of the first meeting of the

eral Reserve Bank of Cleveland, a -
alternate: SCommittee after December 31, 1995.

Thomas C. Melzer, President of the Federal BY unanimous vote, Peter R. Fisher
Reserve Bank of St. Louis, with was selected to serve at the pleasure of

Robert D. McTeer, President of thethe Committee as Manager, System
Federal Reserve Bank of Dallas, agOpen Market Account, on the under-

alternate; tanding that his selection was subject to

Thomas M. Hoenig, President of the Federa} .
0212,6% °§2;?|; Orfe S}L‘iir;ag Cﬁy’ e:i,ﬁLabelng satisfactory to the Federal Reserve

Gary H. Stern, President of the Fed-Bank of New York.
eral Reserve Bank of Minneapolis, as

alternate. Secretary’s noteAdvice subsequently was
received that the selection of Mr. Fisher was
By unanimous vote, the following satisfactory to the board of directors of the
officers of the Federal Open Market™ederal Reserve Bank of New York.
Committee were elected to serve until
the election of their successors at the By unanimous vote, the minutes of
first regularly scheduled meeting of thethe meeting of the Federal Open Market
Committee after December 31, 1995Committee held on December 20, 1994,
with the understanding that should theyvere approved.
discontinue their official connection The Manager of the System Open
with the Board of Governors or with a Market Account reported on develop-
Federal Reserve Bank, they would ceas@ents in foreign exchange markets since
to have any official connection with thethe December meeting. There were no

Federal Open Market Committee: market transactions for System Account
during this period, and thus no vote was
Alan Greenspan Chairman required Of the Committee.
William J. McDonough  Vice Chairman The Manager also reported on devel-
opments in domestic financial markets
Donald L. Kohn Seclr_:ectgr%%r;gt and on System open market transactions
Normand R.V. Bernard  Deputy Secretary In governm'ent' securltlt_as and federal
Joseph R. Coyne Assistant agency obligations during the period
Secretary December 20, 1994, through Janu-
Gary P. Gillum Assistant ary 31, 1995. By unanimous vote, the

o . Secretary Committee ratified these transactions.
J. Virgil Mattingly, Jr. General Counsel The Committee then turned to a dis-

Ernest T. Patrikis Deputy General . . - .
Counsel cussion of the economic and financial
Michael J. Prell Economist outlook and the implementation of

Edwin M. Truman Economist monetary policy over the intermeeting
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period ahead. A summary of the ecoweather. In manufacturing, the output of
nomic and financial information avail- motor vehicles and parts surged again
able at the time of the meeting and ofand further solid gains were recorded in
the Committee’s discussion is providedhe production of other goods. The large
below, followed by the domestic policy advance in industrial output in Decem-
directive that was approved by the Comber boosted rates of capacity utilization
mittee and issued to the Federal Resenabove already high levels.

Bank of New York. Retail sales were reported to have
The information reviewed at this changed little over November and
meeting suggested a strong further risBecember after substantial advances in
in economic activity during the closing September and October; the flattening
months of 1994. Although consumerof sales reflected sharply reduced
spending appeared to be less buoyaimcreases in outlays for non-auto con-
and housing demand had softened someumer goods. Consumer spending on
what, growth in business investmentservices rose moderately on balance
exports, and inventories remained briskover November and December, with
Industrial production and payroll outlays for energy services held down
employment continued to record subby unusually mild weather. Although
stantial gains. Broad indexes of pricesome indicators of housing demand had
for consumer goods and services hadeakened, housing starts posted sizable
risen moderately on average over recemains on balance over November and
months despite shrinking margins ofDecember; single-family construction
unemployed resources and further sizcemained at a relatively high level
able increases in the prices of manylespite the rise in mortgage rates in
materials. 1994, and multifamily construction con-
Nonfarm payroll employment ad- tinued its gradual recovery from the
vanced considerably further in Decem-depressed levels of early 1993. The
ber after a sharp rise in November. Subregional pattern of starts activity sug-
stantial job gains were recorded ingested that favorable weather accounted

December in service industries and irfor little of the strength in December.
the retail trade sector. Hiring in manu- Business fixed investment was esti-
facturing was brisk for a third straight mated to have grown at a very rapid
month, with labor demand especiallypace in the fourth quarter, with a pickup
strong in motor vehicles, capital goodsjndicated for business spending on both
and electronic equipment. Constructiorequipment and nonresidential structures.
payrolls slipped after a large increase ilNew orders for nondefense capital
November. The average workweek wagjoods declined on balance over Novem-
unchanged in December, but factoryber and December, but the large backlog
overtime edged back up, matching thef unfilled orders, especially for com-
highest level reached in the history ofputers, pointed to a continued strong
this series. The civilian unemploymentexpansion in spending on business
rate declined to 5.4 percent. equipment in coming months. Non-
Industrial ~ production registeredresidential construction activity was up
another large advance in Decemberconsiderably in November for a third
Manufacturing accounted for all of thestraight month, with increases in con-
gain; an upturn in mining production struction widespread by type of struc-
offset a decline in the output of utilities ture. Recent data indicated that permits
associated with unseasonably warnfior nonresidential construction were
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continuing to trend higher and perhapslso advanced more slowly in Decem-
were running ahead of constructionber, with a drop in energy prices balanc-
activity. ing a surge in food prices. Prices of
Business inventory investmentfinished goods other than food and
remained brisk in November; in theenergy increased modestly in 1994 after
aggregate, the buildup was in line withbeing held down in 1993 by a sharp
shipments and sales. In manufacturingjrop in the prices of tobacco products.
stocks increased more rapidly inIn contrast to prices of finished goods,
November, but the ratio of stocks toprice inflation at earlier stages of pro-
shipments declined further and was at duction picked up in 1994. For interme-
historically low level. In wholesale diate goods other than food and energy
trade, inventories rose less rapidly intems, prices rose at a faster rate in the
November, but the inventory-to-salessecond half of 1994, with the pickup
ratio increased further, although itmost clearly evident in materials used in
remained within its range of recentmanufacturing. Prices of crude materials
years. Inventory accumulation slowed aose rapidly in the second half of 1994
little at the retail level, and the and forthe year as a whole. Increases in
inventory-to-sales ratio for this sectorlabor costs remained moderate. Average
remained near the middle of its range ohourly earnings were little changed
recent years. on balance over November and
The nominal deficit on U.S. trade inDecember, and for the year as a whole
goods and services widened somewhahey advanced only slightly more than
further in November, and for Octoberin 1993. More broadly, hourly compen-
and November combined the deficit wasation of private industry workers
well above its average rate in the thirdncreased more slowly in the fourth
guarter. The value of exports of goodsjuarter than in any of the previous
and services increased more slowly ithree quarters of 1994, and the rise for
the October—November period than irthe year was significantly less than in
the third quarter, largely reflecting1993.
reduced growth of exported industrial At its meeting on December 20, 1994,
supplies. The rise in the value of importdshe Committee adopted a directive that
of goods and services for the Octoberealled for maintaining the existing
November period was led by increasedlegree of pressure on reserve positions
imports of non-oil industrial supplies and that included a bias toward the
and automotive, capital, and consumepossible firming of reserve conditions
goods. Available data for the fourthduring the intermeeting period. Accord-
quarter of 1994 indicated continuedingly, the directive stated that in the
growth in economic activity, though context of the Committee’s long-run
perhaps at a somewhat slower pace, iobjectives for price stability and sustain-
the major foreign industrial countries. able economic growth, and giving care-
Consumer price inflation slowed aful consideration to economic, financial,
little in December despite a jump inand monetary developments, somewhat
food prices that was only partly offsetgreater reserve restraint would be
by a decline in energy prices. Excludingacceptable or slightly lesser reserve
food and energy items, consumer pricegestraint might be acceptable during the
edged up in December and rose signifintermeeting period. The reserve condi-
cantly less in 1994 than in 1993. At thetions associated with this directive were
producer level, prices of finished goodsxpected to be consistent with modest
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growth in the broader monetary aggrethe consequences for the U.S. economy
gates over coming months. of the sharp depreciation of the Mexican

Open market operations during thepeso and the related economic and
intermeeting period were directedfinancial problems in Mexico and other
toward maintaining the existing degreedeveloping economies; market partici-
of pressure on reserve positions. Wittpants expressed some concern that the
the need for seasonal credit diminishingrisis might constrain U.S. monetary
over the period, adjustment plus seapolicy in the event of further domestic
sonal borrowing trended lower but aver-inflation pressures and that the counter-
aged a little above anticipated levelspart to the large prospective reduction in
Near year-end, the Trading Desk accomthe Mexican current account deficit
modated heavy demands for reservewould lie importantly in the already sub-
through System repurchase agreemenssantial U.S. deficit.

(RPs). The federal funds rate averaged Growth of M2 and M3 strengthened
close to 3> percent during the inter- in December, and data for the first half
meeting period. of January suggested a further accelera-

Most other market interest ratestion in that month. Much of the pickup
declined slightly on balance over thein M2 in December was due to rapid
period after the December 20 meetingexpansion in overnight RPs and over-
Very short term interest rates fell afternight Eurodollars, which outweighed a
the first of the year, reflecting the disapfurther contraction of liquid accounts
pearance of year-end premiums. Mor@ssociated in part with depositor efforts
broadly, favorable news on inflation andto obtain higher returns by shifting
indications of some unexpected slowingunds into market instruments. The
in the growth of final demand appar-faster growth of M3 reflected, in addi-
ently led market participants to con-tion to the acceleration of its M2 compo-
clude that further tightening of mone-nent, bank use of large CDs and nonde-
tary policy, though still expected to beposit sources of funds to finance
substantial, would be less than previrelatively robust demands for credit.
ously thought and would be spread oveFrom the fourth quarter of 1993 to the
a longer period. Yields on tax-exemptfourth quarter of 1994, M2 grew at the
instruments declined considerably asower end of the Committee’s range for
concerns about the implications 0f1994 and M3 in the lower half of its
Orange County’s problems for the finan+ange. Total domestic nonfinancial debt
cial condition of other municipal gov- had continued to expand at a moderate
ernments abated. Strong earninggte in recent months, and for 1994 it
reports for the fourth quarter boostedvas in the lower half of its monitoring
major indexes of equity prices. range.

In foreign exchange markets, the The staff forecast prepared for this
trade-weighted value of the dollar inmeeting suggested that growth of eco-
terms of the other G-10 currenciesnomic activity would slow substantially
declined somewhat over the intermeetever the next several quarters and for
ing period. The dollar fell substantially some period thereafter would average
against the mark, which was buoyed byess than the rate of increase in the
safe-haven inflows from weaker Euro-economy’s potential output. Consumer
pean currencies, but dropped lesspending was projected to be well sus-
against the yen. One factor that weighethined for a time but to be restrained
against the dollar was uncertainty aboulater by smaller gains in real incomes,
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the satisfaction of pent-up demands, an@hich probably would be concentrated
the lagged effects of higher interest rateat least initially in the housing and con-
on the demand for durable goods. Busisumer durables sectors, would undoubt-
ness outlays for new equipment wereedly reinforce an expected cutback in
expected to decelerate substantially imventory investment from its unsustain-
response to higher financing costs andble pace in recent quarters. A key
slower growth of sales and profits.uncertainty in the outlook was whether
Homebuilding was anticipated to softerthe slowing in overall economic growth
a little in response to slower growth inwould be sufficient to relieve the current
jobs and income as well as to thepressures on labor and other producer
increase that had occurred in mortgagessources, which many members saw as
rates. Recent developments in Mexicgortending higher inflation, or, indeed,
were expected to cut into exports in thevhether such pressures would intensify
near term, but the sustained economiturther. Opinions differed to some
growth elsewhere would keep exportdegree with regard to both the likely
demand on an uptrend. Although therextent of the prospective slowing in eco-
was considerable uncertainty regardingiomic growth and the outlook for infla-
the fiscal outlook, in light of the con- tion. However, most of the members
gressional intent to cut the federal deficoncluded that some rise in inflation
cit the forecast incorporated a somewhadppeared probable over coming quar-
greater degree of fiscal restraint thaners, and they were concerned that this
had been built into recent forecasts. Inupturn would not be reversed and could
the staff’'s judgment, the economy curbe extended in the absence of further
rently was operating beyond its long-monetary restraint.
run, noninflationary capacity, and there In keeping with the practice at meet-
remained a substantial risk that inflatiorings when the Committee establishes its
could ratchet higher absent further monelong-run ranges for growth of the money
tary policy actions. and debt aggregates, the members of the
In the Committee’s discussion of cur-Committee and the Federal Reserve
rent and prospective economic developBank presidents not currently serving as
ments, the members agreed that growtmembers had prepared individual pro-
in economic activity could be expectedjections of economic activity, the rate of
to moderate considerably over theunemployment, and inflation for the
course of 1995, although inflation wasyear 1995. Measured from the fourth
likely to be higher than in 1994. They quarter of 1994 to the fourth quarter of
acknowledged that their current projec-1995, their forecasts of the growth in
tions were subject to substantial risksreal GDP had a central tendency of 2 to
The expansion continued to display3 percent, compared with a growth rate
appreciable momentum and signs 06f 4 percent estimated for 1994. Most of
slower growth were still quite limited the members also anticipated that eco-
and tentative. Even so, the membersomic expansion in line with their fore-
remained persuaded that the laggedasts would be associated with little
effects of the policy tightening imple- change in the unemployment rate, and
mented over the course of 1994 wouldheir projections of the rate in the fourth
become increasingly evident in interestguarter of 1995 were centered in a nar-
sensitive sectors of the economy as theow range around% percent. The high
year progressed. The projected moderdevels of resource utilization implied by
tion in the growth of final demands,these projections were viewed by most
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members as likely to foster somewhaDecember, but they also noted that the
greater pressure on wages and priceavailable information on consumer
Accordingly, projections of the rate of spending during the first few weeks of
inflation, as indexed by the consumethis year was inconclusive with regard
price index, had a central tendency of 3o the possible emergence of a slowing
to 3¥2 percent for the period from the trend. Anecdotal commentary on retail
fourth quarter of 1994 to the fourth sales was mixed, and evidence of some
quarter of 1995, compared with rates oflecline in January sales of motor vehi-
about 24 percent in both 1993 and cles needed to be evaluated with caution
1994, because of the introduction of a new
In their review of regional economic reporting method. Consumer confidence
developments, members referred tavas at a high level, but some members
widespread evidence of further growthobserved that consumer indebtedness
in business activity, but a number alschad grown rapidly and was likely to
mentioned scattered signs of some sofexert a retarding effect on consumer
ening in a few areas or industries. Sevspending at some point. In this regard,
eral emphasized, however, that the ane@towever, it was pointed out that rising
dotal evidence did not currently point toconsumer incomes had kept debt service
any significant moderation in the overallburdens from increasing significantly
growth of the economy. With regard tothus far. On balance, the members
financial conditions, members com-believed that the growth in consumer
mented that they saw little indicationspending probably would slow over the
that policy tightening actions over theforecast horizon though such spending
past year were constraining the availmight be relatively well maintained for
ability of credit to any observable some period, given the ongoing expan-
degree. Despite higher interest ratession in jobs and incomes and the ready
financial conditions remained broadlyavailability of financing to many con-
supportive of further economic expan-sumers. In any event, the outlook for
sion. The performance of stock markethis sector of the economy, which was
prices and the relatively narrow qualitycritical to any significant moderation in
spreads in debt markets attested to averall economic growth, was uncertain
considerable degree of confidencavith regard to both the timing and the
among investors. Members also toolextent of possible slowing.
note of the accommodative lending poli- Housing construction was cited as
cies of banking institutions. Those poli-potentially the most important demand
cies had encouraged rapid growth irsector of the economy that was likely to
consumer and business loans and evgontribute to more moderate economic
dently were contributing to the ongoinggrowth over the year ahead. As evi-
strength of the economic expansiondenced by nationwide data through the
Some members expressed concern thaead of 1994, single-family housing
number of banks might have eased thestarts had held up unexpectedly well
lending standards unduly and thuslespite sizable increases in home mort-
assumed unwarranted risks in their loagage rates, but anecdotal reports from
portfolios. around the country had pointed to
In their assessment of developmentsveakening demand for new homes for
in key sectors of the economy, memberseveral months and continued to do
referred to the sluggish behavior of nonso. Against the background of current
auto retail sales in November andmortgage rate levels and the rise that



118 82nd Annual Report, 1995

had occurred in home mortgage indebtinventory—sales ratios across much of
edness, the members continued tthe economy and little anecdotal or other
anticipate softening demand for housevidence of unintended inventory accu-
ing, at least in the single-family sector.mulation. Moreover, because an unusu-
The mild uptrend in the much smallerally large share of the inventory buildup
multifamily sector was likely to con- in recent quarters appeared to involve
tinue for some period, given low rentalimports, a cutback in such investment
vacancy rates in a number of areas, anshould tend to have a smaller-than-usual
further improvement in nonresidentialimpact on domestic production. There
construction was likely to offset to somewas no current evidence that inventory
extent the overall slowing in housinginvestment was slowing, and indeed
construction. recent data on business loans at banks
In the capital goods sector, realmight suggest some acceleration in
business-fixed investment had strengthinventory accumulation since the begin-
ened further in the fourth quarter, anching of the year. Nonetheless, as more
the members believed, on the basis ahoderate growth in final demand began
rising order backlogs and the strength ofo emerge, concerns about the availabil-
permits for new business constructionity of materials used in the production
that considerable momentum had carprocess or stocks needed to meet market
ried into this year. While the growth demand should diminish, and business
in spending for business equipmenfirms could be expected to trim their
undoubtedly would moderate from itsdemand for inventories, perhaps aggres-
extraordinary pace over an extendedively for a time. Indeed, this sector of
period, large business profits and thé¢he economy might well account for
still relatively low user cost of capital much of the slowing in the expansion
would tend to support appreciable furfor some period of time during the year
ther growth in such investment in theahead.
context of elevated levels of capacity Fiscal policy was under active debate
utilization and ongoing efforts, inducedin the Congress, and the members
by strong market competition, toviewed the outcome of that debate as
increase productivity. Moreover, non-very uncertain. The emergence of a
residential construction was now trendmoderately restrictive fiscal policy
ing higher, with particular strength evi-might be a reasonable assumption to
dent in industrial and commercialincorporate in current forecasts, albeit
construction. an assumption that clearly was subject
The pace of inventory accumulationto a wide range of error. In any event,
in recent quarters was viewed as unsugny progress toward cutting future bud-
tainable and a decline in inventoryget deficits was likely to have a favor-
investment was seen as likely over thable effect on domestic financial mar-
forecast horizon, though the precise timkets and perhaps also on the dollar in
ing and extent were impossible to preforeign exchange markets.
dict. While slower growth in final Developments in Mexico and their
demand might in most circumstancegossible repercussions in other develop-
stimulate a relatively sharp adjustmentng nations had negative implications
in inventory investment, members citedor U.S. exports, at least over the short
factors that could mute the size of tharun. Indeed, some members cited anec-
adjustment and its effects on overalldotal evidence that reduced trade with
GDP. These included relatively low Mexico had already emerged since late
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1994. Moreover, the effects of the earthraw materials and other producer inputs
quake in Kobe, Japan, seemed to b the prices of final goods, the members
disrupting trade with that nation in agri-referred to increasingly numerous
cultural and other bulk goods and wasxamples of successful efforts to raise
likely to continue doing so over the nearsuch prices and to apparently growing
term. Looking beyond the monthshusiness expectations that it would be
immediately ahead, the relatively robuspossible to implement such increases
growth projected for many industrial over the months ahead. On balance, the
countries together with the lower valuemembers generally were persuaded that
of the dollar should boost the nation’sthe economy had attained levels of labor
overall external trade balance, thougtand capital utilization that implied a
probably not to the extent of providingstrong risk of rising inflation over com-
substantial stimulus to the economying quarters.
One member observed that a number of In keeping with the requirements of
countries throughout the world faced thehe Full Employment and Balanced
potential for important changes in politi- Growth Act of 1978 (the Humphrey—
cal conditions that could have adversédawkins Act), the Committee at this
effects on their growth and trading rela-meeting reviewed the ranges for growth
tionships, with possible repercussions onf the monetary and debt aggregates in
U.S. exports. 1995 that it had established on a tenta-
Members commented that the strongive basis at its meeting in July 1994,
growth in economic activity and high The tentative ranges included expansion
levels of resource utilization had fos-of 1 to 5 percent for M2 and 0O to 4 per-
tered relatively rapid increases in thecent for M3, measured from the fourth
prices of many raw materials and semiquarter of 1994 to the fourth quarter of
finished goods used in the productiori995. The monitoring range for growth
process, but contrary to numerous foreef total domestic nonfinancial debt had
casts these developments had not Idoeen set provisionally at 3 to 7 percent
thus far to a broad pickup in inflation asfor 1995. The ranges for M2 and M3
measured by the prices of final goodsvere unchanged from those that the
and services. This favorable developCommittee had used in 1994, while the
ment might be explained in part by lagsrange for debt was 1 percentage point
in the inflation transmission process andower.
perhaps to some degree by various struc- All the members endorsed a proposal
tural changes and productivity improve-to adopt the ranges that the Committee
ments in recent years that may havéad set on a tentative basis in July 1994.
raised both the level and the rate ofWhile some acceleration in the growth
increase of the economy’s potential forof the broad monetary aggregates from
sustained activity. Many membersthe pace in 1994 could be anticipated
observed, however, that it would not beover the year ahead according to a staff
prudent from a monetary policy stand-analysis, monetary expansion within the
point to assume that continued rapidanges in question appeared to be con-
economic growth and further pressuresistent with the moderation in the expan-
on producer resources would not lead tgion of nominal GDP that the members
rising inflation over the quarters aheadwere projecting for 1995 and that they
While competitive pressures still generviewed as desirable to head off increas-
ally limited the extent to which businessing inflation. Moreover, the ranges for
firms could pass through rising costs othe broad monetary aggregates had been
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reduced over the past decade to levekhe Federal Reserve in its efforts to
that, notably in the case of M2, shouldcounteract the effects of cyclical short-
now be consistent over long perioddalls in the performance of the economy.
with the Committee’s objectives for The members agreed that the discussion
stable prices and maximum sustainablBad been helpful in outlining the issues
economic growth. This outcome wouldand that the subject should be revisited.
depend on the restoration over time oft was noted in this connection that the
the historical velocity patterns linking Committee might be asked to comment
the monetary aggregates to broad meaturing the months ahead on specific
sures of economic performance, includeongressional proposals for inflation
ing a level velocity trend for M2. It was targeting.

noted in this regard that until recent Atthe conclusion of its discussion, all
years the growth of M3 had tended tathe members voted to approve without
exceed that of M2—a pattern thatchange the tentative ranges for 1995 that
seemed to be re-emerging—and therdhe Committee had established in July
fore a somewhat higher range might bef last year. In keeping with its usual
set for M3 than for M2. However, the procedures under the Humphrey—
members did not believe that a persuaHawkins Act, the Committee would
sive argument could be made at thigeview its ranges at midyear, or sooner
juncture for raising the M3 range,if interim conditions warranted, in light
though they did not want to rule out theof the growth and velocity behavior of
option of doing so later, possibly whenthe aggregates and ongoing economic
the ranges were reviewed at midyeamand financial developments. Accord-
Indeed, to make the change at this poinngly, the following longer-run policy
might convey a misleading messagetatement for 1995 was approved for
regarding the Committee’s policy inten-inclusion in the domestic policy
tions or its confidence in prospectivedirective:

monetary growth relationships.

The Committee also considered the The Federal Open Market Committee
potential advantages and disadvantageseks monetary and financial conditions that
of setting specific targets for bringingWill foster price stability and promote sus-
tainable growth in output. In furtherance of

lnf!atlon dovv_n and achieving price .Sta_these objectives, the Committee at this meet-
bility over time. Such targets might

. ) ing established ranges for growth of M2 and
provide an alternative or supplementap3 of 1 to 5 percent and 0 to 4 percent
approach to the monetary growthrespectively, measured from the fourth quar-
ranges, which had been found to béer of 1994 to the fourth quarter of 1995. The

unreliable guides for monetary policyCommittee anticipated that money growth
over the past several years. The me within these ranges would be consistent with

. s broad policy objectives. The monitoring
bers discussed a number of aspects 9§nge for growth of total domestic nonfinan-

inflation targeting. On the one handcial debt was lowered to 3 to 7 percent for
such targeting would help to anchor théhe year. The behavior of the monetary
conduct of monetary policy and progresgdgregates will continue to be evaluated in
in meeting these objectives Couldthe light of progress toward price level sta-

- ility, movements in their velocities, and
enhance the credibility of the I:ed"3‘“"‘Bevelopments in the economy and financial
Reserve and perhaps reduce the overaHarkets.
cost of attaining price stability. On the
other hand, close adherence to presetvotes for this action: Messrs. Greenspan,

inflation targets could unduly constrain McDonough, Blinder, Hoenig, Kelley,
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LaWare, Lindsey, and Melzer, Ms. Mine- prompt move would provide some
han, Mr. Moskow, and Mses. Phillips andinsyrance against what these members
Yellen. Votes against this action: None. \ia\ved as the principal risk in current
circumstances—that of rising inflation.
In the Committee’s discussion of pol-The risks of excessive tightening, while
icy for the intermeeting period ahead, alihot completely absent, were believed to
the members indicated that they coulde limited in light of the apparent
support some firming in reserve condistrength and momentum of the expan-
tions, though a few preferred to delaysion, which many forecasters had under-
such an action pending the receipestimated over the past year. One
within the next few weeks of significant member expressed the view that while
new information that could help themonetary growth had been damped,
Committee to evaluate whether and t@ontinuing restraint on the growth of the
what extent the economic expansiomarrow monetary aggregates was desir-
might be slowing. Most of the membersable to offset a previous buildup in
were convinced, however, that currentiquidity and to help ensure that infla-
monetary policy should be adjustedionary pressures would be contained.
promptly to a more clearly restrictive Members who saw an advantage in
stance. In their view, prompt action waspostponing a decision to tighten policy
needed to counter inflationary pressuresommented that, in light of some scat-
and inflationary expectations in an econtered signs of a moderating expansion, it
omy that already seemed to be operatingiould be helpful to wait for certain key
at, and perhaps beyond, sustainablstatistics that would become available
capacity levels and to be continuing towithin the next few weeks to judge the
expand at a pace above its long-rurextent of any moderation. Data on retalil
potential. In these circumstances, @&ales in January might provide particu-
delay in tightening policy would incur lar insights as to whether the softening
an unacceptable risk of allowing furtherin such sales in November and Decem-
inflationary momentum to develop inber was persisting. The favorable news
the economy and would require moreon inflation in the fourth quarter had
tightening over time than might other-lessened concerns about an immediate
wise be needed to achieve the Commitinflation threat, and if the incoming
tee’s objectives. Part of the risk involvedinformation confirmed the need for fur-
a potential further decline in the dollarther tightening, the short delay in imple-
at a time when there already was considmenting it would have only a minimal
erable concern about rising pressures otost. In addition, an increase in mone-
prices. Some tightening of policy at thistary restraint would be likely to exacer-
meeting was generally anticipated irbate the problems of Mexico and per-
markets, and a failure to take action novhaps to some extent those of Canada and
was likely in the view of a number of would have potentially adverse implica-
members to raise questions about th#ons for U.S. trade with both of these
credibility of the System’s anti-inflation key trading partners. Because the prob-
resolve and to generate some unsettlability that incoming information would
ment in financial markets, notably in thecounsel against any further policy tight-
foreign exchange market where the dolening was certainly less than 50 percent
lar already appeared to be vulnerable tgso that only a matter of timing was
further weakness. In terms of balancindikely to be involved, these members
the policy risks that were involved, aindicated that they would join with the
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other members in voting to tighten pol-about possible adjustments to policy
icy at this meeting. during the intermeeting period. Accord-
Concerning the possible need tdngly, in the context of the Committee’s
adjust policy during the intermeetinglong-run objectives for price stability
period, the members were unanimoushand sustainable economic growth, and
in favor of adopting a symmetric giving careful consideration to eco-
directive. Given a decision to implementnomic, financial, and monetary develop-
some tightening in monetary policy atments, the Committee decided that
this meeting, they did not believe thatsomewhat greater or somewhat lesser
there should be a presumption towardeserve restraint would be acceptable
possible further tightening in this period.during the intermeeting period. Accord-
A number of members observed thatng to a staff analysis, the reserve condi-
further monetary restraint might not betions contemplated at this meeting
needed if, in line with their expecta-would be consistent with moderate
tions, the incoming evidence on the pergrowth in M2 and M3 over coming
formance of the economy suggested thahonths.
the expansion was moderating suffi- At the conclusion of the meeting, the
ciently for the economy to return to aFederal Reserve Bank of New York was
growth path consistent with containingauthorized and directed, until instructed
inflation pressures. In any event, theotherwise by the Committee, to execute
Committee’s most difficult decision overtransactions in the System Account in
the next several quarters was likely to beccordance with the following domestic
that of determining when further tight- policy directive:
ening was no longer desirable.

Prior to the end of the meeting, the ¢ information reviewed at this meeting
members were apprised of a dispositioBuggests a strong further rise in economic
on the part of the Board of Governors toactivity during the closing months of 1994.
approve an increase dfz percentage Nonfarm payroll employment was up con-

point in the discount rate that was pendgiderably fUI{Ither i”b Deceg‘tbher a.‘ft.?r a sharp
; increase in November, and the civilian unem-
ing at several Federal Reserve Banks. | loyment rate declined to 5.4 percent. Indus-

the event that such an increase wagial production registered another large
approved by the Board, the memberadvance in December and capacity utiliza-
agreed that open market operationgon continued to move up from already high

should be conducted so as to allow thad€Vels- Current estimates indicate little
hange in retail sales over November and

increase to be reflected fully in reservqc)ecember, while housing starts posted siz-
markets. , _ able gains on balance over the two months.

At the conclusion of the Committee’s Orders for nondefense capital goods point to
discussion, all the members indicated continued strong expansion in spending on

that they could support a directive thafousiness equipment; permits for nonresiden-
called for increasing somewhat thetlal construction have been trending appre-

...__ciably higher. The nominal deficit on U.S.
degree of pressure on reserve positiongade in goods and services widened some-

In the implementation of this policy, what in October—November from its average
account would be taken of a possibleate in the third quarter. Prices of many mate-

increase ofY2 percentage point in the rials have continued to move up rapidly, but

discount rate that was under consider2road indexes of prices for consumer goods
and services have increased moderately on

ation by the Board of Governors. Theaverage over recent months.

members also agreed that the directive Most market interest rates have declined
should not include any presumptionslightly on balance since the Committee
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meeting on December 20, 1994. In foreignTemporary Increase in Reciprocal
exchange markets, the trade-weighted Va'“@urrency Agreement with the Bank
of the dollar in terms of the other G-10 f Mexico and Increase in
currencies has declined somewhat over th « "
intermeeting period. The Mexican peso had\dreement to “Warehouse
depreciated sharply against the dollar. Foreign Currencies

Growth of M2 and M3 strengthened in
December and January. From the fourttOn December 30, 1994, the Committee
quarter of 1993 to the fourth quarter of 1994 approved a temporary increase from
M2 grew at a rate at the bottom of thegg hjllion to $4y2 billion in the System’s

Committee’s range for 1994 and M3 at a rat :
in the lower half of its range for the year.(?'ec'procal currency (swap) agreement

Total domestic nonfinancial debt has continWith the Bank of Mexico and it also
ued to expand at a moderate rate in recer@pproved the activation of that agree-
months, and for the year 1994 it grew at ament. The Committee approved a fur-
rate in the lower half of its monitoring range. ther temporary increase of ¥ billion

The Federal Open Market Committee ot ;
seeks monetary and financial conditions tha‘fimd activation of that amount at this

will foster price stability and promote sus- Meeting, thereby raising the swap
tainable growth in output. In furtherance ofarrangement with the Bank of Mexico to
these objectives, the Committee at this meefa level of $6 billion, consisting of the
ing established ranges for growth of M2 andregular $3 billion line and a special

M3 of 1 to 5 percent and O to 4 percentgg pjion fine. The special $3 billion
respectively, measured from the fourth quarl-. be d il 1
ter of 1994 to the fourth quarter of 1995. The'lN€ may be drawn on until January 31,
Committee anticipated that money growth!996. Drawings would be for three-
within these ranges would be consistent wittmonth periods and could be renewed a
its broad policy objectives. The monitoring maximum of three times. Once a draw-
range for growth of total domestic nonflnan-ing on the special line is repaid, the size

cial debt was lowered to 3 to 7 percent for : . ]
the year. The behavior of the monetary®! the line will be reduced pari passu.

aggregates will continue to be evaluated ifMll drawings on 'the special line will
the light of progress toward price level sta-have to be repaid no later than Janu-
bility, movements in their velocities, andary 31, 1997. The terms and conditions
developments in the economy and financiajgy se of the permanent $3 billion swap
markets. facility with the Bank of Mexico remain

In the implementation of policy for the . .
immediate future, the Committee seeks td/Nchanged and drawings, once repaid,

increase somewhat the existing degree odill require Committee action prior to
pressure on reserve positions, taking accoustubsequent use. The Treasury has under-

of a possible increase in the discount rate. Ifgken to ensure the repayment of any
the context of the Committee’s Iong-runSWap drawing by the Bank of Mexico on

objectives for price stability and sustainabl A ) .
economic growth, and giving careful consid?the $6 billion in lines that is outstanding

eration to economic, financial, and monetarynore than twelve months.

developments, somewhat greater reserve

restraint or somewhat lesser reserve restraint Votes for this action: Messrs. Greenspan,
would be acceptable in the intermeeting McDonough, Blinder, Hoenig, Kelley, and
period. The contemplated reserve conditions LaWare, Ms. Minehan, Mr. Moskow, and
are expected to be consistent with moderate Mses. Phillips and Yellen. Votes against
growth in M2 and M3 over coming months.  this action: Messrs. Lindsey and Melzer.

Votes for this action: Messrs. Greenspan, The Committee also approved at this

McDonough, Blinder, Hoenig, Kelley, . . -
LaWare, Lindsey, and Melzer, Ms. Mine- Meeting an increase from $5 billion to

han, Mr. Moskow, and Mses. Phillips and$20 billion in the amount of eligible
Yellen. Votes against this action: None. foreign currencies that the System is
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prepared to “warehouse” for the Trea-ing the growth of trade between the two
sury and the Exchange Stabilizatiomations and the resulting creation of jobs
Fund (ESF). The purpose of the warein both countries. Moreover, Mexico’s
housing facility, which has been in placefinancial problems appeared to be
for many years, is to supplement thespreading to a number of other nations
U.S. dollar resources of the Treasuryand adversely affecting the dollar in the
and the ESF for financing purchases oforeign exchange markets. The partici-
foreign currencies and related internapation of the Federal Reserve in this
tional operations. The size of the wareeffort was strongly endorsed by the
housing facility had ranged up toAdministration and the overall program
$15 billion in past years, but it washad the support of the bipartisan leader-
reduced to $5 billion in February 1992.ship in the Congress. Apart from tem-
The expansion of the warehousingporary financial resources, the Federal
agreement at this meeting was intendeReserve was in a position to supply
to facilitate U.S. participation in the expertise and experience that were not
Multilateral Program to Restore Finan-readily available elsewhere. On the
cial Stability in Mexico, announced by negative side, the members acknowl-
President Clinton on January 31, 1995edged that there could be no assurances
by warehousing up to $20 billion in that the rescue program would succeed,
German marks and Japanese yen hellit its scale, its multinational character,
by the Treasury through the ESF. Theand the apparent willingness of Mexican
Committee will review each year theofficials to pursue the difficult policies
need to maintain this level of warehousheeded to ensure success were grounds
ing authority in light of the progress andfor optimism.
needs of the Program. Messrs. Lindsey and Melzer dissented
with respect to increases in both the
Votes for this action: Messrs. Greenspanswap line and the warehousing arrange-
EA;V[\)ISPG‘)’“,\%Q E:'iﬂgﬁg n|_,|0|\§rr."ic\]/'| O'éi'éfkl’: 223 ment with the Exchange Stabilization
Mses. Phillips and Yellen. Votes againsttund. They did not believe that the
this action: Messrs. Lindsey and Melzer. Committee had been provided sufficient
information to assess whether develop-
Members who voted to approve thesenents in Mexico threatened U.S. finan-
proposals were persuaded that the natutgal stability, a possible justification for
and severity of Mexico’s financial prob-increased central bank lending on a
lems could not be contained withoutshort-term basis. Furthermore, they con-
making substantial financial assistanceidered it inappropriate for the Federal
available to the Government of Mexico.Reserve to participate, directly or indi-
The financial support provided by therectly, in intermediate- to long-term
United States would be accompanied b¥inancing to facilitate debt restructuring.
similar assistance from the IMF andThey were concerned that such partici-
would be conditioned on Mexico’s com-pation in a fiscal policy matter might
mitment to implement major changes incompromise, or appear to compromise,
its economic policies, including mone-the independence of the monetary pol-
tary policy. It was emphasized duringicy process. Mr. Lindsey added that the
the Committee’s discussion that thdatter risks were significantly enhanced
United States had a strong interest igiven the absence of congressional
encouraging the restoration of stabilityauthorization or more general public
in Mexico for numerous reasons, includ-support for these measures.
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Disclosure Paolicy meetings, transcripts for an entire year
will be released with a five-year lag;
At this meeting, the Committee decidedearlier transcripts dating back to
to retain the procedures that it had foliMarch 1976 will continue to be released
lowed over the past year for providingon an ongoing basis as the light editing
greater information to the public aboutprocess is completed. Continuing the
its policy actions and discussions. It wagractice followed since the beginning
the judgment of the members that thesef 1994, transcripts prepared by the
procedures strike an appropriate balancdEommittee’s Secretariat will be cir-
between making the Committee’s deciculated to each participant to verify his
sions and deliberations accessible to ther her comments, and only changes
public as soon and as fully as feasiblethat clarify meaning, such as the correc-
while safeguarding the Committee’stion of grammar or transcription errors,
flexibility in policymaking and preserv- will be permitted. A limited amount
ing an unfettered deliberative processof material will be withheld from
The procedures in question involve thehe publicly released version of these
prompt announcement of the Commitdocuments, primarily to protect the con-
tee’s decisions and the release of minfidentiality of foreign and domestic
utes and transcripts of FOMC meetingssources of information that likely
The Committee will continue its prac- would be lost if the information they
tice of announcing each change in th@rovide were to be made public. As
stance of monetary policy in a presgequired by law, a complete, unre-
release on the day the decision is madelacted version of the transcript of each
This practice removes any uncertaintyneeting will be turned over to the
about the Committee’s intentions inNational Archives after thirty years have
regard to reserve conditions and enableslapsed.
all financial market participants and For the purpose of preparing the min-
others to receive the information at theutes and transcripts, the discussions of
same time. When no change is made atmonetary policy at Committee meetings
meeting, the Committee normally will will continue to be recorded. The tape
announce only the time when the meetrecorder may be turned off at the Chair-
ing ended and that there are no furtheman’s discretion when the Committee
announcements. However, in somaleals with issues unrelated to monetary
infrequent circumstances, the Commitpolicy, such as organizational and per-
tee may decide to issue a statement evesonnel matters. The transcripts will indi-
when no change in policy is made. cate that the tape recorder has been
The full substance of the Commit-turned off and the minutes will provide
tee’s deliberations relating to each pola summary description of the matters
icy decision will continue to be reported,that were discussed. As permitted by the
as is the current practice, in comprehenNational Records Act, the recordings
sive minutes of the meeting that areand unedited transcripts will be dis-
released two or three days following thecarded after all the participants at the
next regularly scheduled meeting. Fomeeting have reviewed and corrected, as
historians and other students of monenecessary, the transcripts prepared by
tary policymaking, those minutes will the Secretariat.
be supplemented by lightly edited tran- It was agreed that the next meeting
scripts of the discussion at each Comef the Committee would be held on
mittee meeting. For recent and futureTuesday, March 28, 1995.
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The meeting adjourned at 3:20 p.m.

Donald L. Kohn
Secretary

Meeting Held on
March 28, 1995

A meeting of the Federal Open Market
Committee was held in the offices of
the Board of Governors of the Fed-
eral Reserve System, in Washington,
D.C., on Tuesday, March 28, 1995, at

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

Mr. Madigan, Associate Director,
Division of Monetary Affairs,
Board of Governors

Mr. Simpson, Associate Director,
Division of Research and
Statistics, Board of Governors

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

Messrs. Goodfriend, Lang, Rolnick,
Rosenblum, and Sniderman,

9:00 a.m.

Present:
Mr. Greenspan, Chairman
Mr. McDonough, Vice Chairman
Mr. Blinder
Mr. Hoenig
Mr. Kelley
Mr. Lindsey
Mr. Melzer
Ms. Minehan
Mr. Moskow
Ms. Phillips
Ms. Yellen

Messrs. Boehne, Jordan, McTeer, and
Stern, Alternate Members of the

Senior Vice Presidents, Federal
Reserve Banks of Richmond,
Philadelphia, Minneapolis, Dallas,
and Cleveland respectively

Mr. Kos, Mr. Judd, and
Ms. Rosenbaum, Vice Presidents,
Federal Reserve Banks of
New York, San Francisco, and
Atlanta respectively

Mr. Thornton, Assistant Vice President,
Federal Reserve Bank of St. Louis

By unanimous vote, the minutes of
the meeting of the Federal Open Market

Federal Open Market Committee Committee held on January 31—

February 1, 1995, were approved.

Messrs. Broaddus, Forrestal, and Parry, By unanimous vote, responsibility for
Presidents of the Federal Reservemaking decisions on appeals of denials

Banks of Richmond, Atlanta, and

San Francisco respectively

Mr. Kohn, Secretary and Economist

Mr. Bernard, Deputy Secretary
Mr. Coyne, Assistant Secretary
Mr. Gillum, Assistant Secretary
Mr. Mattingly, General Counsel

Mr. Baxter, Deputy General Counsel

Mr. Prell, Economist
Mr. Truman, Economist

by the Secretary of the Committee for
access to Committee records was dele-
gated under the provisions of 271.4(d)
of the Committee’s Rules Regarding
Availability of Information to Ms. Phil-
lips and, in her absence, to Ms. Yellen.
By unanimous vote, the Committee
elected Thomas C. Baxter, Jr., as Dep-
uty General Counsel from the Federal
Reserve Bank of New York and Wil-

Ms. Browne and Messrs. Davis, Hunterliam C. Hunter as Associate Economist

Lindsey, Mishkin, Promisel,

Siegman, Slifman, and Stockton,

Associate Economists

Mr. Fisher, Manager, System Open
Market Account

from the Federal Reserve Bank of Chi-
cago to serve until the next election at
the first meeting of the Committee
after December 31, 1995, with the
understanding that in the event of the
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discontinuance of their official connec- By unanimous vote, the Authoriza-

tion with the Federal Reserve Banks otion for Domestic Open Market Opera-

New York and Chicago respectively,tions shown below was reaffirmed.

they would cease to have any official

connection with the Federal Open Mar-

ket Committee. Authorization for Domestic Open
On January 12, 1995, the continuingViarket Operations

rules, regulations, and other instruments

of_ the Committee ha}d been d'St”bUt.eq?eaffirmed March 28, 1995

with the advice that, in accordance with

i 1. The Federal Open Market Committee
Fr:gceveg:gst?npro(\:/:l?eg%ghtehec%rgmﬁiet_eduthorizes and directs the Federal Reserve
}’ eing . Bank of New York, to the extent necessary
tee’s attention to give members ang carry out the most recent domestic policy
opportunity to raise any questions theylirective adopted at a meeting of the
might have concerning them. Committee:
Members were asked to indicate if (&) To buy or sell US. Government

; ; _securities, including securities of the Federal
they wished to have any of the instru Financing Bank, and securities that are direct

ments in question placed on the agend@yigations of, or fully guaranteed as to

and no requests for substantive conprincipal and interest by, any agency of the
sideration were received. Apart fromUnited States in the open market, from or to
the updating of the Manager's titlesecurities dealers and foreign and_inter-
(see minutes of Jan. 31-Feb. 1 meeting‘&at'onal accounts maintained at the Federal

. . e eserve Bank of New York, on a cash, regu-
all of the instruments identified beIOWIar, or deferred delivery basis, for the System

remained in effect in their existing open Market Account at market prices, and,
forms: for such Account, to exchange maturing U.S.
Government and Federal agency securities

1. Federal Open Market Committee Rulegvith the Treasury or the individual agencies

a) Rules of Organization or to allow them to mature without replace-
b) Rules of Procedure ment; provided that the aggregate amount of
c) Rules Regarding Availability of U.S. Government and Federal agency securi-
Information ties held in such Account (including forward
d) Open Market Operations of Federalcommitments) at the close of business on the
Reserve Banks day of a meeting of the Committee at which

e) Procedures for Allocation of Securi-action is taken with respect to a domestic
ties in the System Open Market Account  policy directive shall not be increased or
f) Resolution to Provide for the Contin- decreased by more than $8.0 billion during
ued Operation of the Committee During anthe period commencing with the opening of
Emergency business on the day following such meeting
g) Resolution Authorizing Certain and ending with the close of business on the
Actions by Federal Reserve Banks During artlay of the next such meeting;
Emergency (b) When appropriate, to buy or sell in
h) Guidelines for the Conduct of Sys-the open market, from or to acceptance deal-
tem Open Market Operations in Federakrs and foreign accounts maintained at the
Agency Issues Federal Reserve Bank of New York, on a
2. Authority for the Chairman to appoint cash, regular, or deferred delivery basis, for
a Federal Reserve Bank as agent to operate account of the Federal Reserve Bank of
the System Account in case the New YorkNew York at market discount rates, prime

Bank is unable to function bankers acceptances with maturities of up to
3. Resolution relating to examinations ofnine months at the time of acceptance that
the System Open Market Account (1) arise out of the current shipment of goods

4. Regulation relating to Open Marketbetween countries or within the United
Operations of Federal Reserve Banks States, or (2) arise out of the storage within
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the United States of goods under contract ofnent securities to such foreign and inter-
sale or expected to move into the channels afational accounts on the bases set forth in
trade within a reasonable time and that argaragraph I(a) under agreements providing
secured throughout their life by a warehouséor the resale by such accounts of those
receipt or similar document conveying titlesecurities within 15 calendar days on terms
to the underlying goods; provided that thecomparable to those available on such trans-
aggregate amount of bankers acceptancegtions in the market; and (b) for New York
held at any one time shall not exceedBank account, when appropriate, to under-
$100 million; . take with dealers, subject to the conditions
_(c) To buy U.S. Government securities,imposed on purchases and sales of securities
obligations that are direct obligations of, orjn paragraph 1(c), repurchase agreements in
fully guaranteed as to principal and interesy) S, Government and agency securities, and
by, any agency of the United States, andp arrange corresponding sale and repurchase
prime bankers acceptances of the typeggreements between its own account and
authorized for purchase under I(b) abOVgIoreign and international accounts main-
from dealers for the account of the Federajgineq at the Bank. Transactions undertaken
Reserve Bank of New York under agreeyyith sych accounts under the provisions of

ments for repurchase of such securities, oblig,g paragraph may provide for a service fee
gations, or acceptances in 15 calendar dayshan appropriate.

or less, at rates that, unless otherwise
expressly authorized by the Committee, shall . .
be determined by competitive bidding, after By unanimous vote, the Authoriza-
applying reasonable limitations on the vol-tion for Foreign Currency Operations
ume of agreements with individual dealersjyas amended to reflect the new title

provided that in the event U.S. Governmeniys Manager, System Open Market
securities or agency issues covered by an !

such agreement are not repurchased by ﬂécco_unt (see minutes of Jan. 31-Feb. 1
dealer pursuant to the agreement or &eeting).
renewal thereof, they shall be sold in the
market or transferred to the System Open
Market Account; and provided further that in o )
the event bankers acceptances covered Wuthorization for Foreign Currency
any such agreement are not repurchase@perations
by the seller, they shall continue to be held
by the Federal Reserve Bank or shall be sold
in the open market. Amended March 28, 1995

2. In order to ensure the effective conduct
of open market operations, the Federal Opeg,,
Market Committee authorizes and directs th

1. The Federal Open Market Committee
g thorizes and directs the Federal Reserve
ank of New York, for System Open Market
Federal Reserve Banks to lend U.S. Govermaccoynt, to the extent n)écessar;) to carry out
ment securities held in the System Opefine Committee’s foreign currency directive
Market Account to Government securitieSang express authorizations by the Committee
dealers and to banks participating in Governprsyant thereto, and in conformity with
ment securities clearing arrangements COrych procedural instructions as the Commit-

ducted through a Federal Reserve Bankee may issue from time to time:
under such instructions as the Committee A "To purchase and sell the following
may specify from time to time. foreign currencies in the form of cable trans-
3. Inorder to ensure the effective conducters through spot or forward transactions on
of open market operations, while assisting inthe open market at home and abroad, includ-
the provision of short-term investments foring transactions with the U.S. Treasury, with
foreign and international accounts mainthe U.S. Exchange Stabilization Fund estab-
tained at the Federal Reserve Bank ofished by Section 10 of the Gold Reserve
New York, the Federal Open Market Com-Act of 1934, with foreign monetary authori-
mittee authorizes and directs the Federales, with the Bank for International Settle-
Reserve Bank of New York (a) for Systemments, and with other international financial
Open Market Account, to sell U.S. Govern-institutions:
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Austrian schillings Amount

Belgian francs Foreign bank (millions of
Canadian dollars dollar equivalent)

Danish kroner

X Austrian National Bank. 250
Pounds sterling National Bank of Belgium . 1,000
French francs Bank of Canada........... 2,000
National Bank of Denmark 250
German marks Bank of England........... S .... 3,000
Italian lire Bankof France................coiiiiiiinn 2,000
German FederalBank ....................... 6,000
Japanese yen BaNK OF Haly .........ove..eene 000 3,000
Mexican pesos BankofJapan.................ooiiiiiiiin 5,000
Netherle}nds guilders Bank of Mexico
Norwegian kroner Regular. . .........ovveeee 3,000
Swedish kronor Special ... 3,000
. Netherlands Bank. ................c.oovennn. 500
Swiss francs Bank Of NOTWAY. . . ... ..vviinnnnnns 250
Bankof Sweden..................... ... 300
Swiss NationalBank......................... 4,000
B. To hold balances of, and to haveBank for International Settlements:
Dollars against Swiss francs............... 600

outstanding forward contracts to receive or e against authorized European
to deliver, the foreign currencies listed in currencies other than Swiss francs. ... 1,250
paragraph A above.

C. To draw foreign currencies and to

permit foreign banks to draw dollars under Any changes in the terms of existing swap
the reciprocal currency arrangements listedrrangements, and the proposed terms of any
in paragraph 2 below, provided that drawmew arrangements that may be authorized,
ings by either party to any such arrangemenghall be referred for review and approval to
shall be fully liquidated within 12 months the Committee.
after any amount outstanding at that time 3. All transactions in foreign currencies
was first drawn, unless the Committeeundertaken under paragraph 1.A. above
because of exceptional circumstances, spehall, unless otherwise expressly authorized
cifically authorizes a delay. by the Committee, be at prevailing market
D. To maintain an overall open posi-rates. For the purpose of providing an invest-
tion in all foreign currencies not exceedingment return on System holdings of foreign
$25.0 billion. For this purpose, the overallcurrencies, or for the purpose of adjusting
open position in all foreign currencies isinterest rates paid or received in connection
defined as the sum (disregarding signs) ofvith swap drawings, transactions with for-
net positions in individual currencies. Theeign central banks may be undertaken at
net position in a single foreign currency isnon-market exchange rates.
defined as holdings of balances in that cur- 4. It shall be the normal practice to
rency, plus outstanding contracts for futurearrange with foreign central banks for the
receipt, minus outstanding contracts forcoordination of foreign currency transac-
future delivery of that currency, i.e., as thetions. In making operating arrangements
sum of these elements with due regard tavith foreign central banks on System hold-
sign. ings of foreign currencies, the Federal
2. The Federal Open Market CommitteeReserve Bank of New York shall not commit
directs the Federal Reserve Bank oftself to maintain any specific balance, unless
New York to maintain reciprocal currency authorized by the Federal Open Market
arrangements (“swap” arrangements) for theCommittee. Any agreements or understand-
System Open Market Account for periods ugngs concerning the administration of the
to a maximum of 12 months with the follow- accounts maintained by the Federal Reserve
ing foreign banks, which are among thoséBank of New York with the foreign banks
designated by the Board of Governors of thelesignated by the Board of Governors under
Federal Reserve System under Section 214%ection 214.5 of Regulation N shall be
of Regulation N, Relations with Foreign referred for review and approval to the
Banks and Bankers, and with the approval o€ommittee.
the Committee to renew such arrangements 5. Foreign currency holdings shall be
on maturity: invested insofar as practicable, considering
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needs for minimum working balances. Such 9. All Federal Reserve Banks shall par-
investments shall be in liquid form, and gen-icipate in the foreign currency operations
erally have no more than 12 months remainfor System Account in accordance with para-
ing to maturity. When appropriate in con-graph 3 G(1) of the Board of Governors’
nection with arrangements to provideStatement of Procedure with Respect to For-
investment facilities for foreign currency eign Relationships of Federal Reserve Banks
holdings, U.S. Government securities may belated January 1, 1944.

purchased from foreign central banks under

%?tﬁﬁnggrg;;?{dgpﬂggase of such securities By unanimous vote, the Foreign

6. All operations undertaken pursuant tocurrency Directive shown below was

the preceding paragraphs shall be reporte@affirmed.

promptly to the Foreign Currency Subcom-

mittee and the Committee. The Foreign Cur-

rency Subcommittee consists of the Chair- . . .

man and Vice Chairman of the Committee FOreign Currency Directive

the Vice Chairman of the Board of Gover-

nors, and_ such other mem_ber of the B_oard 8Reaffirmed March 28, 1995

the Chairman may designate (or in the

absence of members of the Board serving on 1. System operations in foreign curren-
the Subcommittee, other Board membersies shall generally be directed at countering
designated by the Chairman as alternatesljsorderly market conditions, provided that
and in the absence of the Vice Chairman ofarket exchange rates for the U.S. dollar
the Committee, his alternate). Meetings ofeflect actions and behavior consistent with
the Subcommittee shall be called at thehe IMF Atrticle IV, Section 1.

request of any member, or at the request of 2. To achieve this end the System shall:
the Manager, System Open Market Account  A. Undertake spot and forward pur-
(“Manager”), for the purposes of reviewing chases and sales of foreign exchange.
recent or contemplated operations and of B. Maintain  reciprocal  currency
consulting with the Manager on other mat-(“swap”) arrangements with selected for-
ters relating to his responsibilities. At theeign central banks and with the Bank for
request of any member of the Subcommitteenternational Settlements.

questions arising from such reviews and con-  C. Cooperate in other respects with
sultations shall be referred for determinatiorcentral banks of other countries and with

to the Federal Open Market Committee. international monetary institutions.
7. The Chairman is authorized: 3. Transactions may also be undertaken:
A. With the approval of the Commit- A. To adjust System balances in light

tee, to enter into any needed agreement @f probable future needs for currencies.
understanding with the Secretary of the Trea-  B. To provide means for meeting Sys-
sury about the division of responsibility for tem and Treasury commitments in particular
foreign currency operations between the Syszurrencies, and to facilitate operations of the
tem and the Treasury; Exchange Stabilization Fund.

B. To keep the Secretary of the Trea- C. For such other purposes as may be
sury fully advised concerning System for-expressly authorized by the Committee.
eign currency operations, and to consult with 4. System foreign currency operations
the Secretary on policy matters relating tashall be conducted:
foreign currency operations; A. In close and continuous consulta-

C. From time to time, to transmit tion and cooperation with the United States
appropriate reports and information to theTreasury;

National Advisory Council on International B. In cooperation, as appropriate, with
Monetary and Financial Policies. foreign monetary authorities; and

8. Staff officers of the Committee are C. In a manner consistent with the
authorized to transmit pertinent informa-obligations of the United States in the
tion on System foreign currency operationdnternational Monetary Fund regarding
to appropriate officials of the Treasuryexchange arrangements under the IMF
Department. Article IV.
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By unanimous vote, the Procedural 2. The Manager shall clear with the Com-
Instructions with Respect to Foreignmittee (or with the Subcommittee, if the
Currency Operations shown below Weréubcommlttee believes that consultation

. with the full Committee is not feasible in the
amended to reflect the new title of Man'time available, or with the Chairman, if the

ager, System Open Market Account.  Chairman believes that consultation with the
Subcommittee is not feasible in the time

available):
. . A. Any operation that would resultin a
Procedural Instructions with change in the System’s overall open position
Respect to Foreign Currency in foreign currencies exceeding $1.5 billion
Operations since the most recent regular meeting of the
Committee.
B. Any swap drawing proposed by a
Amended March 28, 1995 foreign bank exceeding the larger of (i) $200

In conducting operations pursuant to themillion or (ii) 15 percent of the size of the
authorization and direction of the Federalswap arrangement.
Open Market Committee as set forth in 3. The Manager shall also consult with
the Authorization for Foreign Currency the Subcommittee or the Chairman about
Operations and the Foreign Currency Direcproposed swap drawings by the System and
tive, the Federal Reserve Bank of New Yorkabout any operations that are not of a routine
through the Manager, System Open Marketharacter.
Account (“Manager”), shall be guided by

the following procedural understandings The Manager of the System Open

with respect to consultations and clearance,
with the Committee, the Foreign Currency arket Account reported on develop-

Subcommittee, and the Chairman of théments in foreign exchange markets and
Committee. All operations undertaken pursuon System open market transactions in
ant to such clearances shall be reportefbreign currencies during the period
promptly to the Committee. February 1, 1995, through March 27,

1. The Manager shall clear with the Sub- ; i
committee (or with the Chairman, if the 1995. By unanimous vote, the Commit

Chairman believes that consultation with the€€ ratified these transactions.
Subcommittee is not feasible in the time The Manager also reported on devel-
available): opments in domestic financial markets
A. Any operation that would resultin a and on System open market transactions
ph?ngga in the System’s Ovecga“ qs?seonopoill'tlomn government securities and federal
in foreign currencies exceeding million o ; ;
on any day or $600 million since the mostagency obligations during the period
recent regular meeting of the Committee.  Feoruary 1, 1995, through March 27,
B. Any operation that would result in a 1995. By unanimous vote, the Commit-
change on any day in the System’s net posttee ratified these transactions.
tion in a single foreign currency exceeding The Committee then turned to a dis-
$150 million, or $300 million when the cyssion of the economic and financial
operation is associated with repayment Ogutlook and the implementation of

swap drawings. . . .
C. Any operation that might generate amonetary policy over the intermeeting

substantial volume of trading in a particularPeriod ahead. A summary of the eco-
currency by the System, even though th@womic and financial information avail-
change in the System’s net position in thakble at the time of the meeting and of
currency might be less than the limits specithe Committee’s discussion is provided

fied in 1.B. : :
D. Any swap drawing proposed by abelow, followed by the domestic policy

foreign bank not exceeding the larger ofdirective thatwas approved by the Com-
(i) $200 million or (ii) 15 percent of the size Mittee and issued to the Federal Reserve

of the swap arrangement. Bank of New York.



132 82nd Annual Report, 1995

The information reviewed at this first two months of the year, remained
meeting suggested that the expansion dfigh.
economic activity had moderated con- Retail sales fell in February, reversing
siderably in early 1995. Slower growthmost of a sizable rise in January. The
in consumer spending, associated in paRebruary declines in sales were wide-
with a sharp decline in expenditures forspread, with slippage evident at most
motor vehicles, and weakness in houstypes of retail outlets. Most indicators of
ing purchases were factors in the modhousing activity had weakened in recent
eration. Despite signs of some weakenmonths in lagged response to the earlier
ing in final demand, however, furtherrise in mortgage interest rates. Housing
sizable gains had been recorded istarts fell sharply in January and edged
industrial production and payroll em-still lower in February; these declines
ployment, and overall rates of resourcenore than erased the gains that had been
utilization remained high. Broad indexesposted on balance over the closing
of consumer and producer prices hadnonths of 1994. A substantial drop in
risen more rapidly on average over Janusales of existing homes in January (lat-
ary and February, but wages had showast data) extended the trend that had
no sign of an acceleration. been evident for some months.

Nonfarm payroll employment in- Shipments of nondefense capital
creased considerably over January angibbods recorded another strong advance
February, although the average monthlyn February. Shipments of office and
advance was somewhat smaller than thabmputing equipment rebounded in
of 1994. Further brisk job gains wereFebruary from declines in December
recorded in the January—February periodnd January, and demand for most other
in manufacturing; hiring in retail and types of equipment remained brisk.
wholesale trade and in the serviceBusiness outlays for heavy trucks fell
producing sector slowed a bit; andback slightly in February after a surge in
construction payrolls changed little onJanuary. While there were tentative
balance. The average workweek of prosigns in the recent orders data of some
duction or nonsupervisory workersdeceleration in business equipment
remained at a high level over the twospending, the still-growing backlog of
months. The civilian unemployment rateunfilled orders suggested further solid
rose in January but fell back in Februaryexpansion in business spending on
to its December level of 5.4 percent.  equipment. Nonresidential construction

The expansion in industrial produc-activity had been trending appreciably
tion also moderated in January andigher over the past two years; however,
February from the rapid pace of lasta slowdown in spending by public utili-
year. Manufacturing production grewties in December and January, in an
less rapidly, with output gains downenvironment of uncertainty related to
sharply in February for consumer durapending deregulation, and a third
ble goods and construction suppliesstraight monthly decline in permit issu-
Mining production continued to be slug-ance for nonresidential structures in
gish. By contrast, the output of utilities February pointed to some softening in
surged during the January—Februaryhe uptrend.
period as winter temperatures, which Business inventory investment surged
had been unusually warm, moved backn January after a slowdown in Decem-
toward normal. Capacity utilization ber; excluding a large increase in stocks
rates, which were little changed over theof motor vehicles at the wholesale and



Minutes of FOMC Meetings, March133

retail levels, inventories rose in Januarypicked up in Canada. Available data
at about the average rate of the finabuggested that in the first quarter eco-
three quarters of 1994. In manufacturnomic expansion had slowed in all of
ing, inventory accumulation outpacedthe major foreign industrial countries
sales in January; the stocks-to-sales ratiexcept Japan, where growth appeared to
edged higher but was still near historicabe positive despite the Kobe earthquake.
lows. At wholesale establishments, Consumer price increases in January
inventory accumulation picked up inand February were a little larger than the
January as a large rise in automotiveverage monthly rise in 1994. Food
inventories more than offset a reducegbrices were unchanged on balance over
increase in stocks of other goods. The¢he two-month period, while energy
inventory-to-sales ratio for the sectorprices were up only slightly. Producer
moved higher in January but remainegrices of finished goods increased in
well within its range of the last severalJanuary and February at the same rate as
years. At the retail level, inventoriesconsumer prices; producer price infla-
jumped in January after a slight declingtion for the two months also was higher
in December; almost all the rise re-than in 1994, with a steep rise in gaso-
flected increased stocks of motor vehiline prices in January contributing to the
cles. The inventory-to-sales ratio for thepickup. Producer prices of intermediate
retail sector as a whole was unchangenhaterials surged in the first two months
in January and remained near the middlef this year after having accelerated
of its range of recent years; at automosharply in the second half of 1994. Aver-
tive dealerships, the inventory-to-salesge hourly earnings of private produc-
ratio rose sharply while elsewhere thdion or nonsupervisory workers were
ratio edged lower. unchanged in February after a substan-
The nominal deficit on U.S. trade intial rise in January. For the two months
goods and services widened sharply irombined, hourly earnings increased at
January from its December level and itabout the same average monthly pace as
average rate in the fourth quarter; somén 1994.
of the increase in the deficit was due to At its meeting on January 31—
trade with Mexico, but somewhat dis-February 1, 1995, the Committee
torted seasonal adjustment factors alsadopted a directive that called for in-
may have been involved. The value oftreasing somewhat the existing degree
exports of goods and services declinedf pressure on reserve positions, taking
substantially in January after havingaccount of a possible rise &t percent-
increased strongly in November andage pointin the discount rate. The direc-
December. The value of imports rosdive approved by the Committee did not
considerably in January, continuing thénclude a presumption about the likely
pattern of the fourth quarter. The expordirection of any further adjustments to
losses and import gains in January werpolicy during the intermeeting period.
distributed widely across major tradeAccordingly, the directive stated that in
categories. The pace of economic recovhe context of the Committee’s long-run
ery in the major foreign industrial coun- objectives for price stability and sustain-
tries appeared to have moderated iable economic growth, and giving care-
recent months. In the fourth quarter, ecoful consideration to economic, financial,
nomic activity declined in Japan andand monetary developments, somewhat
grew more slowly in most of the othergreater or somewhat lesser reserve
major industrial countries; growth hadrestraint would be acceptable during the
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intermeeting period. The reserve condiand post-World War 1l record lows
tions associated with this directive wereagainst these two currencies were
expected to be consistent with moderateecorded. Declines in U.S. interest rates
growth of M2 and M3 over coming and concerns about the persistence of
months. large U.S. trade and fiscal deficits
On the second day of the meeting, theppeared to have contributed to the dol-
Board of Governors approved anlar's drop. Continuing economic and
increase ofY¥2 percentage point in the financial problems in Mexico, which
discount rate, to B percent. The rise resulted in further depreciation on bal-
was made effective immediately andance of the Mexican peso against the
was passed through fully to interest ratedollar, also seemed to add to negative
in reserve markets. Open market operasentiment toward the dollar because the
tions during the intermeeting periodprocess of adjustment in the Mexican
were conducted with a view to maintain-economy to the lower value of the peso
ing the tighter policy stance adopted atvas viewed as implying reduced
the meeting and implemented immediimports from and increased exports to
ately thereafter. The federal funds ratehe United States.
averaged a little less than 6 percent over M2 declined, and growth of M3
the intermeeting interval, and adjust-slowed in February after sizable January
ment plus seasonal borrowing was aains; data for the first part of March
little below anticipated levels. pointed to some recovery in both aggre-
Financial market participants gener-gates. M2’'s weakness in February partly
ally had expected a firming in reservereflected an unwinding of temporary
market conditions, and consequentlyncreases in January of its volatile com-
market interest rates showed little immeponents, including demand deposits,
diate reaction. Subsequently, most mamvernight repurchase agreements, and
ket interest rates declined considerablpvernight Eurodollars; the weakness
in response to both incoming data thatlso appeared to be associated with
were seen as indicating an appreciabldepositor efforts to obtain higher returns
slowing in the pace of economicby shifting funds into market instru-
expansion and statements by Federahents. The slowdown in growth of M3
Reserve officials that were viewed asn February was entirely attributable to
suggesting that the period of monetarghe decline in M2; its non-M2 compo-
policy tightening might be coming to anent increased substantially further as
close. The largest declines in yieldsbanks continued to rely heavily on man-
were concentrated in intermediate- an@dged liabilities to fund loan growth.
long-term obligations. Stronger-than-Expansion of total domestic nonfinan-
expected earnings reports coupled witlkeial debt had picked up a little in recent
heightened prospects for sustainednonths.
moderate economic expansion and con- The staff forecast prepared for this
tinued low inflation boosted major in- meeting suggested that growth of eco-
dexes of equity prices to record levels. nomic activity was slowing and for
In foreign exchange markets, thesome period ahead would average a little
trade-weighted value of the dollar inless than the rate of increase in the
terms of the other G-10 currencies felleconomy’s potential output. The pace of
substantially further. The dollar’'s the expansion seemed to have slackened
decline was particularly sharp againssomewhat more than had been antici-
the Japanese yen and the German marpated at the last meeting; however, the
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recent declines in long-term interestarly 1994 seemed to be showing
rates and the rally in stock prices werdhrough in interest-sensitive sectors, and
expected to provide additional supporthose effects were expected to be rein-
for aggregate demand later in the yeaforced by some cutback in inventory
Moreover, the substantial depreciatiormccumulation from the unsustainable
of the dollar against the yen and severalates of previous quarters. Quarters of
European currencies was acting to offsefairly slow growth were not unusual in a
some of the effects on demand of theeriod of expansion. On the whole, how-
previous tightening of reserve condi-ever, the economy appeared to retain
tions. The forecast continued to antici-considerable forward momentum, with
pate that in the period ahead consumerurrent imbalances seemingly of a rela-
spending would be restrained by smalletively minor nature and in the process of
gains in real incomes, the substantiabeing corrected. Moreover, the recent
degree to which pent-up demands hadeclines in long-term interest rates, if
been satisfied, and the lagged effects dhese persisted, could provide fresh sup-
earlier increases in interest rates on thport for interest-sensitive spending later
demand for durable goods. Businessn 1995 and in 1996. While opinions
outlays for new equipment would decel-differed somewhat with respect to both
erate substantially in response to slowethe likely extent of the slowdown and
growth of sales and profits. Homebuild-the prognosis for inflation, the members
ing was projected to decline somewhagenerally agreed that the economy
further in the near term and to remain atppeared to be on a trajectory toward
somewhat subdued levels for a time imm more sustainable path for economic
reflection of the damping effects onactivity. However, a number of mem-
housing demand of slower growth inbers expressed concern that the slow-
jobs and incomes and of the earlier riselown might not be sufficient to relieve
in mortgage rates. Developments irthe persisting pressures on labor and
Mexico were likely to interrupt only capital resources, thereby portending
briefly a strong uptrend in U.S. exportshigher inflation.
based on sustained growth in the econo- In the course of the Committee’s dis-
mies of other U.S. trading partners. Coneussion, members reported on wide-
siderable uncertainty continued to surspread signs that business activity, while
round the federal fiscal outlook but, asstill quite strong in many areas, was
in the previous forecast, a moderate paocgrowing less rapidly on balance. Still, a
of deficit reduction was assumed ovenumber of factors pointed to continued
the forecast horizon. In the staff's judg-solid expansion. Business sentiment was
ment, the economy was operatinggenerally described as quite positive,
beyond its long-run, noninflationary though somewhat less ebullient than in
capacity, and there remained a risk thagarlier months. Likewise, recent surveys
higher inflation could emerge if the suggested that consumer confidence
expansion did not moderate sufficiently.remained very favorable, though down
In the Committee’s discussion of cur-slightly from recent peaks by most mea-
rent and prospective economic developsures. In addition to the favorable recent
ments, the members agreed that the pacevelopments in financial markets, bank
of the economic expansion was moderlending policies remained quite accom-
ating, though the extent of the slow-modative, although business loan
down was not yet clear. The effects ofgrowth had slowed recently after a
the policy tightening implemented sinceperiod of unusual strength.
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In their review of developments in rates were having a mitigating effect. In
key sectors of the economy, membersome parts of the country, the weakness
took note of the sluggishness in con4in housing construction was being coun-
sumer spending that had emerged itered by further improvement in nonresi-
recent months in much of the countrydential construction activity. In other
To a considerable extent the recenareas where commercial real estate con-
weakness reflected a sharp reduction iditions remained soft, declines in
spending for motor vehicles, but therevacancy rates seemed to be preparing
also were signs in the most recent datthe way for a pickup in commercial
of broader declines in spending, espebuilding activity.
cially for durable goods other than auto- Committee members anticipated that
mobiles. Some reduction in spending fogrowth of business investment in plant
durable goods could be expected irand equipment would moderate from the
lagged response to the policy tighteningxtraordinary rate of the last two years
over the past year, but a few memberbut that such investment would continue
noted that unusual weather might havéo support growth in aggregate final
led to the temporary postponement oflemand during the forecast period. The
some discretionary purchases. In assessemand for durable equipment was
ing the recent spending patterns, it wagxpected to increase more gradually as
difficult to determine whether they rep-the growth of economic activity slowed
resented a temporary pause or a mor@nd business profits tended to flatten
prolonged pullback by consumers. Orout, and the available data on equipment
balance, however, growth in consumeexpenditures thus far in 1995 appeared
spending probably would slow some-to be in line with that expectation. How-
what further to a rate more in line with ever, some anecdotal reports suggested
the expansion in jobs and incomes. Conthat investment in plant and equipment
sumer spending would tend to be susmight be stronger than expected in an
tained, however, by the ready availabil-environment of tight labor supply and
ity of consumer financing and the rise inelevated levels of capacity utilization,
bond and stock prices, which hadintense desires to control costs and
strengthened household balance shedtaprove competitiveness, and a still
and perhaps was helping to bolster correlatively low user cost of capital. The
sumer confidence. desire for additional production capacity

The housing market had weakenedvas reflected in spending for the con-
noticeably according to incoming datastruction of commercial and industrial
and anecdotal reports from around thetructures, which remained on an
country. The decline in home sales thatiptrend.
began in the latter part of 1994 had The rapid rise in business inventories
persisted, and housing starts had fallem recent quarters had been sustainable
sharply in the early part of the year as an the context of briskly increasing final
consequence of the weaker sales andsales, but with some further accumula-
larger inventory of unsold homes. Partlytion early in the first quarter and eco-
because of the higher mortgage ratesomic growth projected to moderate, the
that had prevailed for some time,rate of inventory investment would have
members anticipated still soft housingo adjust downward as well. While the
demand, particularly for single-family timing and extent could not be antici-
houses. There had been some reporfated with any precision, a short-term
that recent declines in mortgage intereshventory correction process might
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already be under way, with firms initiat- stabilizing in Mexico, and more gener-
ing cutbacks to production schedules tally the relatively robust growth pro-
reflect smaller-than-expected gains irjected for the major trading partners of
sales over recent months. Memberthe United States and the lower value of
noted that inventory-to-sales ratiosthe dollar now prevailing were expected
already were at generally low levelsto foster improvement in the nation’s
and they anticipated that any desiredrade balance.
adjustments to production would be Members noted that while the pace of
made quickly. In the circumstances, théhe expansion evidently had slowed,
size of the inventory correction and itseconomic activity and utilization of
effect on economic activity would be labor and other producer resources were
limited. Moreover, reports of inventory still at very high levels. Prices of many
shortages in some industries suggestadaterials inputs to the production pro-
that many firms might raise their desirecdcess had risen sharply, but thus far there
inventory levels to protect against shorthad been only a small pickup in con-
falls in materials needed in the producsumer prices. Likewise, the persisting
tion process. tightness in many labor markets had
The defeat of the balanced budgehot to this point fostered appreciable
amendment in Congress had clouded thacreases in wages. The absence of a
outlook for deficit reduction. None- significant rise in prices of finished
theless, a moderately restrictive fiscagjoods or in wages might reflect in some
policy that would provide for some measure the lags in the inflation trans-
progress toward a balanced budget dumission process, the fruits of heavy
ing the forecast period was seen as husiness investments in new capacity
reasonable assumption. One membemnd more productive equipment in
observed that there was a risk of a moreecent years, and perhaps structural
restrictive fiscal policy arising out of the changes in business organization that
dynamics of the current political debatewere raising the economy’s capacity for
In any event, any progress toward austained, noninflationary activity.
balanced budget might be expected tdlembers were concerned, however, that
have a favorable effect on domestidespite continuing competitive pressures
financial markets and perhaps also oand some recent abatement in materials
the dollar in foreign exchange markets. prices, business firms were reporting
Members commented that considergreater success in passing cost increases
able uncertainty surrounded the outlookhrough to prices. The depreciation of
for the external sector, but for now itthe dollar also would add to inflationary
seemed reasonable to forecast that thjwessures in the economy. In these cir-
sector would make a small positive concumstances, the members generally con-
tribution, on balance, to the growth ofcluded that some increase in inflation
economic activity over the forecastwas likely in coming months.
period. In the near term, economic de- In the Committee’s discussion of
velopments in Mexico were leading tomonetary policy for the intermeeting
lower U.S. exports and higher imports;period ahead, all the members endorsed
anecdotal reports suggested that tha proposal to maintain an unchanged
effects on trade flows and local businesdegree of pressure in reserve markets.
activity tended to be felt most stronglyThe policy tightening that had been
in states that border Mexico. Howeverjmplemented since early 1994 appeared
there were signs that conditions werdo be exerting a desired restraining effect
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on the growth of economic activity andtightening needed at some point to con-
associated demands for goods and setain inflation. In this connection a few
vices. But the extent of the slowing inmembers indicated that further tighten-
growth and its effects on inflationarying might well be needed sooner rather
pressures were not yet clear. On balthan later. An asymmetric directive also
ance, though, the available evidencevould provide a clear signal of the
tended to suggest that the economfommittee’s intention to resist higher
might be moving toward a growth pathinflation.
for economic activity that would be con- A few members preferred a symmet-
sistent with limiting the uptick in infla- ric directive. These members agreed that
tion that was currently being expe-additional policy tightening might be
rienced. In discussing their policy needed if inflation began to pick up.
choices, several members noted the relddowever, they saw an undesirably
tively steep decline in the value of theweaker economic performance as being
dollar. However, they believed that pol-about equally likely, and in their view
icy should not be directed toward thethis balance in the risks to the outlook
achievement of a specific level for thecalled for the adoption of a symmetric
dollar but rather toward the implemen-directive. The Committee’s determina-
tation of an effective anti-inflationary tion to keep inflation under control
monetary policy, taking account of allwould be appropriately conveyed, in
the factors bearing on the economic outtheir view, through future actions
look. In current circumstances, andrather than through the adoption of a
given the substantial uncertainties thatilt toward restraint. However, these
were involved, the members believednembers indicated that they could
that it would be prudent to pause andaccept an asymmetric intermeeting
assess developments before taking angstruction.
further policy action. At the conclusion of the Committee’s
With regard to possible adjustmentdiscussion, all the members indicated
to policy during the intermeeting period,that they preferred or could support a
most members expressed a preferenakrective that called for maintaining the
for an asymmetric directive tilted to- existing degree of pressure on reserve
ward restraint. These members indicatedositions and that included a bias
that near-term developments were naioward the possible firming of reserve
likely to call for an adjustment to policy conditions during the intermeeting
in either direction. Nonetheless, with theperiod. Accordingly, in the context of
economy expected to be operating inhe Committee’s long-run objectives for
the neighborhood of its potential, theprice stability and sustainable economic
recent rise in inflation and the risk of angrowth, and giving careful consideration
unexpected impulse that could ratcheto economic, financial, and monetary
inflation even higher suggested that amevelopments, the Committee decided
asymmetric directive would be morethat somewhat greater reserve restraint
consistent with the Committee’s objec-would be acceptable and slightly lesser
tive of moving over time toward price reserve restraint might be acceptable
stability. The economy retained consid-during the intermeeting period. The
erable forward momentum and, as hadeserve conditions contemplated at this
often happened in the past, the recenmheeting were expected to be consistent
slowdown in growth could prove to with moderate growth of M2 and M3
be temporary, with additional monetaryover coming months.
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At the conclusion of the meeting, thesome rebound. Growth of total domestic
Federal Reserve Bank of New York wadonfinancial debt has picked up a little in
authorized and directed, until instructed®cént months.

: . The Federal Open Market Committee
otherwise by the Committee, to execu_t%eeks monetary and financial conditions that

transactions in the System Account iny foster price stability and promote sus-

accordance with the following domestictainable growth in output. In furtherance

policy directive: of these objectives, the Committee at its
meeting on January 31-February 1 estab-

The information reviewed at this meetinglished ranges for growth of M2 and M3
suggests that the expansion of economiof 1 to 5 percent and 0 to 4 percent respec-
activity has moderated considerably in earlyiively, measured from the fourth quarter of
1995. Nonfarm payroll employment rosel994 to the fourth quarter of 1995. The Com-
appreciably further in January and Februaryittee anticipated that money growth within
but at a pace below the average monthly gaithese ranges would be consistent with its
in 1994; the civilian unemployment rate,broad policy objectives. The monitoring
after rising in January, fell back in Februaryrange for growth of total domestic nonfinan-
to its December level of 5.4 percent.cial debt was lowered to 3 to 7 percent
Advances in industrial production also mod-for the year. The behavior of the monetary
erated in January and February, and capacigggregates will continue to be evaluated
utilization rates generally changed little fromin the light of progress toward price level
already high levels. Total retail sales werestability, movements in their velocities, and
about unchanged over the two months. Houglevelopments in the economy and financial
ing starts have declined somewhat after postharkets.
ing sizable gains on balance during the clos- In the implementation of policy for the
ing months of 1994. Orders for nondefensémmediate future, the Committee seeks to
capital goods point to a still strong expan-maintain the existing degree of pressure on
sion of spending on business equipment, bugserve positions. In the context of the
with tentative signs of some decelerationCommittee’s long-run objectives for price
nonresidential construction has been trendstability and sustainable economic growth,
ing appreciably higher. The nominal deficitand giving careful consideration to eco-
on U.S. trade in goods and services widenedomic, financial, and monetary devel-
sharply in January from its average rate iropments, somewhat greater reserve restraint
the fourth quarter. Broad indexes of conwould or slightly lesser reserve restraint
sumer and producer prices increased fastépight be acceptable in the intermeeting
on average over January and February. period. The contemplated reserve condi-

On February 1, 1995, the Board of Gov-tions are expected to be consistent with mod-
ernors approved an increase frora4to erate growth in M2 and M3 over coming
5Ya percent in the discount rate, and in keepmonths.
ing with the Committee’s decision at the
January 31-February 1 meeting, the increase Votes for this action: Messrs. Greenspan,
was allowed to show through fully to interest McDonough, Blinder, Hoenig, Kelley,
rates in reserve markets. Nonetheless, most Lindsey, and Melzer, Ms. Minehan,
market interest rates have declined some- Mr. Moskow, and Mses. Phillips and
what since the Committee meeting; the Yellen. Votes against this action: None.
largest declines have been concentrated
in intermediate- and long-term obligations. .
In foreign exchange markets, the trade- |t Was agreed that the next meeting of
weighted value of the dollar in terms of thethe Committee would be held on Tues-
other G-10 currencies was down substanday, May 23, 1995.
tially further over the intermeeting period. The meeting adjourned at 1:15 p.m.
The Mexican peso has continued to depreci-
ate against the dollar.

M2 and M3 weakened in February, though Donald L. Kohn
data for the first part of March pointed to Secretary
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Meeting Held on
May 23, 1995

A meeting of the Federal Open Market
Committee was held in the offices of
the Board of Governors of the Federal
Reserve System, in Washington, D.C.,
on Tuesday, May 23, 1995, at 9:00 a.m.

Mr. Simpson, Associate Director,
Division of Research and
Statistics, Board of Governors

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

Messrs. Beebe, Goodfriend, Lang, and
Rosenblum and Mses. Tschinkel

Present:
Mr. Greenspan, Chairman
Mr. McDonough, Vice Chairman
Mr. Blinder
Mr. Hoenig
Mr. Kelley
Mr. Lindsey
Mr. Melzer
Ms. Minehan
Mr. Moskow
Ms. Phillips
Ms. Yellen

Messrs. Boehne, Jordan, McTeer, and

Stern, Alternate Members of the
Federal Open Market Committee

and White, Senior Vice Presidents,
Federal Reserve Banks of
San Francisco, Richmond,
Philadelphia, Dallas, Atlanta, and
New York respectively

Mr. McNees, Vice President, Federal
Reserve Bank of Boston

Mr. Altig, Assistant Vice President,
Federal Reserve Bank of
Cleveland

Mr. Weber, Senior Research Officer,
Federal Reserve Bank of
Minneapolis

Secretary’s note. Advice had been
received that Ernest T. Patrikis had been
elected by the board of directors of the Fed-
eral Reserve Bank of New York as an alter-
nate member of the Federal Open Market

Messrs. Broaddus, Forrestal, and ParryCommittee for the period June 1, 1995,
Presidents of the Federal Reservethrough December 31, 1995, and that he had

Banks of Richmond, Atlanta, and
San Francisco respectively

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

Mr. Coyne, Assistant Secretary

Mr. Gillum, Assistant Secretary

Mr. Mattingly, General Counsel

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

Mr. Truman, Economist

Messrs. Davis, Dewald, Hunter,
Mishkin, Promisel, Siegman,
Slifman, and Stockton, Associate
Economists

Mr. Fisher, Manager, System Open
Market Account

Mr. Ettin, Deputy Director, Division of

Research and Statistics, Board of

Governors

Mr. Madigan, Associate Director,
Division of Monetary Affairs,
Board of Governors

executed his oath of office.

Program for Safeguarding
FOMC Information

At this meeting the Committee amended
its “Program for Security of FOMC
Information.” The changes included an
increase in the number of staff at the
Federal Reserve Banks who could be
given access to confidential Class | and
Class Il FOMC information. The Com-
mittee also liberalized its rule relating to
attendance at FOMC meetings to allow
first vice presidents of the Federal
Reserve Banks to attend meetings on a
rotating basis. Other changes of a tech-
nical or updating nature also were made
to the program. The Committee’s brief
discussion of this organizational matter
was not recorded, in keeping with the
decision made at the meeting on Jan-
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uary 31-February 1, 1995, normally notnomic and financial information avail-
to record discussions unrelated to moneable at the time of the meeting and of
tary policy. the Committee’s discussion is provided

By unanimous vote, the minutes ofbelow, followed by the domestic policy
the meeting of the Federal Open Marketlirective that was approved by the Com-
Committee held on March 28, 1995 mittee and issued to the Federal Reserve
were approved. Bank of New York.

The Manager of the System Open The information reviewed at this
Market Account reported on develop-meeting suggested that the expansion of
ments in foreign exchange markets anéconomic activity had slowed consider-
on System foreign currency transactionably further and that rates of resource
during the period March 28, 1995, utilization had declined. Although busi-
through May 22, 1995. By unani- ness investment in equipment and struc-
mous vote, the Committee ratified theseures had remained strong, overall final
transactions. sales had expanded less rapidly and

The Manager also reported on develinventories had continued to build.
opments in domestic financial marketdManufacturing output appeared to be
and on System open market transactiorlown appreciably, in large measure
in government securities and federateflecting cutbacks in motor vehicle pro-
agency obligations during the periodduction, and the slump in housing starts
March 28, 1995, through May 22, 1995 since the turn of the year was depressing
By unanimous vote, the Committee rati-construction activity. Broad indexes
fied these transactions. of consumer and producer prices had

The Manager requested a temporarincreased a little faster thus far this year,
increase of $2 billion, to $10 billion, in while advances in labor compensation
the limit on intermeeting changes in out-costs had remained subdued.
right System Account holdings of U.S. Nonfarm payroll employment posted
government and federal agency securreduced gains in the first quarter and
ties. He advised the Committee that thehanged little in April; special factors
current leeway of $8 billion might not and seasonal adjustment difficulties may
be sufficient to accommodate the potenhave depressed reported job growth
tially large need for additional reservesin April. Hiring in service-producing
over the intermeeting period to meet arnndustries was down sharply from the
anticipated seasonal rise in the domestipace in previous months, with jobs in
demand for currency as well as continpersonnel supply services falling for a
ued currency outflows to foreign coun-second consecutive month after three
tries. By unanimous vote, the Commit-years of rapid growth. Employment in
tee amended paragraph 1(a) of thenanufacturing decreased further, and the
Authorization for Domestic Open Mar- number of construction jobs contracted
ket Operations to raise the limit toafter a sizable weather-related surge in
$10 billion for the intermeeting period March. Initial claims for unemployment
ending with the close of business orinsurance increased considerably in
July 5, 1995. recent weeks, and the civilian unem-

The Committee then turned to a disployment rate rose to 5.8 percent in
cussion of the economic and financialpril.
outlook and the implementation of Industrial production fell further in
monetary policy over the intermeetingApril, with manufacturing registering a
period ahead. A summary of the ecosubstantial decline. The drop in indus-
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trial output largely reflected a cutback inther in coming months, though perhaps
the production of motor vehicles andat a somewhat slower rate.
parts, but declines in output also were Business inventories surged again in
evident in other cyclically sensitive sec-March, and the pace of inventory accu-
tors, such as non-auto consumer duranulation over the first quarter was sub-
bles and construction supplies. Producstantially higher than the average rate
tion of business equipment other tharor the second half of 1994. Much of the
motor vehicles registered a small gainfirst-quarter increase in stocks reflected
Total utilization of industrial capacity a buildup in inventories of motor vehi-
continued to decline in April; however, cles at the wholesale and retail levels.
operating rates in manufacturing re-Non-auto stocks also increased at a brisk
mained at relatively high levels. pace in the first quarter, accompanied
Retail sales were down in April after by the emergence of scattered signs of
having risen moderately over the firstinventory imbalances in furniture, appli-
quarter; a steep drop in sales of motoances, and apparel at the retail level and
vehicles accounted for all of the April in construction supplies at earlier stages
decline. Total expenditures on othemf production and distribution. The
types of goods edged higher in April,stock-to-sales ratio in manufacturing
even though sales of apparel, furnitureywas unchanged in March from the very
and home appliances were noticeabljow fourth-quarter level. At the whole-
weaker. Housing starts changed little irsale level, the ratio of inventories to
April after having declined sharply in sales rose in March but remained within
the first quarter, and the inventory ofthe range of the past several years.
new homes for sale remained relativelynventory accumulation in the retail
large. On the other hand, sales of botlsector slowed in March despite a fur-
new and existing homes rose moderther rise in inventories of motor vehi-
ately in March after sizable declines incles. For the retail sector as a whole, the
February, and recent surveys indicatethventory-to-sales ratio increased in
some improvement in attitudes towardViarch to the top end of its range of the
homebuying. past two years; when the motor vehicle
Shipments of nondefense capitacomponents of stocks and sales are
goods remained on a strong uptrend iexcluded, however, the ratio was near
March, with outlays for office and com- the middle of its range in recent years.
puting equipment registering another The nominal deficit on U.S. trade in
sharp increase. Manufacturers of heavgoods and services was little changed in
trucks continued to operate at capacitjarch from the February level and
to meet demand; by contrast, businessemained substantially narrower than in
expenditures for motor vehicles report-January. On a quarterly average basis,
edly plunged in April. Data on ordersthe trade deficit widened in the first
for nondefense capital goods pointed tguarter as growth in the value of exports
further strong expansion of spendingslowed while the expansion in the value
on business equipment in the monthsf imports continued unabated. A drop
ahead, although gains appeared likely t;n shipments to Mexico was among the
be smaller than those of the past severdctors holding down export growth in
quarters. Nonresidential constructiorMarch. Data available for the first quar-
continued to rise in March, and data orter indicated that economic recovery
permits for new construction suggesteaontinued in the major foreign industrial
that building activity would advance fur- countries as a group but that the pace
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varied significantly across countries.reserve conditions associated with this
There were signs of sustained growth irdirective were expected to be consistent
the United Kingdom, slower growth in with moderate growth in the broader

Canada, renewed recovery in Japan, andonetary aggregates over coming
weakness in France and Italy. months.

Inflation had picked up somewhat Open market operations during the
in the early months of 1995. At theintermeeting period were directed
consumer level, prices rose a littletoward maintaining the existing degree
more rapidly in the first quarter, despiteof pressure on reserve positions. Adjust-
unchanged food prices and lower energynent plus seasonal borrowing trended
prices. In April, a surge in food priceshigher over the period, reflecting a ris-
and a rebound in energy prices contribing need for seasonal credit at the begin-
uted to a further step-up in consumening of the planting season, while the
inflation. At the producer level, prices offederal funds rate continued to average
finished goods followed a roughly simi-close to 6 percent.
lar pattern, increasing at a slightly faster Most market interest rates moved
pace in the first quarter and then mordéower over the intermeeting period in
briskly in April. The April rise partly reaction to weaker-than-expected in-
reflected a sharp jump in the prices otoming economic data, which market
finished energy goods, but prices of nonparticipants interpreted as signaling a
energy, nonfood items also advanced atonsiderable slowing of the economic
a somewhat faster rate. At earlier stagesxpansion and a growing likelihood that
of production, prices of intermediatethe next monetary policy move would
materials continued to increase rapidlybe in an easing direction. Market assess-
in April. By contrast, trends in labor ments that the prospects for major
compensation costs remained subduedeductions in budget deficits were
Gains in hourly compensation of privateimproving also seemed to contribute to
industry workers slowed further in thethe drop in rates. In this environment,
first quarter of 1995, with a continu-the release of data indicating large
ing moderation in the cost of benefitsincreases in consumer and producer
accounting for all of the deceleration inprices for April only temporarily inter-
compensation. rupted the decline in rates. Intermediate-

At its meeting on March 28, 1995, theand long-term interest rates posted the
Committee adopted a directive thatargest declines over the intermeeting
called for maintaining the existing de-period.
gree of pressure on reserve positions but In foreign exchange markets, the
that included a bias toward the possiblérade-weighted value of the dollar in
firming of reserve conditions during theterms of the other G-10 currencies
intermeeting period. Accordingly, thedeclined substantially further over the
directive stated that in the context offirst half of the intermeeting period. In
the Committee’s long-run objectives formid-April, the dollar reached a record
price stability and sustainable economidow against the Japanese yen and
growth, and giving careful considerationapproached a record low against the
to economic, financial, and monetaryGerman mark. The dollar's weakness
developments, somewhat greater resenappeared to have been related in part to
restraint would be acceptable or slightlyfurther indications of softening eco-
lesser reserve restraint might be acceptomic activity and related declines in
able during the intermeeting period. Thenterest rates in the United States and to
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increasing trade tensions with Japamand bond markets were expected to pro-
Late in the period, the dollar reversed itsvide underlying support for aggregate
course and moved up sharply against theemand later in the year and in 1996.
yen and the mark; monetary easinghe forecast continued to anticipate that
abroad, improving prospects for reduceonsumer spending would be restrained
tions in the U.S. budget deficit, and staby smaller gains in real incomes and the
bilizing financial conditions in Mexico satisfaction of pent-up demands for
appeared to contribute to the turnaroundmotor vehicles and other durable goods.
The dollar ended the intermeeting perioBusiness outlays for new equipment
higher on balance against the other G-1@&ere expected to decelerate substan-
currencies. tially in response to the slower growth
The growth of M2 picked up further of sales and profits. Homebuilding was
in April, reflecting in part the need for projected to pick up somewhat in lagged
additional liquid balances to makeresponse to the recent decline in mort-
unusually heavy final tax payments;gage rates. Developments in Mexico
these payments resulted from thanight depress U.S. exports further, but
stronger economy in 1994 and from newnainly in the very near term given the
tax regulations allowing individuals to size of the adjustments already evident
delay a larger portion of their tax pay-in the Mexican current account. With
ments until April. The expansion of M2 this influence waning, sustained growth
also appeared to be boosted by than the economies of other U.S. trading
increased relative attractiveness of smapartners was expected to boost export
time deposits and money market fundslemand. Considerable uncertainty con-
following declines in market interesttinued to surround the fiscal outlook,
rates. For the year through April, M2but the forecast maintained the greater
grew at a rate in the lower half of its degree of fiscal restraint that had been
range for 1995 while M3 expanded at aassumed since early in the year. In the
rate somewhat above its range. The pestaff's judgment, the prospects for some
sisting strength of M3 in April largely easing of pressures on resources sug-
reflected the needs of commercial bankgested that price inflation would likely
to fund continuing heavy credit demandsnoderate from its recently higher level.
by households and businesses. Total In the Committee’s discussion of cur-
domestic nonfinancial debt had grown atent and prospective economic condi-
a rate a little above the midpoint of itstions, members reported on statistical
monitoring range in recent months. and anecdotal indications of further
The staff forecast prepared for thisslowing in the expansion of economic
meeting suggested that growth of ecoactivity and some related easing of pres-
nomic activity was slowing somewhatsures on labor and other producer
more than previously anticipated, withresources. A number commented that
the recent plunge in motor vehicle saleshey anticipated a relatively sluggish
prompting a deeper-than-expected reeconomic performance over coming
duction in the production of cars andmonths as production was cut back to
light trucks. Economic expansion wouldbring inventories into better balance
average less than the rate of increase inith sales. However, underlying demand
the economy’s potential output for awas likely to remain sufficiently robust,
number of months, but the favorableespecially in light of developments in
wealth and interest-cost effects of thdinancial markets, to avert a cumulative
extended rally that had occurred in stocklecline in business activity and, indeed,
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to return economic growth to a pacebe expected to remain well below the
broadly in line with potential. Members unsustainable pace experienced over the
cited in particular the strength in busi-past year and perhaps settle into a
ness fixed investment and the potentigbattern where changes in inventories
for improvement in housing activity and became a relatively neutral factor in the
the trade balance as factors that shouldngoing economic expansion.
help to sustain the expansion. Nonethe- In their comments about broad factors
less, the longer-run outlook remainedunderlying the economic outlook, mem-
subject to considerable uncertaintypers reported that current business and
especially given the undecided course ofonsumer sentiment remained generally
fiscal policy and the ongoing inventoryfavorable across the nation. Despite the
correction; the ultimate extent of thatsoftening demand in some markets or
correction and its effects on overall ecoindustries, notably that for motor vehi-
nomic performance were subject to ales, business contacts continued to
cyclical dynamic whose outcome couldexpress optimism about the outlook for
not be predicted with confidence. Atheir firms, though some of their com-
worsening in key measures of inflationments were tempered by greater caution
including the consumer price index andhan had been observed earlier. A num-
the producer price index for finishedber of members referred to the general
goods, was a disappointing—if notfinancial climate as an important ele-
unexpected—development. A number ofment in the outlook for sustained eco-
members expressed concern that theomic expansion. They noted that the
risks were still tilted in the direction of decline in interest rates had favorable
some further step-up in inflation; how-implications for demand in interest-
ever, others were more inclined to thesensitive sectors of the economy. The
view that inflation was not likely to rise rise in equity prices also was contribut-
much further in a climate of moderateing to reductions in the cost of capital to
growth in demand, intense competitivebusinesses, and banks continued to ease
pressures in many markets, and reladerms and standards on loans. In addi-
tively subdued increases in labor costs.tion, the rise in stock and bond prices
Members commented that a reductiomad increased the net worth of many
in the rate of inventory investment washouseholds, though some concern was
likely to be the dominant influence onexpressed about the sustainability of the
the near-term performance of the econstock market’s strong performance.
omy. Some also saw a risk that a signifi- With regard to developments in key
cantly greater-than-expected softeningectors of the economy, the slowdown in
in inventory accumulation might havethe growth of consumer spending was
adverse, and possibly cumulativesomewhat more pronounced than antici-
effects of a longer-term nature on propated earlier. Some rebound in con-
duction and incomes and thus on consumer demand seemed likely and
sumer and business spending. With thelready appeared to be occurring in the
exception of the motor vehicle industry,motor vehicle industry in May. Under-
however, current inventory levels generdying conditions for further growth in
ally were quite low in relation to salesconsumer spending were viewed as
and potential inventory adjustmentsrelatively favorable; these conditions
were likely to be limited in size. Once included strengthened balance sheets
further inventory adjustments were comstemming from developments in finan-
pleted, the rate of accumulation coulccial markets, continued growth of
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incomes, and aggressive extensions @b purchase homes. Sizable inventories
consumer credit by a number of lendersof unsold new homes would probably
In at least one view, however, consumecontinue to damp construction activity
credit had been growing at a pace thator some months, but contacts in the real
could not be sustained, and the ineviestate and mortgage finance industries
table correction could coincide with andwere more optimistic about the outlook
exacerbate emerging weakness in corer housing.
sumer demand. On balance, growth in The foreign trade sector likewise was
personal consumption expenditures wasxpected to make an appreciable contri-
seen as likely to continue over comingoution to the expansion of economic
guarters but at a reduced pace given thactivity in coming quarters. The robust
apparent satisfaction of a large portioruptrend in U.S. exports during 1994 had
of earlier pent-up demands for consumebeen slowed to a considerable extent
durables and some expected moderatidhus far this year by the sharp adjust-
in the growth of jobs and incomes. ment in trade with Mexico, but in the
Business investment remained on @&iew of several members that adjust-
strong uptrend as numerous firms conment might now be largely completed.
tinued to respond to the need to relievén that event, gains in exports could be
pressures on existing capacity and texpected to resume at a fairly brisk pace
increase operating efficiencies in thedlespite indications of reduced economic
face of vigorous competition. Rapidgrowth in some key foreign countries.
growth in profits and a ready availability This assessment was supported by anec-
of financing also were cited as factorsdotal reports of rising foreign demand
tending to support business investmerfor some U.S. products in the context of
spending. The increase in such spendinifpe generally improved international
was likely to moderate over the projec-competitive position of the United
tion horizon, though to a still brisk pace,States. Concurrently, growth in imports
as declining growth in demand andwould tend to be held down by the pro-
easing pressures on capacity inducejgcted slowing in the expansion of
growing caution in business investmentomestic demand. On the negative side,
decisions. Indeed, the growth in expensome members referred to the possibil-
ditures for producer durable equipmentty that a longer period might be needed
already appeared to be moderating frono resolve the difficulties being experi-
an extremely rapid pace, though nonenced by Mexico, and several expressed
residential construction was reported tgarticular concern about the potential
be posting solid gains in several parts ofor relatively severe disruptions to trade
the country. if current negotiations with Japan were
Members also expected somenot successfully concluded.
strengthening in residential construction Fiscal policy was seen as a major
following the large declines in mortgageuncertainty in the economic outlook.
interest rates that had occurred since latéederal purchases of goods and services
1994. Housing construction had trendedvere expected to continue trending
lower since the start of the year, butower and the growth of transfer pay-
several indicators pointed to a revivalments was likely to be trimmed, but the
The latter included surveys showingextent and timing of fiscal restraint
improving homebuyer attitudes andcould not be determined while federal
builder assessments of the outlook fodeficit reduction continued to be de-
new home sales, and rising applicationbated in the Congress. In the view of at
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least some members, however, a largdmued to ease, and the dollar had fallen
fiscal contraction than was commonlyagainst the currencies of many major
expected might well materialize, per-industrial countries. On balance, it
haps starting later this year. The coursappeared that the current configuration
of fiscal legislation undoubtedly would of financial market conditions and de-
continue to affect financial markets andgree of monetary restraint was likely to
in the opinion of some members, wouldbe consistent with moderate expansion
need to be taken into account in theén nominal GDP and prices following a
formulation of monetary policy. period of some weakness in the econ-
Concerning inflation, several mem-omy as inventory imbalances were cor-
bers commented that the rise in conrected. The risks of a different outcome,
sumer prices and some other broad meédn either direction, seemed to be reason-
sures of inflation in recent monthsably balanced. In the circumstances,
appeared to reflect cyclical develop-because the dimensions of the near-term
ments relating to the tightening ofdeceleration and the potential strength
resource and product markets over thef underlying demand remained uncer-
past year, including the partial passtain, the members concluded that it was
through of sizable increases in prices atlesirable to monitor developments care-
earlier stages of production. In additionfully and wait for additional information
higher import prices might have beerbefore deciding on the next policy
playing a role. A number of membersmove.
expressed concern that, with the econ- With regard to the possible need to
omy already producing at or evenadjust policy during the intermeeting
slightly above its sustainable potentialperiod, all the members were in favor of
inflation pressures were likely to inten-shifting to an unbiased instruction that
sify if the current pause in the expansiordid not incorporate any presumption
were to be followed by a period of with regard to the direction of potential
above-average growth. On the othemntermeeting changes. The members
hand, members who saw the odds aagreed that no compelling case could be
pointing to a more moderate reboundnade at this point for potential adjust-
after a period of relatively sluggish eco-ments to policy in either direction dur-
nomic performance were inclined to theing the period ahead, and retaining a
view that an upward trend in inflation bias in the directive would give a mis-
was likely to be averted. In addition, theleading indication of the Committee’s
ongoing competitive pressures in manyurrent intentions for the period. One
markets, the restraint in compensatioonember expressed the view that the
increases, and the continuing efforts t@osts of being wrong currently seemed
cut production costs would help to con-higher in the direction of accommodat-
tain pressures on prices over time. ing too much inflation, though signs of a
In the Committee’s discussion of pol-possible cumulative deterioration in eco-
icy for the intermeeting period ahead, allhomic activity could not be ignored
the members endorsed a proposal tshould they materialize. Another mem-
maintain the current stance of policy.ber, who saw the longer-term risks to
The higher interest rates of 1994 clearlfthe economy as tilted to the downside of
had damped demand, but since year-eraurrent projections, indicated that while
intermediate- and long-term marketthe recent performance of the economy
rates had declined, stock market pricemight argue for some easing of mone-
had risen, bank lending terms had contary policy, a steady policy course with-
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out any bias in the intermeeting instruc-spending on business equipment; nonresi-
tion was appropriate for now in light of dential construction has continued to trend

; : i~appreciably higher. The nominal deficit on
g]ned %ggi{ggymgiﬁggmc’da“ve financia .S. trade in goods and services widened in

. . the first quarter from its average rate in the
At the conclusion of the Committee’Sfoyrth quarter. Broad indexes of consumer
discussion, all the members supported and producer prices have increased faster on
directive that called for maintaining theaverage thus far this year, while advances in
existing degree of pressure on reservi@bor compensation costs have remained

i ; ; subdued.
positions and that did not include a pre Intermediate- and long-term interest rates

sumptio_n about the Iike!y direc'tion of have declined considerably further since the
any adjustments to policy during thecommittee meeting on March 28, while
intermeeting period. Accordingly, in theshort-term rates have registered small
context of the Committee’s long-rundecreases. In foreign exchange markets, the
objectives for price stability and sus-trade-weighted value of the dollar in terms

- - innOf the other G-10 currencies, after falling to
tainable economic growth, and gvIng, levels, rose on balance over the inter-

qarefu_l consideration to economic,meeting period.

financial, and monetary developments, M2 and M3 strengthened in March and
the Committee decided that somewhadpril. For the year through April, M2
greater or somewhat lesser reservexpanded at a rate in the lower half of its
restraint would be acceptable during théange for 1995 and M3 grew at a rate some-

; ; ; .what above its range. Total domestic non-
intermeeting period. The reserve Condlfinancial debt has grown at a rate a bit above

tions contemplated at this meeting werg,e midpoint of its monitoring range in
expected to be consistent with moderatgscent months.

growth in M2 and M3 over the months The Federal Open Market Committee
ahead. seeks monetary and financial conditions that

At the conclusion of the meeting theWill foster price stability and promote sus-

ainable growth in output. In furtherance of
Federal Reserve Bank of New York wa hese objectives, the Committee at its meet-

authori;ed and directed,_ until instructe ng on January 31-February 1 established
otherwise by the Committee, to execut@anges for growth of M2 and M3 of 1 to
transactions in the System Account irb percent and 0 to 4 percent respectively,
accordance with the following domesticfﬂeafsureﬁI from the ffourth quarzter of 1994 to
; : A the fourth quarter of 1995. The Committee
policy directive: anticipated that money growth within these
ranges would be consistent with its broad
The information reviewed at this meetingpolicy objectives. The monitoring range for
suggests that the expansion of economigrowth of total domestic nonfinancial debt
activity has slowed considerably further. Inwas lowered to 3 to 7 percent for the year.
April, nonfarm payroll employment was The behavior of the monetary aggregates
about unchanged after posting reduced gaingill continue to be evaluated in the light of
in the first quarter, and the civilian unem-progress toward price level stability, move-
ployment rate rose to 5.8 percent. Industriaients in their velocities, and developments
production fell in April, largely reflecting a in the economy and financial markets.
cutback in the production of motor vehicles, In the implementation of policy for the
and capacity utilization rates declined someimmediate future, the Committee seeks to
what. Reflecting markedly weaker demandnaintain the existing degree of pressure on
for motor vehicles, total retail sales werereserve positions. In the context of the Com-
down in April after rising moderately over mittee’s long-run objectives for price stabil-
the first quarter. Housing starts wereity and sustainable economic growth, and
unchanged in April after declining sharply ingiving careful consideration to economic,
the first quarter. Orders for nondefense capifinancial, and monetary developments, some-
tal goods point to further strong expansion ofvhat greater reserve restraint or somewhat
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lesser reserve restraint would be acceptable
in the intermeeting period. The contemplated
reserve conditions are expected to be consis-
tent with moderate growth in M2 and M3
over coming months.

Votes for this action: Messrs. Greenspan,
McDonough, Blinder, Hoenig, Kelley,
Lindsey, and Melzer, Ms. Minehan,
Mr. Moskow, and Mses. Phillips and
Yellen. Votes against this action: None.

It was agreed that the next meeting of
the Committee would be held on
Wednesday—Thursday, July 5-6, 1995.

The meeting adjourned at 12:15 p.m.

Donald L. Kohn
Secretary

Meeting Held on
July 5-6, 1995

A meeting of the Federal Open Market
Committee was held in the offices of
the Board of Governors of the Federal
Reserve System, in Washington, D.C.,
on Wednesday, July 5, 1995, at
2:30 p.m. and continued on Thursday,
July 6, 1995, at 9:00 a.m.

Present:
Mr. Greenspan, Chairman
Mr. McDonough, Vice Chairman
Mr. Blinder
Mr. Hoenig
Mr. Kelley
Mr. Lindsey
Mr. Melzer
Ms. Minehan
Mr. Moskow
Ms. Phillips
Ms. Yellen

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

Mr. Coyne, Assistant Secretary

Mr. Gillum, Assistant Secretary

Mr. Mattingly, General Counsel

Mr. Prell, Economist

Mr. Truman, Economist

Ms. Brown and Messrs. Davis, Dewald,
Hunter, Lindsey, Mishkin,
Promisel, Siegman, and Slifman,
Associate Economists

Mr. Fisher, Manager, System Open
Market Account

Mr. Madigan, Associate Director,
Division of Monetary Affairs,
Board of Governors

Mr. Simpson, Associate Director,
Division of Research and
Statistics, Board of Governors

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

Messrs. Cloustand Roberts,
Economists, Divisions of
Monetary Affairs and Research
and Statistics respectively, Board
of Governors

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

Mr. Connolly, First Vice President,
Federal Reserve Bank of Boston

Messrs. Beebe, Goodfriend, Lang,
Rosenblum, and Sniderman and
Ms. Tschinkel, Senior Vice
Presidents, Federal Reserve Banks
of San Francisco, Richmond,
Philadelphia, Dallas, Cleveland,
and Atlanta respectively

Ms. Krieger and Mr. Miller, Vice
Presidents, Federal Reserve Banks
of New York and Minneapolis
respectively

By unanimous vote, the minutes of
the meeting of the Federal Open Market
Committee held on May 23, 1995, were
approved.

Messrs. Broaddus, Forrestal, and Parr
Presidents of the Federal Reserve 3. Attended portion of meeting relating to the
Banks of Richmond, Atlanta, and Committee’s review of the economic outlook and
San Francisco respectively policy discussion.

Messrs. Boehne, Jordan, McTeer, and
Stern, Alternate Members of the
Federal Open Market Committee
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The Manager of the System Operfirst quarter. Payrolls in the services
Market Account reported on develop-industry continued to rise in May, but
ments in foreign exchange markets anthe pace of hiring was well below the
on System foreign currency transactionaverage rate of increase over other
during the period May 23, 1995, throughrecent months. In manufacturing and
July 5, 1995. By unanimous vote, theconstruction, employment contracted
Committee ratified these transactions. further in May, although part of the job

The Manager also reported on develdecline in construction might have been
opments in domestic financial marketsgemporary, reflecting heavy rains and
and on System open market transactiorffoods in the South. The civilian unem-
in government securities and federaployment rate edged lower in May, to
agency obligations during the period5.7 percent, but was somewhat above its
May 23, 1995, through July 5, 1995. Byaverage for the first quarter.
unanimous vote, the Committee ratified Industrial production continued to
these transactions. weaken in May, and incoming data sug-

The Committee then turned to a disgested a further decline in June. Manu-
cussion of the economic and financiafacturing output fell in May for a fourth
outlook, the ranges for growth of moneyconsecutive month, reflecting another
and debt in 1995 and 1996, and theutback in the production of motor vehi-
implementation of monetary policy overcles. Output of non-auto manufactured
the intermeeting period ahead. A sumgoods was unchanged, with increases in
mary of the economic and financialthe production of nondurable consumer
information available at the time of thegoods and non-auto business equipment
meeting and of the Committee’s discuseoffsetting declines in output elsewhere.
sion is provided below, followed by the Utilization of manufacturing capacity
domestic policy directive that was ap-dropped again in May but was still at a
proved by the Committee and issued toelatively high level.
the Federal Reserve Bank of New York. Nominal retail sales were about

The information reviewed at this unchanged over April and May. Pur-
meeting suggested that the level of ecochases at furniture and appliance stores
nomic activity was about unchanged inwere up slightly on balance over the two
the second quarter. Consumer spendingonths. Sales at automotive dealerships
apparently remained sluggish, and busiand apparel outlets fell in April but
ness spending on plant and equipmentvived somewhat in May. Spending at
rose less rapidly than in other recenbuilding materials stores fell in both
quarters. With final sales flagging, firmsmonths. The retail sales reports, in com-
sought to hold down production andbination with data on consumer prices
employment in order to keep inventoriesand unit motor-vehicle sales, suggested
under control. Broad indexes of con-that inflation-adjusted spending for con-
sumer and producer prices had increasestiimer goods had changed little since the
faster on balance thus far this year, butourth quarter of last year. Housing
signs of some moderation in inflationstarts were unchanged on balance over
were evident in recent price dataApril and May; a reduction in starts of
Growth of labor compensation costssingle-family homes was offset by a rise
remained subdued. in starts of multifamily units. Adverse

Nonfarm payroll employment fell weather in some parts of the country
substantially in May after a small might have contributed to the sluggish-
decline in April and reduced gains in theness in starts. Home sales were higher
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in May: Sales of new homes turned upvalue of exports rose modestly from the
sharply, and sales of existing homes alsfirst-quarter level; increases in exports
advanced somewhat. of aircraft and industrial supplies were
Shipments of nondefense capitapartially offset by declines in exports
goods increased considerably in Mayf automotive products to Canada and
after being unchanged in April. Mexico. Available data indicated that,
Shipments of computing equipmenton average, economic growth in the
remained robust on balance over Aprimajor foreign industrial countries had
and May, but growth of shipments ofbeen sluggish in the first quarter and
other business equipment slowed sigapparently had remained so in the sec-
nificantly. Sales of heavy trucksond quarter; growth had been particu-
rebounded strongly in May from anlarly weak in Canada and Japan.
April decline. Recent data on new Incoming data suggested that price
orders for nondefense capital goods sugnflation might be slowing a little after
gested that spending on business equiraving picked up early in the year. Con-
ment might moderate somewhat in thesumer prices rose a bit less in May;
months ahead after an extended perioenergy prices recorded another sizable
of rapid expansion. Nonresidential conincrease, but food prices changed little
struction continued to trend appreciablyand prices of other items advanced
higher in April; particularly large gains more slowly. However, for the twelve
were recorded in the public utility, months ended in May, prices of
industrial, and institutional categories. nonfood, non-energy consumer items
Business inventories grew at a littleincreased slightly more than in the pre-
slower rate in April than in the first ceding twelve months. At the producer
quarter. In manufacturing, inventorylevel, prices of finished goods were
investment remained brisk in April unchanged in May, reflecting declines in
but slowed somewhat in May; thethe prices of finished foods and finished
inventory-to-sales ratio for the twoenergy goods; excluding food and
months was at the high end of the rangenergy, prices of finished goods rose in
for the past year. At the wholesale levelMay at the same rate as in April. For the
the rate of increase in stocks in Aprilyear ending in May, producer prices
equaled the first-quarter pace and theose moderately after being essentially
ratio of stocks to sales reached its highunchanged in the previous year. At ear-
est level in several years. Inventorylier stages of production, producer
accumulation in the retail sector wasprices grew at a considerably slower
more moderate in April. More than halfrate or declined in May, suggesting
the rise occurred at automotive estabsome easing of cost pressures over the
lishments. The inventory-to-sales ratilnext few months. Average hourly com-
for retailers other than auto dealers hagensation in the nonfarm business sector
remained stable for a number of monthsccelerated in the first quarter of the
and was near the middle of its range foyear, owing in large part to temporary
recent years. developments. Over the year ended
The nominal deficit on U.S. trade inin March, this compensation measure
goods and services widened substarncreased somewhat more than it had
tially in April from its average rate for over the previous year. Average hourly
the first quarter. The value of importsearnings declined in May, but the
was up sharply, with increases posted ikhange in hourly earnings over the past
nearly all major import categories. Thetwelve months was slightly larger than
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the advance over the preceding twelvevalue of the dollar in terms of the other
month period. G-10 currencies declined considerably
At its meeting on May 23, 1995, the on balance. The dollar fell sharply in the
Committee adopted a directive thatweek after the May meeting on further
called for maintaining the existing news of weakening in the U.S. economy
degree of pressure on reserve positiortsut rebounded somewhat at the end of
and that did not include a presumptiorthe month when concerted central-bank
about the likely direction of any adjust-intervention was carried out. The dollar
ments to policy during the intermeetingremained relatively stable over the bal-
period. Accordingly, the directive statedance of the period.
that in the context of the Committee’s Growth of M2 strengthened substan-
long-run objectives for price stability tially in May and June. Downward
and sustainable economic growth, anadjustments in returns on deposits and
giving careful consideration to eco-retail money fund shares had lagged
nomic, financial, and monetary devel-declines in market interest rates in
opments, somewhat greater reserveecent months, and investors evidently
restraint or somewhat lesser reserveesponded by shifting funds from mar-
restraint would be acceptable during thé&et instruments into these M2 assets.
intermeeting period. The reserve condifor the year through June, M2 expanded
tions associated with this directive wereat a rate in the upper half of its range for
expected to be consistent with moderat@995. M3 also accelerated in May and
growth in the broader monetary aggredune; and for the year through June, this
gates over the months ahead. aggregate grew at a rate well above the
Open market operations during theannual range set in February. The pickup
intermeeting period were directedin M3 growth importantly reflected
toward maintaining the existing degreemore rapid inflows to institution-only
of pressure on reserve positions. Thenoney funds, whose yields also adjusted
federal funds rate generally remainedluggishly to falling money market
near 6 percent, but most short-ternrates. Total domestic nonfinancial debt
interest rates were down on balance ifad grown at a rate in the upper half of
response to incoming economic dataits monitoring range in recent months.
particularly the employment report for The staff forecast prepared for this
May, that were seen by market partici-meeting suggested that economic activ-
pants as increasing the likelihood thatty would expand sluggishly over the
monetary policy would be eased in thenext few months as business firms
near future. Longer-term interest ratesdjusted production schedules to bring
also declined in reaction to growinginventories into better alignment with
indications that efforts to narrow sub-sales. Subsequently, as inventory posi-
stantially the U.S. budget deficit mighttions were corrected, and with under-
be successful. Yields on corporate antying support for final sales from the
municipal obligations fell less thanfavorable wealth and interest-cost
Treasury rates and risk spreads widenegffects of the extended rally in the equity
a little, particularly for junk bonds. and debt markets, the economy would
Major indexes of equity prices rose ovelbegin to expand at a moderate pace. The
the intermeeting period, partly inforecast assumed a modest step-up
response to lower interest rates. in the pace of consumer spending in
In foreign exchange markets over theesponse to some diminution of con-
intermeeting period, the trade-weightecterns about job prospects and incomes
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as well as improved financial conditionsand in turn on consumer spending and
and household balance sheets. Homdusiness investment. Other downside
building was projected to pick up some-isks included the adverse implications
what in lagged response to the recerfor exports of potentially less-than-
decline in mortgage rates and the relatedrojected expansion in a number of
improvement in housing affordability. major foreign economies. Nonetheless,
Business outlays for new equipmentecent developments suggested that the
were expected to slow from the veryperiod of maximum risk to the domestic
rapid pace of the past few years inexpansion might have passed. With
response to the slower growth of salepressures on resources having dimin-
and profits, but lower costs of capitalished and likely to ease somewhat fur-
and the ready availability of financingther and with labor costs remaining sub-
would help to sustain appreciabledued, the risk of continuing increases in
growth in such investment. Exportinflation had fallen considerably; indeed,
expansion would pick up in response tan the view of many members inflation
some anticipated strengthening in theshould moderate over the projection
economies of major U.S. trading part-period.
ners. Considerable uncertainty contin- In keeping with the practice at meet-
ued to surround the fiscal outlook, but inings when the Committee sets its long-
light of recent developments the forerun ranges for the money and debt
cast now reflected a greater degree afggregates, the members of the Commit-
fiscal restraint. In the staff's judgment,tee and the Federal Reserve Bank presi-
the prospects for some easing of presdents not currently serving as members
sure on labor and other resources sugrovided their individual projections of
gested that price inflation likely would the growth in real and nominal GDP, the
moderate from its recently higher level. rate of unemployment, and the rate of
In the Committee’s discussion of cur-inflation for the years 1995 and 1996.
rent and prospective economic develThe forecasts of the rate of expansion
opments, members commented that thia real GDP for 1995 as a whole had
apparent pause in the expansion wag central tendency of% to 2 percent,
likely to prove temporary, and their fore-reflecting expectations of a pickup in
casts generally pointed to an upturrgrowth to a moderate pace in the second
in overall economic activity to a pacehalf of the year; for 1996, projections of
in the neighborhood of the economy’sgrowth in real GDP centered on a range
potential by the latter part of this yearof 2% to 2% percent. With regard to the
or early 1996. Many emphasized thatexpansion of nominal GDP, the growth
the prospects for a strengthening ecorforecasts were concentrated in a range
omy were enhanced by the drop inof 4%ato 4% percent for 1995 and34 to
intermediate- and long-term interest5¥s percent for 1996. The rate of unem-
rates and the rise in equity prices. In theployment associated with these fore-
view of most members, however, thecasts was expected to edge higher in the
risks to the outlook were tilted to second half of this year to a consensus
the downside. Several stressed that thenge of 34 to 6Ys percent in the fourth
ongoing adjustments to business invenguarters of both 1995 and 1996. Projec-
tories could prove to be more pro-tions of the rate of inflation, as mea-
nounced and of longer duration tharsured by the consumer price index,
they anticipated, with negative reper{pointed to a small decline over the pro-
cussions on production and incomegection horizon; the projections con-
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verged on rates of@ to 3¥s percent for vulnerable to adverse domestic or exter-
1995 and 2s to 3¥4 percent for 1996.  nal shocks. On balance, while the timing
In the course of the discussion, memfemained uncertain, a resumption of
bers indicated that much of the ecogrowth at a moderate rate was viewed as
nomic information that had becomea likely prospect, given the underlying
available since the May meeting hadstrength of the economy.
suggested a greater softening in the In their review of prospective devel-
economy than they had anticipated andpments in key sectors of the economy,
had raised concerns about the timingnembers noted that consumer expendi-
and strength of the upturn over comingures had fallen short of earlier expecta-
quarters. However, the most recent datdons, but signs of some firming were
and some of the anecdotal reports fromrisible, notably the indications of an
around the country had a better tonemprovement in sales of motor vehicles
Among the positive factors in the eco-since early spring. While a continued
nomic outlook, members gave particulasluggish performance of the consumer
emphasis to the favorable financial cli-sector could not be ruled out, the mem-
mate, including the stimulative effectsbers generally expected a resumption of
of lower interest rates on interest-moderate growth in consumer spending.
sensitive sectors of the economy, th&he upturn undoubtedly would be lim-
ready availability of financing from mar- ited to some extent by the apparent
ket sources and banking institutionsgxhaustion of much of the earlier
and the impact of rising equity and bondpent-up demands and perhaps by con-
prices on balance sheets. Business amgrns about job prospects and incomes,
consumer sentiment also remainedut the effects of reduced interest rates
generally favorable, though anecdotabn borrowers and the wealth effects
reports suggested a heightened degréemm gains in values of financial assets
of caution among business contacts ishould help to sustain moderate growth.
many parts of the nation. MembersMoreover, if the strengthening in hous-
observed that the expansion did noing activity materialized as projected,
appear to have produced overall imbalsales of consumer durables would be
ances in the economy aside from arlavorably affected. While consumer
apparent overhang of inventories inconfidence had declined earlier, recent
some industries. The ongoing adjustsurveys indicated that confidence had
ments needed to bring these inventoriestabilized or even edged up more
down to desired levels were seen as theecently and was in any event at rela-
most serious threat to the expansiortively high levels in most parts of the
Some members commented that theountry.
inventory correction in the second quar- Business fixed investment appeared
ter appeared on the basis of the availabl® have moderated since earlier in the
evidence to be less than was expectegear, though expenditures for both pro-
earlier and that the period of inventoryducer durable equipment and nonresi-
adjustment might therefore be moredential structures were still registering
extended in time than they had anticistrong gains. Further moderation was
pated. While such a development mighainticipated over the course of coming
not in itself be sufficient to tilt the econ- quarters in association with slower
omy into recession, in the possible congrowth in business sales and decreased
text of relatively sluggish growth in pressures on producer resources. While
final demands, the economy would besome concern was expressed about the
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vulnerability of capital spending to afavorable effects on financial markets,
downturn in the growth of sales, thethereby stimulating to an extent offset-
members generally expected this sectding increases in spending. Over the
of the economy to remain a positivelonger run, deficit reduction should
factor in the expansion. The ready availenhance the performance and growth of
ability of financing on favorable termsthe economy, though monetary policy-
and the ongoing need to modernizanakers would need to carefully monitor
equipment and other producer resourcgsossible transition effects.
for competitive reasons, notably to take A considerable downside risk in the
advantage of continuing improvementssiew of many members was the outlook
in computer and other technologiesfor exports. Economic activity in the
should foster continued overall growthmajor foreign industrial nations had
in business investment. Members alsbeen more sluggish than anticipated dur-
noted that the strength in business profing the first half of the year, and this
its, though likely to moderate cyclically raised questions about the strength of
at some point, remained a favorablghe expansion in those countries and the
factor undergirding business capitakelated prospects for faster growth in
spending. U.S. exports. Most of the major econo-
Housing activity had stagnated inmies in Latin America also were pro-
recent months, but this sector of thgected to strengthen, and indeed such
economy also was expected to providexpectations were reflected in financial
some stimulus to the expansion as hommarkets, but substantial problems
buyers responded to reduced mortgagemained that could undermine the
rates. Although the latest available datdavorable outlook. On the positive side,
indicated that housing starts were stillmembers observed that U.S. exports
relatively depressed, home sales andere now quite competitive in world
mortgage loan applications for homemarkets, as evidenced by continuing
purchases had strengthened recentlgains in exports to numerous countries,
With some exceptions, building industryand such a perception was reinforced by
contacts in local areas tended to confirnanecdotal reports of increasing foreign
broader indications that improvement insales of a variety of products by firms
housing activity was occurring. Mem-around the country. On balance, some
bers also noted that rising occupancygrowth in exports remained a reasonable
levels and rents should support fairlyprospect but it might fall below current
robust construction of multifamily hous- expectations.
ing in many areas. The members generally agreed that
With regard to the outlook for fiscal the inflation risks in the economy had
policy, members gave considerablaiminished, though some still saw the
emphasis to recent developments in thpotential for little or no progress in
Congress that suggested there could henwinding the recent uptick in inflation.
greater deficit reduction over the yeardMany referred to indications of easing
ahead than had been built into manyressures on resources in recent months,
forecasts. The direct effects of deficitand they generally felt that such pres-
cutbacks would tend to hold down thesures would be contained over the pro-
growth in final demand and act as gection horizon if economic growth were
restraining influence on overall eco-to materialize in line with their fore-
nomic activity over the projection hori- casts. Developments seen as consistent
zon. But those cutbacks also would havevith such an expectation included per-
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sisting anecdotal reports of highly com-ated rates of M2 and M3 growth since
petitive markets that made it very diffi- early spring that, for the year to date,
cult for business firms to pass on coshad lifted the expansion of M2 to the
increases or to raise profit marginsupper half of the Committee’s range and
Moreover, despite continuing reports othe expansion of M3 further above its
labor scarcities in some areas and indusange. According to a staff projection,
tries, increases in nominal labor costshe growth of both aggregates was likely
generally had remained subdued acrogs moderate over the balance of the year,
the nation. Prices of many raw material@assuming an unchanged monetary pol-
and semifinished goods had increaseidy, as rates paid on various components
sharply in earlier months and theseof the aggregates were adjusted more
increases would continue to put upwardully to the reductions in market interest
pressure on the prices of finished goodsates that had occurred since early in the
but there recently had been signs ofear. Even so, the projected growth of
some abatement of inflation at the earliethe broad aggregates would remain well
stages of production. Similarly, earlierabove that experienced over the last sev-
declines in the foreign exchange valueeral years. These developments implied
of the dollar were placing upward pres-velocity behavior for these aggregates
sure on the prices of many importedhat was more in line with historical
products, but the recent stability of thepatterns after several years of pro-
dollar promised a diminution of suchnounced and atypical velocity increases.
pressure over time. On balance, most ofhe members noted that financial inno-
the members believed that the undervations, technical changes, and deregu-
lying trend of inflation was now tilted lation had obscured historical distinc-
toward gradual deceleration in the contions among various financial instru-
text of marginally higher rates of unem-ments and had affected the extent to
ployed labor and other resources, buivhich holders might shift funds into
they acknowledged that the risks to suclor out of components of the monetary
an outcome remained substantial. aggregates in response to changing
In keeping with the requirements ofinterest rate patterns. As a result, sub-
the Full Employment and Balancedstantial uncertainty remained about pro-
Growth Act of 1978 (the Humphrey- jections of money growth and the future
Hawkins Act), the Committee at thisrelationships of money and debt to the
meeting reviewed the ranges for growttbasic objectives of monetary policy.
in the monetary and debt aggregates thdtgainst this background, members
it had established in February for 1995expressed somewhat differing views
and it decided on tentative ranges foregarding appropriate ranges for the
growth in those aggregates in 1996. Thgrowth of M2 and M3 in 1995 and 1996.
current ranges set in February for the With regard to M2, a majority of the
period from the fourth quarter of 1994members favored or could accept a pro-
to the fourth quarter of 1995 includedposal to maintain the existing 1 to 5 per-
expansion of 1 to 5 percent for M2 andcent range for both years. These mem-
0 to 4 percent for M3. A monitoring bers noted that M2 growth was projected
range for growth of total domestic non-to remain within the current range,
financial debt had been set at 3 to 7 perthough in the upper half in 1995 and at
cent for 1995. the top in 1996. While recognizing that
In the Committee’s discussion, theexpansion at a rate above that range
members took account of the accelereould not be ruled out, especially for
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1996, they suggested that an increase of unusual developments that had
the range, at a time when substantiadepressed M3 growth over much of the
uncertainties continued to surround thd990s. Those developments, which also
relationship of M2 to broad measures ohad served to curb M2 growth though
economic performance, would imply ato a lesser extent, involved a reduced
degree of confidence regarding the relarole of banking institutions in the inter-
tionship that the Committee did not pos-mediation of flows of funds between
sess at this point. Moreover, if the moresavers and borrowers. That reduced
normal behavior of velocity over therole had been induced to a large degree
past several quarters were to continue,ly balance sheet adjustments under-
1 to 5 percent range for growth of M2taken in response to extraordinary
likely would prove consistent with the strains experienced by banks and thrifts.
Committee’s ultimate objectives of sus-Against the background of favorable
tained economic expansion and reasoreconomic developments, the financial
able price stability. There was concerrhealth of depository institutions had
that an increase in the M2 range couldmproved markedly over the past few
foster a misreading of the Committee’syears, and the increased ability and
intentions, especially if some easing inwillingness of these institutions to serve
policy were to be approved during thisas financial intermediaries appeared to
meeting, explanations of the technicabe working toward strengthening the
reasons notwithstanding. growth of M3 and lowering its velocity.
Members preferring a somewhatin the circumstances, the members
higher M2 range emphasized that expedelieved that the contemplated increase
tations for growth of this aggregate inin the M3 range was essentially a tech-
1995 and 1996 were around the uppenical response to developments that
end of the current range. In their view,were tending to restore both traditional
under the Federal Reserve Act, thdinancing patterns and the historical
Committee’s target ranges—and norpattern of somewhat faster growth in
mally their midpoints—should be con-M3 than in M2. In this respect, the
sistent with the Committee’s expectaincrease in the M3 range did not have
tions for growth in nominal GDP and any implications for the underlying
money. From this perspective, a highethrust of monetary policy, though the
M2 range was clearly defensible and thénigher range could prove to be more
reasons for it easily communicatedconsistent over time with sustainable
Indeed, a failure to adjust the rangeand noninflationary economic growth.
upward could be interpreted by observAs in the case of the current M2 range,
ers as indicating an intent to tightenthat conclusion assumed the eventual
policy should M2 growth remain high in restoration of historic relationships
relation to its current range. between M3 and measures of overall
With regard to M3, all the memberseconomic performance.
indicated that they preferred or could The Committee was unanimous in its
accept an increase in its range to 2 teiew that the current monitoring range
6 percent for both years. The currenfor the growth of total domestic non-
0 to 4 percent range was quite low infinancial debt should be retained for
relation to the range for M2, judging by 1995 and extended to 1996. This view
the average historical growth of thistook into account staff projections indi-
aggregate relative to that of M2. Thecating that the debt aggregate was likely
range had been adopted in the lighto grow at rates well within its 3 to
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7 percent range—indeed, not far from The Committee voted to retain the

the midpoint—in both years. 3 to 7 percent monitoring range for
At the conclusion of this discussion,growth of total domestic nonfinancial

the Committee voted to reaffirm thedebt for 1995 and to extend that range

range of 1 to 5 percent for growth of M2 on a tentative basis to 1996:

in 1995 and to set the same range on a

tentative basis for 1996: Votes for this action: Messrs. Greenspan,
McDonough, Blinder, Hoenig, Kelley,
Lindsey, and Melzer, Ms. Minehan, Mr.

' Moskow, and Mses. Phillips and Yellen.
Votes against this action: None.

Votes for this action: Messrs. Greenspan
McDonough, Hoenig, Kelley, Lindsey,
and Melzer, Ms. Minehan, Mr. Moskow,

and Ms. Phillips. Votes against this action: .
Mr. Blinder an% Ms. Ye”egn. These votes constituted approval of

the following paragraph for the directive
Mr. Blinder and Ms. Yellen dissented that would be issued at the end of the

on a technical judgment, not a policymeet'ng:
dr:ﬁe(rjence' ('jl'f}ey 'r\1/|02ted that Ilf grovvthhm The Federal Open Market Committee
the demand for M2 were close 10 NiS-seeks monetary and financial conditions that
toric norms in 1995 or 1996, as indeed ityill foster price stability and promote sus-
had been for some time, then the Comtainable growth in output. In furtherance of
mittee members’ projections for nomi-these objectives, the Committee reaffirmed
; i at this meeting the range it had established
nal GDP would likely imply M2 growth on January 31-February 1 for growth of M2

near the top of, or even above, the CUrGt 1 t0 5 percent, measured from the fourth

rent range. While the relationshipquarter of 1994 to the fourth quarter of 1995.
between the growth of M2 and that ofThe Committee also retained the monitoring
nominal GDP remained subject to aange of 3 to 7 percent for the year that it had
great deal of uncertainty, they were perset for growth of total domestic nonfinancial

- . debt. The Committee raised the 1995 range
suaded that the range—in fact, the m|dfOr M3 to 2 to 6 percent as a technica%

point of the range—should normally beggjustment to take account of changing inter-
consistent with members’ forecasts otnediation patterns. For 1996, the Committee
nominal GDP growth. This would be established on a tentative basis the same
truer to the spirit of the aggregates tarfanges as in 1995 for growth of the monetary
geting provision in the Federal Reserv@ddregates and debt, measured from the

. . ; ourth quarter of 1995 to the fourth quarter
Act. From this perspective, they viewedys 1995 The behavior of the monetary

a higher M2 range for 1995 and 1996 asiggregates will continue to be evaluated
clearly preferable in communicating thein the light of progress toward price level

Committee’s objectives for the econ-stability, movements in their velocities, and

omy and its expectations for moneydevelopments in the economy and financial
markets.

growth.

The Committee then voted to raise
the range for growth of M3 to 2 to
6 percent for 1995 and to extend tha
higher range provisionally to 1996:

In the course of the Committee’s dis-
E#ssion of its monetary growth ranges,
embers commented on the failure of
the monetary aggregates to provide a
Votes for this action: M G reliable nominal anchor for the conduct
VLSS 0L Slon: Messrs, STESTSPSTof monetary policy in recent years.
Lindsey, and Melzer, Ms. Minehan, Mr. Moreover, the restoration of historic
Moskow, and Mses. Phillips and Yellen.relationships, or the emergence of new
Votes against this action: None. but stable relationships, between money
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growth and measures of progress towartbward price stability over time. Several
broad economic objectives could not benembers also observed that any move
predicted with any degree of confidencetoward less restraint should be cautious
Some members expressed the view that this point because easing would repre-
in these circumstances the Committesent a change in the direction of policy
needed to continue to look at potentialnd its repercussions on financial mar-
alternative approaches to guide the forkets, including the foreign exchange
mulation of policy and to communicate markets, could be relatively pronounced.
its intentions to the public, especially A few members preferred somewhat
with respect to the Committee’s objec-greater easing. They stressed that such a
tive of promoting price stability over move was warranted by the recent pause
time. in the expansion and the apparent vul-
In the Committee’s discussion of pol-nerability of the economy to a variety of
icy for the intermeeting period aheaddownside risks. Indeed, a move from
nearly all the members indicated thaivhat they saw as a restrictive monetary
they favored or could support a proposapolicy toward a more neutral policy
to ease slightly the current degree obtance was somewhat overdue in their
pressure on reserve positions. Preferiew. While they could support a slight
ences for an unchanged policy stancadjustment to policy at this point, these
and for somewhat greater easing alsmembers were persuaded that the stance
were expressed. In support of at leastf monetary policy probably would
slight easing, members commented thateed to be eased by more than a slight
they viewed current monetary policy asamount over time to accommodate the
somewhat restrictive, judged in part byintermediate- and long-term needs of
the level of the inflation-adjusted federalan expanding economy. Moreover, the
funds rate. This degree of monetaryisks of increasing inflationary pressures
restraint had been appropriate early imppeared to be relatively remote in the
the year when the economy was opereontext of the current and anticipated
ating at or possibly beyond its long-performance of the overall economy.
run potential and inflation pressuresThe declines in intermediate- and long-
appeared to be mounting. Some modeserm interest rates were helping to sup-
easing was desirable now that theort the expansion, but those declines
growth of the economy had slowed contested in part on market expectations
siderably more than anticipated andf significant monetary policy easing;
potential inflationary pressures seemethilure to ratify such expectations could
to be in the process of recedingwell resultin atleast a partial reversal of
Although inflation was higher than in those desirably lower rates.
1994 and the economy was still operat- Members who leaned toward an
ing at an elevated level, looking forwardunchanged policy remained concerned
many members saw prospects fombout the persistence of inflationary
declining inflation and the possibility of pressures and whether a somewhat
shortfalls in economic growth. The easier policy stance would be consistent
members agreed that under present ecwdth the objective of capping inflation
nomic conditions a slight easing of theand setting the stage for further progress
stance of policy would incur little risk toward price stability. The available evi-
of stimulating increased inflation anddence on the economy’s current perfor-
would be entirely consistent with theirmance remained mixed, and most fore-
commitment to continued progresscasts pointed to moderate strengthening



160 82nd Annual Report, 1995

ahead; in the circumstances an easingecided that slightly greater monetary
move did not appear to be needed atestraint might be acceptable or slightly
this time. One member emphasized thatesser monetary restraint would be
while the risks of greater inflation acceptable during the intermeeting
seemed small, the costs of a policy erroperiod. According to a staff analysis, the
in the direction of too much easingreserve conditions contemplated at this
would be high in terms of its effects meeting would be consistent with mod-
on the credibility of the System’s anti- erate growth in M2 and M3 over coming
inflationary policy and the need to reinmonths.
in inflationary growth next year. At the conclusion of the meeting, the
Although their preference would be toFederal Reserve Bank of New York was
wait for further evidence on the perfor-authorized and directed, until instructed
mance of the economy, all but one ofotherwise by the Committee, to execute
these members indicated that, given thgansactions in the System account in
current uncertainties surrounding theaccordance with the following domestic
economic outlook and the small amounpolicy directive:
of easing that was proposed, they would
not dissent from the majority position.  The information reviewed at this meeting
With regard to possible adjustmentssuggests that the level of economic activity
to policy during the intermeeting period,was about unchanged in the second quarter.
most of the members who favored som&lonfarm payroll employment fell in April

. | f d t .and May after posting reduced gains in the
€asing also preierred an asymmetlrig g qyarter, and the civilian unemployment

directive, including a marked preferenceate, at 5.7 percent in May, was up somewhat
on the part of those who supportedrom its first-quarter average. Industrial pro-
greater easing than the majority. Anduction continued to decline in May, reflect-
asymmetric directive was consistenfnd another cutback in the production of

with the view shared by most membergnotor vehicles, and capacity utilization
was down somewhat further. Total retail

that the risks to the expansion Wer&gjes have been sluggish on average in
biased to the downside, but no membeyfecent months. Housing starts were about
expressed a strong presumption abouinchanged over April and May, but sales of
the likely need to ease policy during thenew homes turned up sharply in May. Orders
weeks ahead. The Committee would, ofof d”O”defe“ﬁ'et capital Q?Ods htﬁ"ebmtc’dt‘?lrl'
. ed somewhat in recent months but sti
course, mon_ltor and res_pc_)nd as need point to considerable further expansion of
to the incoming economic Informs_ttlon; spending on business equipment; nonresi-
At the conclusion of the Committee’s dential construction has continued to trend
discussion, all but one of the membersppreciably higher. The nominal deficit on
indicated that they favored or couldU.S. trade in goods and services widened in
support a directive that called for someApril from its average rate in the first quar-
slight easing in the degree of pressur r. Broad indexes of consumer and producer

. . rices have increased faster on average thus
on reserve positions and that included @, "this year, though there were signs of

bias toward possible further easing otome moderation in the most recent data;
reserve conditions during the intermeetadvances in labor compensation costs have
ing period. Accordingly, in the context remained subdued.

of the Committee’s long-run objectives Most interest rates have declined some-
for price stability and sustainable eco what further since the Committee meeting on

. o ‘May 23. In foreign exchange markets, the
nomic growth, and giving careful con-ade-weighted value of the dollar in terms

sideration to economic, financial, andof the other G-10 currencies declined consid-
monetary developments, the Committeerably over the intermeeting period.
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M2 and M3 strengthened substantially inshould remain unchanged at this time.
May and June. For the year through Juneyith the pace of economic activity
M2 expanded at a rate in the upper half of it§ a1y to return to trend growth later this

range for 1995 and M3 grew at a rate well d inflati ted to be high
above its range. Total domestic nonfinanciaf €ar and infiation expected to be nigher

debt has grown at a rate in the upper half ofhiS year and next than in 1994, he felt

its monitoring range in recent months. an unchanged policy in the near term
The Federal Open Market Committeewould enhance the prospects of achiev-

seeks monetary and financial conditions thghg the Committee’s long-run objectives

will foster price stability and promote sus- ; ;
tainable growth in output. In furtherance ofOf sustainable economic growth and

these objectives, the Committee reaffirmedrice stability. .

at this meeting the range it had established It was agreed that the next meeting of
on January 31-February 1 for growth of M2the Committee would be held on Tues-
of 1 to 5 percent, measured from the fourttjay, August 22, 1995.

quarter of 1994 to the fourth quarter of 1995. ; ; .

The Committee also retained the monitoring The meeting adjourned at 12:20 p.m.
range of 3 to 7 percent for the year that it had
set for growth of total domestic nonfinancial Donald L. Kohn
debt. The Committee raised the 1995 range Secretary
for M3 to 2 to 6 percent as a technical

adjustment to take account of changing inter-

mediation patterns. For 1996, the Committee

established on a tentative basis the same )

ranges as in 1995 for growth of the monetarMeeting Held on

aggregates and debt, measured from thAugust 22, 1995

fourth quarter of 1995 to the fourth quarter

of 1996. The behavior of the monetaryA meeting of the Federal Open Market
aggregates will continue to be evaluatettommittee was held in the offices of the

in the light of progress toward price level
stability, movements in their velocities, andBOard of Governors of the Federal

developments in the economy and financiaReserve System, in Washington, D.C.,

markets. on Tuesday, August 22, 1995, at
In the implementation of policy for the 9:00 a.m.

immediate future, the Committee seeks to

decrease slightly the existing degree of prespyegent:

sure on reserve positions. In the context o Mr. Greenspan, Chairman

the Committee’s long-run objectives for M. McDonougﬁ Vice Chairman

price stability and sustainable economic Mr. Blinder '

growth, and giving careful consideration to Mr. Hoenig

economic, financial, and monetary develop- Mr. Kelley

ments, slightly greater reserve restraint might Mr. Lindsey

or slightly lesser reserve restraint would Mr. Melzer

be acceptable in the intermeeting period. Ms. Minehan

The contemplated reserve conditions are  \r Moskow

expected to be consistent with moderate s Phillips

growth in M2 and M3 over coming months. Ms. Yellen
Votes for this action: Messrs. Greenspan, Messrs. Boehne, Jordan, McTeer, and
McDonough, Blinder, Kelley, Lindsey, Stern, Alternate Members of the
and Melzer, Ms. Minehan, Mr. Moskow, Federal Open Market Committee

and Mses. Phillips and Yellen. Vote

against this action: Mr. Hoenig. Messrs. Broaddus, Forrestal, and Parry,

. . Presidents of the Federal Reserve
Mr. Hoenig dissented because he Banks of Richmond, Atlanta, and

believed the stance of monetary policy San Francisco respectively
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Mr.
Mr.
Mr.
Mr.
Mr.
Mr.

Ms.

Mr.

=

Mr.

=

Mr.

Ms.

Mr.

Ms.

Ms.

Kohn, Secretary and Economist
Bernard, Deputy Secretary
Coyne, Assistant Secretary
Gillum, Assistant Secretary
Mattingly, General Counsel
Baxter, Deputy General Counsel

The Manager of the System Open
Market Account reported on develop-
ments in foreign exchange markets
and on System foreign currency trans-
actions during the period July 6, 1995,
through August 21, 1995. By unani-

Brown and Messrs. Davis, Dewald,mous vote, the Committee ratified these

Hunter, Lindsey, Mishkin,

Promisel, Siegman, Slifman, and

Stockton, Associate Economists

Fisher, Manager, System Open
Market Account

Madigan, Associate Director,
Division of Monetary Affairs,
Board of Governors

Simpson, Associate Director,
Division of Research and
Statistics, Board of Governors
Johnson, Assistant Director,
Division of International Finance,
Board of Governors

Ramm?# Section Chief, Division
of Research and Statistics,
Board of Governors
Low, Open Market Secretariat
Assistant, Division of Monetary
Affairs, Board of Governors

Strand, First Vice President,
Federal Reserve Bank of
Minneapolis

Messrs. Beebe, Goodfriend, Rolnick,

Rosenblum, and Sniderman and
Mses. Tschinkel and White,

transactions.

The Manager also reported on devel-
opments in domestic financial markets
and on System open market transactions
in government securities and federal
agency obligations during the period
July 6, 1995, through August 21, 1995.
By unanimous vote, the Committee rati-
fied these transactions.

The Committee then turned to a dis-
cussion of the economic and financial
outlook and the implementation of
monetary policy over the intermeeting
period ahead. A summary of the eco-
nomic and financial information avail-
able at the time of the meeting and of
the Committee’s discussion is provided
below, followed by the domestic policy
directive that was approved by the Com-
mittee and issued to the Federal Reserve
Bank of New York.

The information reviewed at this
meeting suggested that economic activ-
ity was expanding more rapidly after
increasing at a sluggish pace in the

Senior Vice Presidents, FederaiSe€cond quarter. Consumer spending
Reserve Banks of San Franciscoappeared to be growing at a moderate

Richmond, Minneapolis, Dallas,
Cleveland, Atlanta, and
New York respectively

Mr. Meyer, Vice President, Federal

Reserve Bank of Philadelphia

rate, housing demand seemed to be
rebounding sharply, and business invest-
ment remained on a solid uptrend. With
efforts to adjust inventories still under
way, industrial production had changed
little in recent months, and employment

By unanimous vote, the minutes ofgains had been modest. After increasing
the meeting of the Federal Open Markeat elevated rates in the early part of the
Committee held on July 5-6, 1995, wereyear, consumer and producer prices had
approved.

4. Attended portion of meeting relating to the

Committee’s economic discussion.

risen more slowly in recent months.
Advances in labor compensation costs
remained subdued.

Nonfarm payroll employment rose
further in July after a modest second-
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quarter gain; the July advance was helguting equipment, continued to grow
down by continuing employment lossegapidly in the second quarter. However,
in manufacturing that were widespreadusiness spending for transportation
by industry. Outside of manufacturing,equipment, notably heavy trucks and
payrolls continued to increase at a relaaircraft, was lackluster. New orders for
tively slow pace in July; reduced jobnondefense capital goods edged lower
growth in the services industry reflectedn the second quarter after rising sharply
smaller increases in employment at busiearly this year, although the elevated
ness and health service establishmentivel of order backlogs pointed to con-
The civilian unemployment rate rosesiderable further expansion of spending
slightly in July, returning to its second-on business equipment over coming
quarter average of 5.7 percent. months. Nonresidential construction
Industrial production edged higher inactivity posted a solid gain in the second
July, but it was unchanged on balanceguarter, and recent data on permits
over the three months ending in Julysuggested further increases in building
after declining in earlier months. Manu-activity in coming months.
facturing output fell further in July; a Business inventory accumulation
sharp contraction in the production ofslowed markedly further in June, and
motor vehicles and parts accounted fomventory-to-sales ratios for most types
the entire decline. Within manufactur-of business establishments declined
ing, output of business equipment otheagain. In manufacturing, the aggregate
than motor vehicles continued toinventory-to-sales ratio was only a little
advance as additional strong gains werabove the historical low reached around
recorded in the production of office andthe end of 1994. In the wholesale sector,
computing equipment. The output ofthe ratio of stocks to sales in June was
non-auto consumer goods weakened; glightly below the top of the range pre-
cutback in the production of home fur-vailing over the last year. At the retalil
nishings offset an increase in the manulevel, inventories changed little in June,
facture of appliances. With capacityand the inventory-to-sales ratio for this
continuing to expand rapidly, total utili- sector was near the middle of its range
zation of industrial capacity droppedfor recent years.
somewhat further. The nominal deficit on U.S. trade in
Despite edging down in July, revisedgoods and services widened in June,
data for earlier months suggested thawith exports declining marginally more
total retail sales had risen appreciablyhan imports. For the second quarter as a
on balance since early spring. The Julwhole, the deficit was substantially
decline entirely reflected weakness inarger than in the first quarter. Exports
motor vehicles; elsewhere, spending omwere up considerably in the second
furniture and appliances continued taguarter despite declines in automotive
firm, and purchases of other durablgroducts shipped to Canada and Mexico,
goods and of apparel rose sharply. Houdsut imports rose even more, with
ing market activity picked up consider-increases widely spread across most
ably in June, with sales of both new andnajor trade categories. In the major
existing homes increasing significantlyforeign industrial countries, economic
Housing starts were up strongly in Julygrowth appeared to have ranged from
after changing little in previous months. weak to moderate in the second quarter,
Shipments of nondefense capitabnd the limited available evidence sug-
goods, led by surging purchases of comgested that subdued expansion contin-
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ued into the third quarter. Economicgrowth, and giving careful consideration
activity remained particularly weak into economic, financial, and monetary
Japan. In Europe, expansion apparentlgevelopments, slightly greater reserve
was still under way, though somewhatestraint might or slightly lesser reserve
unevenly across countries. restraint would be acceptable during the
Consumer prices rose more slowly inntermeeting period. The reserve condi-
June and July, with food and energytions associated with this directive were
price movements having little effect onexpected to be consistent with moderate
the overall index; price increases forgrowth in M2 and M3 over coming
nonfood, non-energy items were somemonths.
what smaller than those seen earlier in Immediately after the meeting, open
the year. Over the twelve-month periodnarket operations were directed toward
ended in July, however, this measure olimplementing the slight easing in the
consumer inflation rose at about thelegree of reserve pressure that had been
same rate as in the preceding twelvadopted by the Committee. Thereafter,
months. Producer prices of finishedoperations were conducted with a view
goods edged lower on balance in Jun® maintaining this slightly more accom-
and July, reflecting substantial declinesnodative reserve posture, and the fed-
in prices of finished energy goods.eral funds rate remained nea¥s5per-
Excluding food and energy, producercent over the intermeeting interval.
prices rose more over the year ended iAdjustment plus seasonal borrowing
July than over the preceding year. Ataveraged somewhat above anticipated
earlier stages of production, increases ifevels, largely reflecting heavy adjust-
producer prices had diminished sharplynent borrowing activity on the August 2
in recent months, perhaps suggestingeserve settlement day when demands
some abatement of pressures on produfar excess reserves were unexpectedly
tion capacity and prices. Total hourlylarge.
compensation for private industry work- Treasury yields declined across the
ers increased somewhat more in the sematurity spectrum in response to the
ond quarter than in the first; howeverannouncement of the easing action on
the rise in compensation costs for theluly 6; market participants perceived the
year ended in June was smaller than thatolicy move as an indication of the Fed-
for the previous year, primarily reflect-eral Reserve’s concern regarding the
ing slower growth in costs of benefits.state of the economy and, based on his-
Average hourly earnings grew faster intorical precedent, as likely the first in a
July than in June; for the year ending inseries of easing steps. Subsequently,
July, earnings rose somewhat more thahowever, interest rates rebounded in
in the preceding year. response to incoming economic data that
At its meeting on July 5-6, 1995, thewere seen as suggesting stronger eco-
Committee adopted a directive thathomic performance and reduced chances
called for some slight easing in thefor further monetary policy easing. On
degree of pressure on reserve positiorizalance, short-term market interest rates
and that included a tilt toward possibleposted mixed changes over the inter-
further easing of reserve conditions durmeeting period, while intermediate- and
ing the intermeeting period. The direclong-term rates rose appreciably. With
tive stated that in the context of theunexpectedly favorable corporate earn-
Committee’s long-run objectives forings reports outweighing the effects of
price stability and sustainable economidigher interest rates, major indexes of
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equity prices were up moderately oninventory adjustment process appeared
balance over the period. to be well under way, and moderate
In foreign exchange markets, theexpansion of final sales would be sup-
trade-weighted value of the dollar inported by the favorable wealth and
terms of the other G-10 currenciesnterest-cost effects of the extended rally
appreciated substantially over the interin the debt and equity markets. In
meeting period. The dollar's gainresponse to improved financial condi-
occurred partly in response to thetions and balance sheets, consumer
improving outlook for the U.S. economy spending was anticipated to keep pace
and the related rise in long-term intereswith the growth of incomes. Homebuild-
rates in the United States. Declines iring was expected to strengthen some-
long-term yields in the major Europeanwhat in response to the earlier decline in
industrial countries probably contributedmortgage rates and the related improve-
to a higher value of the dollar in termsment in housing affordability. Accompa-
of the German mark and most othemnying slower growth of sales and profits,
European currencies. In addition, théusiness investment in new equipment
dollar appreciated sharply against thend structures was projected to slow
Japanese yen, largely in response tfilom the very rapid pace of the past few
actions by Japanese authorities to redugears, although the lower cost of capital
official interest rates, to encourage capiand the ready availability of financing
tal outflows from Japan, and to makewould help to sustain appreciable expan-
large intervention purchases of dollarsion in such investment. Export growth
during a period when the dollar alreadywould pick up in response to some
was rising against the yen. expected strengthening in the econo-
M2 and M3 continued to register siz-mies of major trading partners. Consid-
able increases in July and appeared terable uncertainty surrounded the fiscal
be expanding considerably further inoutlook, but the staff continued to antici-
August. The recent strength of M2pate the greater degree of fiscal restraint
seemed to reflect in part the relativelythat had been projected at the time of the
greater appeal of interest rates on M2ast Committee meeting. In the staff's
assets in the wake of the declines igjudgment, the prospects for some further
market interest rates that had taken placeasing of pressure on labor and other
this year, particularly at longer maturi-resources suggested that price inflation
ties. Robust M3 growth was associatedikely would not deviate significantly
with the continuing requirements offrom recent trends.
commercial banks for additional whole- In the Committee’s discussion of cur-
sale funds needed to meet persistingent and prospective economic develop-
strong loan growth. For the year througiments, the members focused on recent
July, M2 expanded at a rate in the uppeindications of some strengthening in the
half of its range for 1995, and M3 grewexpansion of economic activity after a
at a rate above its upwardly revisedperiod of limited growth during the
range. Total domestic nonfinancial debspring. Further growth in final demand
had been in the upper half of its moni-was generating an improvement in over-
toring range in recent months. all business activity, despite a more
The staff forecast prepared for thisrapid adjustment in inventory invest-
meeting suggested that growth in ecoment than many had expected. This
nomic activity would pick up from the configuration suggested that the risks
weak pace of the second quarter. Thef recession or an extended period of
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subpar growth were now reduced, anaf attendant adjustments in market inter-
sustained expansion at a moderate paest rates and, more broadly, in the light
was seen as the most likely course foof emerging economic conditions. A
the economy. Although the risks tolegislative package containing strong
the economy now seemed to be moréiscal restraint measures would be
evenly balanced than at the time of thexpected to ease pressures in debt
July meeting, they were still sizable inmarkets—indeed, enhanced prospects in
both directions. In particular, uncer-this regard were probably already con-
tainties about federal budget policiedributing to reduced long-term interest
and their effects on the economyrates. On the other hand, a package that
remained substantial. With respect tancluded only modest deficit reduction
prices, members noted that the recemhight well lead to upward pressure on
pause in the expansion had eased preisiterest rates. The continuing uncer-
sures on resources, and the econontginty concerning the size of future bud-
appeared to be in a better positiorget deficits might be complicated by a
to accommodate moderate growth ovedelay in passing appropriations legisla-
the forecast horizon without adding totion in the months ahead, with poten-
inflation. Indeed, some members werdially dislocative effects on many federal
optimistic that growth of the economy atgovernment operations. Accordingly,
a pace in line with their expectationsfederal budget developments were seen
would be consistent with modest furtheras the major factor likely to bear on the
decreases in inflation. Others expressegaerformance of the economy over com-
concern, however, that the uncertaining months and quarters, and these
ties surrounding the outlook for thedevelopments might well differ consid-
economy included questions about therably from current forecasts.
persistence of inflationary sentiment Members described current business
and the prospects for further progressonditions across the nation as ranging
toward stable prices over the next sevfrom sluggish in some regions to robust
eral quarters. in a number of others, with at least some
Members gave particular attention tamprovement occurring recently in
the ongoing discussions involving themany parts of the country. There were
Congress and the Administration regardanecdotal reports of strengthening retail
ing future federal budget deficits. Theresales in numerous areas, with the
was a great deal of political support fornotable exception of motor vehicles, and
reducing the federal deficit substantiallyof relatively high levels of confidence
over the years ahead; indeed, in the vielamong consumers and many retailers.
of one member the political dynamicsSustained growth in consumer spending
might very well result in larger reduc- was seen as a reasonable expectation for
tions than many now anticipated. Nonethe projection period through 1996.
theless, the actual outcome remainetiowever, diminished pent-up demands
particularly uncertain. From the perspecand possibly the increasing level of
tive of its macroeconomic stabilizationconsumer indebtedness would tend to
effects and its implications for monetaryinhibit consumer spending, keeping its
policy, enactment of legislation involv- growth below that in recent years. These
ing substantial fiscal restraint wouldnegative factors might be offset to some
raise the issue of fiscal drag; howeverextent by the wealth effects of the rise in
the latter's impact on the economystock market prices and by a higher
would have to be judged in the contexievel of housing activity that should
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help to support demands for household Members commented that the adjust-
durables. ment in business inventories appeared to
Members referred to recent indica-have progressed a considerable distance
tions, including widespread anecdotabut probably was not yet completed for
reports, of considerable gains in housinghe business sector as a whole. Nonethe-
activity after a period of pronouncedless, inventory investment seemed likely
weakness during the earlier months ofo become a more neutral factor in
the year. Homebuyers were reactingts effects on the overall economy as
favorably to the declines in rates ondesired inventory ratios were reached in
fixed-rate mortgages from their highsan increasing number of industries. The
around the turn of the year. Homebuild+ecent tendency for order patterns to
ers in a number of areas were reportedtabilize was a tentative indication of
to be optimistic about the outlook forsuch a development. In any event, the
further gains in housing demand, at leastecent upturn in final sales, apart from
for single-family homes. The prospectdts probable effects on desired inventory
for multifamily construction seemed lesslevels, had allowed a larger-than-
promising; while robust activity charac-expected amount of inventory correc-
terized such construction in a number ofion to occur without preventing the
areas, still high vacancy rates and ass@conomy from regaining at least moder-
ciated overbuilding across much of theate expansionary momentum.
nation suggested little, if any, overall The external sector of the economy
impetus from this sector of the housinggemained subject to particular uncer-
industry. tainty. The members generally viewed
The expansion in nonresidential consome improvement in the country’s net
struction was projected to slow fromexport position as a reasonable expecta-
its pace in recent quarters in line withtion, but several questioned the potential
more moderate growth in overall eco-for much expansion of exports to many
nomic activity and reduced pressure®f the nation’s important trading part-
on capacity. Even so, with the slowingners. While recent policy actions in
occurring only gradually as projectsJapan might have diminished concerns
under construction were completed, thisbout the outlook for overall exports, a
sector of the economy was expected taumber of members indicated that they
remain a positive factor in the overallcontinued to anticipate fairly limited
expansion of economic activity overgrowth in foreign demands for U.S.
the next several quarters. The membergoods and services, with the result that
also anticipated more moderate growtlthe external sector was likely in their
in outlays for producers’ durable equip-view to make a relatively small, if any,
ment over the forecast horizon incontribution to the growth of the domes-
conjunction with slower growth in tic economy over the projection period.
final sales. However, current trends Members generally viewed the near-
pointed to further sizable increases inerm outlook for inflation as more
outlays for office and computing equip-encouraging than it had appeared to be
ment, and such expenditures werearlier this year. The pause in the expan-
expected to buttress still considerablesion during the spring had eased pres-
overall growth in spending for businesssures on resources, as evidenced in part
equipment, though at a pace well belovby anecdotal reports of lessening labor
the exceptional rate experienced irshortages in some areas and reduced use
recent years. of overtime work by some firms, and the
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higher rate of inflation experiencedbe needed later in the stance of mone-
during the early months of the yeartary policy—characterized by some
seemed unlikely to persist. The memmembers as slightly to the restrictve side
bers differed somewhat, however, inmatleastin terms of the inflation-adjusted
their assessment of the longer-ternfiederal funds rate—would have to be
outlook for inflation. Some emphasizedassessed in terms of its consistency with
the reduction that had occurred in inflathe Committee’s continuing objectives
tionary pressures, and with labor costef fostering price stability and promot-
remaining subdued they felt that ecoing sustained economic growth.
nomic growth in line with current fore- At the conclusion of the Committee’s
casts should prove compatible withdiscussion, all the members indicated
moderating inflation over time. Further,that they would vote for a directive
the recent appreciation of the dollarthat called for maintaining the existing
should contribute marginally to a moredegree of pressure on reserve positions.
favorable inflation outcome after someThey also favored a directive that did
lag. Other members expressed resenot include a presumption about the
vations about the prospects for arlikely direction of any adjustments to
improved inflation performance overpolicy during the intermeeting period.
coming quarters. They cited indicationsAccordingly, in the context of the
of persisting inflationary expectationsCommittee’s long-run objectives for
such as the recent weakness of the bomtice stability and sustainable economic
markets and survey results that pointedrowth, and giving careful consideration
to expectations of some rise in inflationto economic, financial, and monetary
from current levels. They also referreddevelopments, the Committee decided
to the possibility that favorable laborthat slightly greater or slightly lesser
cost developments would not persisteserve restraint would be acceptable
indefinitely in an economy that wasduring the intermeeting period. The
operating in the vicinity of its potential. reserve conditions contemplated at this
Turning to monetary policy for the meeting were expected to be consistent
intermeeting period ahead, all the memwith more moderate growth in M2 and
bers accepted a proposal to maintain amM3 over the months ahead.
unchanged degree of pressure in reserve At the conclusion of the meeting, the
markets and to adopt a directive thaFederal Reserve Bank of New York was
was not biased in either direction withauthorized and directed, until instructed
regard to potential intermeeting adjust-otherwise by the Committee, to execute
ments. For the near term, current trendgansactions in the System Account in
in economic activity and inflation accordance with the following domestic
appeared favorable and likely to remairpolicy directive:
so with an unchanged policy stance. A
steady policy also seemed appropriate the information reviewed at this meeting
pending a clearer assessment of the oWuggests a strengthening in the expansion of
look for fiscal policy. Over the longer economic activity in the current quarter from
term, the members generally believedhe weak second-quarter pace. Nonfarm pay-

that consideration would need to begoll employment increased in June and July

: : : . after declining in May; the advance was held
g'V?n tol_an adjustment n tlre.fCOan't down by continuing employment losses in
tee’s policy stance, especially It substanmanyfacturing. The civilian unemployment

tial fiscal restraint were to be enactedrate in July was at its second-quarter average
The extent to which an adjustment mighbf 5.7 percent. Industrial production changed
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little in recent months after falling earlier of the monetary aggregates and debt, mea-
while capacity utilization was down some-sured from the fourth quarter of 1995 to the
what further. Total retail sales have riserfourth quarter of 1996. The behavior of the
appreciably on balance since early springnmonetary aggregates will continue to be
but they edged down in July, reflectingevaluated in the light of progress toward
weakness in motor vehicles. Housing startprice level stability, movements in their
were up sharply in July after changing little velocities, and developments in the economy
in previous months. Orders for nondefenseand financial markets.
capital goods still point to considerable In the implementation of policy for the
further expansion of spending on businesgmmediate future, the Committee seeks to
equipment over coming months; nonresimaintain the existing degree of pressure on
dential construction has continued to trendeserve positions. In the context of the Com-
appreciably higher. The nominal deficit onmittee’s long-run objectives for price stabil-
U.S. trade in goods and services widened iity and sustainable economic growth, and
the second quarter from its average rate igiving careful consideration to economic,
the first quarter. After increasing at elevatedinancial, and monetary developments,
rates in the early part of the year, consumeslightly greater reserve restraint or slightly
and producer prices have risen more slowlyesser reserve restraint would be acceptable
in recent months. Advances in labor compenin the intermeeting period. The contemplated
sation costs have remained subdued. reserve conditions are expected to be consis-
Short-term interest rates have postedent with more moderate growth in M2 and
mixed changes since the Committee meetinyl3 over coming months.
on July 5-6, while intermediate- and long-
term rates have risen appreciably. In foreign Votes for this action: Messrs. Greenspan,
exchange markets, the trade-weighted value McDonough, Blinder, Hoenig, Kelley,
of the dollar in terms of the other G-10 Lindsey, and Melzer, Ms. Minehan, Mr.
currencies appreciated substantially over the Moskow, and Mses. Phillips and Yellen.
intermeeting period, with the gain occurring Votes against this action: None.
since the beginning of August.

M2 and M3 continued to register sizable |t\yas agreed that the next meeting of

increases in July and appeared to be expang- - )
ing considerably further in August. For theﬂqe Committee would be held on Tues

year through July, M2 expanded at a rate ifldy, September 26, 1995.
the upper half of its range for 1995 and M3 The meeting adjourned at 12:25 p.m.
grew at a rate above its upwardly revised
range. Total domestic nonfinancial debt has Donald L. Kohn
grown at a rate in the upper half of its Secretary
monitoring range in recent months.

The Federal Open Market Committee
seeks monetary and financial conditions th"’WIeeting Held on
will foster price stability and promote sus-
tainable growth in output. In furtherance ofSeptember 26, 1995
these objectives, the Committee at its meeta meeting of the Federal Open Market
ing in July reaffirmed the range it had eStab'Committee was held in the offices of

lished on January 31-February 1 for growt
of M2 of 1 to 5 percent, measured from thghe Board of Governors of the Federal

fourth quarter of 1994 to the fourth quarterReserve System, in Washington, D.C.,
of 1995. The Committee also retained thedn Tuesday, September 26, 1995, at
monitoring range of 3 to 7 percent for the9:00 a.m.

year that it had set for growth of total domes-

tic nonfinancial debt. The Committee raisedpregent:

the 1995 range for M3 to 2 to 6 percent as Mr. Greenspan, Chairman

a technical adjustment to take account of My McDonough, Vice Chairman
changing intermediation patterns. For 1996, Mr. Blinder

the Committee established on a tentative  Mr. Hoenig

basis the same ranges as in 1995 for growth  Mr. Kelley
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Mr. Lindsey
Mr. Melzer
Ms. Minehan
Mr. Moskow
Ms. Phillips
Ms. Yellen

Messrs. Boehne, Jordan, McTeer, and
Stern, Alternate Members of the
Federal Open Market Committee

Messrs. Broaddus, Forrestal, and Parry,
Presidents of the Federal Reserve

Banks of Richmond, Atlanta, and
San Francisco respectively

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

Mr. Coyne, Assistant Secretary

Mr. Gillum, Assistant Secretary

Mr. Mattingly, General Counsel

Mr. Prell, Economist

Mr. Truman, Economist

Messrs. Davis, Dewald, Hunter,
Lindsey, Mishkin, Slifman, and
Stockton, Associate Economists

Mr. Fisher, Manager, System Open
Market Account

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

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

Mr. Madigan, Associate Director,
Division of Monetary Affairs,
Board of Governors

Mr. Simpson, Associate Director,
Division of Research and
Statistics, Board of Governors

Mr. Hooper and Ms. Johnson, Assistan
Directors, Division of
International Finance, Board of
Governors

Mr. Ramm? Section Chief, Division of
Research and Statistics, Board of
Governors

5. Attended portion of meeting relating to the
Committee’s economic discussion.

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

Ms. Pianalto, First Vice President,
Federal Reserve Bank of
Cleveland

Messrs. Lang, Rolnick, and Sniderman
and Ms. Tschinkel, Senior Vice
Presidents, Federal Reserve Banks
of Philadelphia, Minneapolis,
Cleveland, and Atlanta
respectively

Messrs. Cox, Hetzel, Judd, and
McNees, Vice Presidents, Federal
Reserve Banks of Dallas,
Richmond, San Francisco, and
Boston respectively

Ms. Meulendyke, Adviser, Federal
Reserve Bank of New York

By unanimous vote, the minutes of
the meeting of the Federal Open Market
Committee held on August 22, 1995,
were approved.

The Manager of the System Open
Market Account reported on develop-
ments in foreign exchange markets since
the August meeting. There were no
transactions in these markets for the
System Account during this period, and
thus no vote was required of the
Committee.

The Manager also reported on devel-
opments in domestic financial markets
and on System open market transactions
in government securities and federal
tagency obligations during the period
August 22, 1995, through September 25,
1995. By unanimous vote, the Commit-
tee ratified these transactions.

The Committee then turned to a dis-
cussion of the economic and financial
outlook and the implementation of
monetary policy over the intermeeting
period ahead. A summary of the eco-
nomic and financial information avail-
able at the time of the meeting and of
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the Committee’s discussion is providedhe production of business equipment
below, followed by the domestic policy recorded another robust gain. A steep
directive that was approved by the Comsise in electricity generation associated
mittee and issued to the Federal Reserwgith unusually hot weather over much
Bank of New York. of the country more than offset a decline
The information reviewed at thisin mining production. Total utilization
meeting suggested that economic activef industrial capacity moved higher in
ity was expanding at a moderate rate iugust but remained below the average
the current quarter. Consumer spendingate for the first quarter.
appeared to be advancing somewhat fur- Retail sales were up slightly on bal-
ther after a sizable gain in the secondnce over July and August after having
quarter; housing demand had strengttrisen appreciably in the previous two
ened in response to earlier reductions imonths. Abstracting from the volatile
mortgage rates; and business investmentiles of motor vehicles during this
remained on a solid uptrend. Althoughperiod, spending on goods changed little
business efforts to pare inventorieoon balance over the two months, as
apparently were still in progress, bothincreased outlays for durable goods
production and employment werewere offset by flagging purchases of
advancing moderately. After havingapparel. Spending on services rose in
increased at elevated rates in the earljuly (latest data available), in part
part of the year, consumer and producdsecause of elevated demand for energy-
prices had risen more slowly in recentelated services during that month’s
months. unseasonably warm weather. Housing
Private nonfarm payroll employmentmarket activity increased further in July
increased considerably in August afteand August. Sales of both new and exist-
changing little in July. Much of the rise ing homes in July (latest data) reached
reflected a pickup in hiring in the ser-their highest levels in more than a year,
vices industry, notably in business serand housing starts edged up in August
vices. Manufacturing payrolls were upafter a substantial rise in July.
modestly in August; the gain followed Shipments of nondefense capital
substantial declines in the previous fougoods fell appreciably in July after hav-
months.  Construction employmenting risen rapidly over the first half of the
changed little on balance over July andrear, and sales of heavy trucks also were
August, with only small changes beingdown substantially. New orders for non-
posted each month. The civilian unemdefense capital goods declined steeply
ployment rate edged down to 5.6 perin July; however, the still-large backlog
cent in August, remaining in the narrowof outstanding orders, coupled with the
range that had prevailed since late 1994avorable effects on the user cost of
Industrial production jumped in capital of lower interest rates and higher
August to a level moderately above itsequity prices this year, pointed to fur-
average for the second quarter. Manuther substantial expansion of spending
facturing output rose sharply, posting itson business equipment over coming
first increase since January; a surge imonths. Nonresidential construction
the production of motor vehicles andposted another sizable gain in July. Out-
parts accounted for some of the advancéays for office, industrial, and institu-
but the output of non-automotive con-tional structures registered healthy
sumer goods in August more thanincreases, but other commercial build-
reversed a sizable drop in July, andng activity was unchanged.
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Business inventory accumulationmonths ending in August, nonfood, non-
slowed in June and July from a veryenergy prices rose by the same amount
rapid rate earlier in the year; stockpilingas in the year-earlier period. At the pro-
continued at a brisk pace in manufacturducer level, prices of finished goods
ing and wholesale trade, but retail stockedged lower in August after being
were drawn down. In manufacturing,unchanged in July. Although declines in
stocks increased in July at about therices of finished energy goods held
average rate seen in the second quartetpwn the overall index in both months,
however, the stocks-to-shipments ratigrices of finished goods other than food
rose somewhat, reflecting in part aand energy rose more slowly than in the
reduction in shipments that might havesarly months of the year; for the twelve
been exaggerated by difficulties of seamonths ending in August, nonfood,
sonal adjustment. Wholesale inventorieson-energy prices of finished goods
also advanced at about the secondncreased slightly more than in the com-
quarter pace, and the inventory-to-saleparable year-earlier period.
ratio for this sector moved up to the At its meeting on August 22, 1995,
upper end of its range for recent yearshe Committee adopted a directive that
At the retail level, reduced stocks atcalled for maintaining the existing
automotive dealers accounted for mucldegree of pressure on reserve positions
of the July decline in inventories; theand that did not include a presumption
ratio of inventories to sales edged lowerabout the likely direction of any adjust-
but remained near the middle of thements to policy during the intermeeting
range for recent years. period. The directive stated that in the

The nominal deficit on U.S. trade incontext of the Committee’s long-run
goods and services widened slightly imobjectives for price stability and sustain-
July from its average rate in the seconéble economic growth, and giving care-
guarter. The value of both exports andul consideration to economic, financial,
imports decreased. For exports, the largand monetary developments, slightly
est decline was in aircraft and automogreater reserve restraint or slightly lesser
tive products. The decrease in importseserve restraint would be acceptable
was concentrated in automotive prodduring the intermeeting period. The
ucts and gold. Available indicators ofreserve conditions associated with this
economic activity suggested that expandirective were expected to be consistent
sion was continuing in most of thewith more moderate growth of M2 and
major foreign industrial countries in the M3 over coming months.
third quarter and that the average rate of Open market operations were directed
growth remained near the subdued padeward maintaining the existing degree
of the first half of the year. of pressure on reserve positions through-

As in other recent months, consumenput the intermeeting period. Adjustment
prices rose more slowly in August thanplus seasonal borrowing and the federal
in the early months of the year. Sizabldunds rate generally were in line with
declines in energy prices were a conexpectations, with the funds rate averag-
tributing factor, but price increases alsdng close to %4 percent. Other market
had moderated for nonfood, non-energynterest rates fell appreciably over much
items; the moderation largely reflected af the period, though these declines
downturn in automobile finance chargesvere partially reversed near the end of
and used-car prices along with smallethe period. Further evidence of subdued
increases in airline fares. For the twelveprice pressures, indications that the
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rebound in growth of GDP would be somewhat below the upper end of its
modest, and increasing confidence thatnge for 1995 and M3 grew at a rate
significant reductions in federal deficitsappreciably above its range. Total
might be in train contributed to the dropdomestic nonfinancial debt had grown at
in rates. The lower interest rates, optia rate around the midpoint of its moni-
mistic assessments of corporate earrnering range in recent months.
ings, and the brisk pace of merger The staff forecast prepared for this
announcements and share buybackseeting suggested that growth in eco-
helped lift major indexes of equity nomic activity over the forecast horizon
prices to new record levels during thewould be higher than the weak pace of
period, though they ended the periodhe second quarter. The process of bring-
below those highs. ing inventories into better alignment
In foreign exchange markets, thewith sales was well under way, and the
trade-weighted value of the dollar infavorable wealth and interest-cost
terms of the other G-10 currencieseffects of the extended rally in the debt
declined over the intermeeting periodand equity markets would tend to sup-
The dollar moved higher over most ofport moderate expansion of final sales.
the period, partly in response to moneConsumer spending was expected to
tary easing actions in Germany, whichgrow at a pace generally in line with
were quickly followed by similar steps incomes; the favorable effects on spend-
in other European countries, and inng of higher prices for financial assets
Japan. The policy easing in Japan wakeld by households would be offset to a
accompanied, inter alia, by statementdegree in this forecast by less robust
by U.S. and Japanese officials that thelabor market conditions and the difficul-
would welcome a weaker yen. The dolties that growing numbers of households
lar reversed course late in the intermeetwould encounter in servicing their
ing period, however, following the enlarged debts. Homebuilding was
announcement of a new Japanese fiscakpected to be somewhat stronger in
package and emerging uncertaintiesesponse to the earlier decline in mort-
about the prospects for European monegage rates and the related improvement
tary union. On balance over the periodjn housing affordability. In anticipation
the dollar moved lower against mostof slower growth of sales and profits,
European currencies while appreciatindgpusiness investment in new equipment
significantly further against the yen. and structures was projected to slow
After further strong expansion infrom the very rapid pace of the past few
August, M2 and M3 appeared to beyears, although the lower cost of capital
growing at a somewhat more moderatand the ready availability of financing
rate in September. The still-briskwould help to sustain appreciable expan-
demand for M2 assets was associateslon in such investment. Export growth
with the lower market interest rates nowwould pick up in response to some
prevailing and the related decline in theexpected strengthening in the econo-
opportunity costs associated with holdmies of major trading partners. A great
ing these assets. The relatively robustieal of uncertainty surrounded the fiscal
growth of M3 reflected inflows to outlook, but the staff continued to build
institution-only money market funds asa considerable degree of fiscal restraint
well as bank acquisitions of wholesaleinto its forecast. In the staff’'s judgment,
funds to meet loan demand. For the yeathe prospects for some further easing of
through August, M2 expanded at a ratgressures on labor and other resources
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suggested that price inflation likelyness confidence generally appeared to
would not deviate significantly from have stayed high, but several members
recent trends. indicated that they sensed from their
In the Committee’s discussion ofcontacts that business expectations were
current and prospective economic develsomewhat fragile and vulnerable to
opments, members commented that thedverse developments.
information available since the August In their discussion of developments in
meeting had tended to confirm earliekey sectors of the economy, members
indications of a pickup in the expansiongenerally viewed comparatively moder-
after a period of sluggish growth duringate growth in consumer spending as a
the spring. The economy did not displaylikely prospect over the forecast period.
uniform strength across industries olAfter recording sizable gains in late
regions, but it appeared on balance tspring, retail sales had been well main-
have considerable and desirable expatained in recent months, with some
sionary momentum. Growth at a pacestrengthening in the motor vehicles sec-
averaging close to, or perhaps slightlhytor in August apparently carrying over
below, the economy’s potential wasto September. Favorable factors in the
viewed as the most likely prospect foroutlook for consumer spending included
the year ahead. The outlook for ecothe increases that had occurred in the
nomic activity remained subject to avalue of financial assets and the demand
variety of uncertainties, including thefor household appliances and other dura-
still unsettled course of the federal budbles that was expected to be generated
get, and many members saw the risks dfy stronger housing activity. On the
a shortfall from expectations as slightlyother hand, overall gains in consumer
greater than those of significantly fastespending were likely to be restrained by
growth. With regard to inflation, the cyclically waning pent-up demands for
slower increases in key measures ofonsumer durables, especially motor
consumer and producer prices since earvehicles; still widespread concerns
lier in the year were a welcome devel-about job security associated with ongo-
opment, and a number of membersng business restructuring and downsiz-
commented that inflation was likely toing activities; and higher consumer debt
remain contained, given likely develop-loads.
ments. Many expressed concern, how- Housing demand was continuing to
ever, that significant further progressespond to more attractive mortgage
toward achieving stable prices might notates, as evidenced by nationwide data
be made over the next year or two. and anecdotal reports from many parts
In keeping with indicators of nation- of the country. Increases in construction
wide economic performance, anecdotahctivity were lagging the improvement
and other reports on regional activityin housing demand and had been limited
suggested somewhat uneven businedisus far, but considerable strength in
conditions in different parts of the coun-homebuilding activity could be expected
try, but collectively the reports pointedover the next several months. The extent
to moderate overall growth. Businesf further lagged responses to reduced
activity in most regions had tended tomortgage rates could not be foreseen
improve or to remain firm during the with any degree of certainty, and in any
summer months, though decliningevent housing demand would depend
growth or very sluggish activity charac-on broad economic developments such
terized some areas. The level of busias trends in employment and income.
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Housing activity appeared to have weakany efforts to assess the potential damp-
ened over recent months in one majoing influence of prospective fiscal policy
market where economic conditions weravere uncertainties regarding the time
described as relatively sluggish. In manyrame during which the new expenditure
other areas, however, persons in the reand tax measures would be put in
estate industry were reported to be optiplace—including the extent to which
mistic about the outlook for housing. they would be implemented over the
Business fixed investment remained gear ahead—and the effects of the new
strongly positive factor in the economyfiscal measures on economic incentives
and was expected to provide furthemand financial markets. Favorable busi-
impetus to growth over the next severahess and financial market reactions
quarters. The contribution of this sectowould tend to mitigate, at least for a
could be expected to lessen, however, asne, the restraining effects of fiscal
capital spending was adjusted to expeaneasures on aggregate demand. On the
tations of a maturing expansion characether hand, if the deficit reduction
terized by the emergence of slowemeasures that eventually were enacted
growth in final demand and businessvere to fall substantially short of current
profits. In particular, the outsized growthexpectations, there would be adverse
in business spending for equipment didepercussions in financial markets and
not appear to be sustainable under forgzossibly on business confidence.
seeable economic conditions. The nation’s trade deficit was
Diminished growth in inventories still expected to diminish somewhat over the
seemed to be retarding the expansion inext several quarters and in the process
overall business activity, as evidenced ino exert less restraint on domestic eco-
part by continuing reports of efforts by nomic activity. The better trade perfor-
various business firms to bring theirmance was projected to result from a
inventories into better balance withnumber of factors, including the
sales. Nonetheless, such adjustmenisiproved competitive position of U.S.
now appeared to have been largelproducers and the lagged effects of ear-
completed, or were expected to bdier declines in the value of the dollar in
completed over the months immediatelyforeign exchange markets. It also was
ahead, so that inventory investmenassociated with forecasts of somewhat
could be expected to have little effect orstronger growth in economic activity
the course of the economy during 1996abroad than in the United States. While
It was noted, however, that projectionghere were continuing anecdotal reports
of inventory behavior were subject to aof expanding export markets, some
high degree of uncertainty. members expressed reservations about
A number of members commentedhe extent to which the economies of
that fiscal policy developments consti-major foreign trading partners would
tuted a major uncertainty in the outlookstrengthen over the forecast period and
for economic activity. While measuresthe related prospects for growth of
incorporating substantial reductions inforeign demand for U.S. goods and
spending from current trends wereservices.
widely expected to be enacted into law, Views on the outlook for inflation
it was not possible to predict the out-centered on forecasts of little change or
come of the continuing debate on thesome slight decline in the rate of
federal budget in the Congress and thincrease in consumer prices over the
Administration. Further complicating year ahead. The appreciable moderation
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in inflation in recent months hadon rising costs through higher prices. It
checked the deteriorating trend thatlso was possible that the rates of capac-
seemed to be emerging during the earlity utilization and employment associ-
months of the year, but the membersted with a steady rate of inflation had
generally believed that recent develchanged in the direction of providing
opments did not point to a significantthe economy greater leeway to operate
further decline in inflation. Pressures orat a somewhat higher level without gen-
producer resources had eased since tleeating more inflation.
early part of the year, but the labor mar- In the Committee’s discussion of pol-
ket remained tight and capacity utiliza-icy for the intermeeting period ahead, all
tion was still above its historical aver-the members supported a proposal to
age. In this connection, a few membersnaintain an unchanged degree of pres-
commented that current forecasts wersure on reserve positions. The expansion
subject to a range of error that includedseemed for now to have a desirable and
a risk of some intensification of infla- sustainable momentum that did not call
tionary pressures. for any change in policy. Furthermore,
One uncertainty bearing on the outthe outlook remained clouded by the
look for inflation was the extent to uncertainties stemming from the ongo-
which potentially greater pressures oring federal budget debate. In any event,
labor costs would be translated intahe Committee would need to remain
higher prices. Increases in labor exalertto a broader range of developments
penses had been held down by markedlhat might warrant a policy change at
reduced advances in the costs of benesome point. In this connection, several
fits, notably medical benefits. Themembers expressed the opinion that
economies from the latter source mighpolicy might have to be eased eventu-
well lessen over coming quarters as thally in light of the downside risks that
most easily implemented reductions irthey saw in the economy and a current
the costs of providing medical care wergpolicy stance that they viewed as
achieved. Moreover, the rise in workerslightly restrictive. However, the current
compensation had been unusuallperformance of the economy suggested
restrained in recent years in relation tdahat the timing of an easing action was
the strong demand for workers, evi-not an immediate concern. Other mem-
dently reflecting the effects of workerbers who preferred an unchanged policy
concerns about job security in a periogplaced more emphasis on current fore-
of business restructurings and downeasts of little or no progress in reduc-
sizings, but continued strength in theing inflation from recent levels. They
demand for labor might be expectedhought it would be premature to ease
to induce more rapid increases in labopolicy without greater assurance that
compensation over time. Some meminflation had been contained in the cur-
bers commented, however, that theent cyclical expansion and that pros-
underlying factors affecting employmentpects for significant further progress
costs were not likely to change greatlytoward the long-run objective of price
over the forecast period. In addition, thdevel stability had improved. Indeed,
prospect that intense competitive presthe direction of the next policy move
sures would persist in many marketsvas not clear in the view of some mem-
under projected economic conditionsers, and they believed that any eas-
suggested that business firms wouléhg should await a firm indication that
continue to find it very difficult to pass the outlook for economic activity was
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becoming less favorable or that infla- The information reviewed at this meeting

tion was decreasing more rapidly tharpuggests that economic activity is expanding
expected at a moderate rate in the current quarter.

. . . Nonfarm payroll employment increased
W't.h rega_rd to p_OSS|bIe a.dJUStm.em%:onsiderably in August after essentially no
to policy during the intermeeting period,growth in July; the civilian unemployment
the members all endorsed a proposal teate edged down to 5.6 percent in August.
retain an intermeeting instruction in thelndustrial production posted a large increase
directive that did not incorporate anyin August to a level moderately above the
bias concerning the direction of possiblé"verage of the second quarter. Total nominal

int i i h At thi fetail sales rose slightly on balance over July
intermeeting policy changes. ISand August after registering appreciable

juncture, there was no specific reason tgains in the prior two months. Housing starts
anticipate developments that would callvere up a little in August after increasing
for an adjustment to policy during thesharply in July. Orders for non-defense capi-

weeks ahead. While a change in policy@! goods have softened but still point to
certainly could not be ruled out theSubstantial expansion of spending on busi-
reasons for the change likel v;/ouldnes-S equipment over coming months; non-
. o g y residential construction has been strong of
involve sensitive issues that would wardate. The nominal deficit on U.S. trade in
rant Committee consultation regardlesgoods and services widened slightly in July
of the intermeeting instruction. from its average rate in the second quarter.

At the conclusion of the Committee’s After increasing at elevated rates in the early

; : P art of the year, consumer and producer
discussion, all the members indicated rices have risen more slowly in recent

preference for a directive that called for,onins.

maintaining the existing degree of pres- Market interest rates have fallen some-
sure on reserve positions and that dievhat since the Committee meeting on
not include a presumption about theAugust 22. In foreign exchange markets, the
likely direction of any adjustments to trade-weighted value of the dollar in terms

: : : : .1 of the other G-10 currencies has declined
policy during the intermeeting perlOd'over the intermeeting period, with most of

Accordingly, in the context of the yhe decline occurring over the past several
Committee’s long-run objectives for days.

price stability and sustainable eco- M2 and M3 continued to register sizable
nomic growth, and giving careful con-increases in August but growth of those

sideration to economic, financial, and9dregates appears to have moderated some-

what in September. For the year through
monetary developments, the CommltAugust, M2 expanded at a rate somewhat

tee decided that slightly greater Orpejow the upper end of its range for 1995
slightly lesser reserve restraint wouldand M3 grew at a rate appreciably above its
be acceptable during the intermeetingange. Total domestic nonfinancial debt has
period. The reserve conditions contemgrown at a rate around the midpoint of its
plated at this meeting were expectednonitoring range in recent months.

. - : The Federal Open Market Committee
to be consistent with growth in M2 andseeks monetary and financial conditions that

M3 over the balance of the year at @yl foster price stability and promote sus-
pace near that experienced in recernhinable growth in output. In furtherance of
months. these objectives, the Committee at its meet-
The Federal Reserve Bank of Newnd in July reaffirmed the range it had estab-
York was authorized and directed, untifished on January 31—February 1 for growth

. - . of M2 of 1 to 5 percent, measured from the
instructed otherwise by the Committee, 1 quarter of 1994 to the fourth quarter

to execute transactions in the Systergf 1995 The Committee also retained the
Account in accordance with the follow- monitoring range of 3 to 7 percent for the
ing domestic policy directive: year that it had set for growth of total domes-
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tic nonfinancial debt. The Committee raisednent Act of 1946 and the Congressional
the 1995 range for M3 to 2 to 6 percent as Budget Act of 1974. The Federal

technical adjustment to take account 0Ragerye had not yet been asked its views
changing intermediation patterns. For 1996

the Committee established on a tentativé)]c the bi!l’ but testim(_)ny was I_ikely ".it
basis the same ranges as in 1995 for growth0me point and a preliminary discussion
of the monetary aggregates and debt, meavould help to identify important issues.
sured from the fourth quarter of 1995 to the The members had not had time to
fourth quarter of 1996. The behavior of thereyiew the bill in detail or to consider

monetary aggregates will continue to be,y || jts implications. Nonetheless,
evaluated in the light of progress toward

price level stability, movements in their their initial reaction was favorable. i,n
velocities, and developments in the economyegard to the overall thrust of the bill’'s
and financial markets. monetary policy provisions. These
~ In the implementation of policy for the would make clear that price stability
immediate future, the Committee seeks tqygs the primary long-run objective of

maintain the existing degree of pressure O?nonetary policy and would restructure
reserve positions. In the context of the Com-

mittee’s long-run objectives for price sta-tN€ monetary policy reporting require-
bility and sustainable economic growth, andneénts to permit the Congress to carry
giving careful consideration to economic,out its oversight responsibilities more
financial, and monetary developmentseffectively. Many members felt that in

lesser reserve restraint would be acceptable, e ;
in the intermeeting period. The contemplate rice stability, monetary policy should

reserve conditions are expected to be consi§l@ve the flexibility to react to short-run
tent with growth in M2 and M3 over the fluctuations in output and employment,
balance of the year near the pace of rece@nd they believed the bill would be
months. improved if its intent in this regard were

_ _ clarified. A few members expressed

Votes for this action: Messrs. Greenspang;,onq reservations about the part of the

McDonough, Blinder, Hoenig, Kelley, ;.

Lindsey, and Melzer, Ms. Minehan, M. b|II' that would delet_e the employment

Moskow, and Mses. Phillips and Yellen.Objectives set forth in the Employment

Votes against this action: None. Act of 1946.

It was agreed that the next meeting of
the Committee would be held on
Wednesday, November 15, 1995.

At this meeting, the Committee dis- The meeting adjourned at 1:20 p.m.
cussed a bill, titled the “Economic

Growth and Price Stability Act of Donald L. Kohn
1995, that recently had been introduced Secretary

in the U.S. Senate. The bill would make

price stability the primary long-run pol-

icy goal of the Federal Reserve a”q\/leeting Held on

require t_he Fede_zra_l Reserve to eSta_‘b“SNIovember 15, 1995

a numerical definition of price stability

and to implement a policy that would A meeting of the Federal Open Market
effectively promote such stability over Committee was held in the offices of the
time. It would repeal the Full Employ- Board of Governors of the Federal
ment and Balanced Growth Act of 1978Reserve System, in Washington, D.C.,
(the “Humphrey—Hawkins Act”) and on Wednesday, November 15, 1995, at
certain related provisions in the Employ-9:00 a.m.

Discussion of Proposed Legislation
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Present:

Mr. Greenspan, Chairman
Mr. McDonough, Vice Chairman
Mr. Blinder

Mr. Hoenig

Mr. Kelley

Mr. Lindsey

Mr. Melzer

Ms. Minehan

Mr. Moskow

Ms. Phillips

Ms. Yellen

Messrs. Boehne, Jordan, McTeer, and

Stern, Alternate Members of the
Federal Open Market Committee

Messrs. Broaddus, Forrestal, and Parry,
Presidents of the Federal Reserve

Banks of Richmond, Atlanta, and
San Francisco respectively

Mr. Kohn, Secretary and Economist
Mr. Bernard, Deputy Secretary
Mr. Coyne, Assistant Secretary
Mr. Gillum, Assistant Secretary
Mr. Mattingly, General Counsel

Mr. Baxter, Assistant General Counsel

Mr. Prell, Economist
Mr. Truman, Economist

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

Mr. Fisher, Manager, System Open
Market Account

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

Mr. Ettin, Deputy Director, Division of

Research and Statistics, Board of

Governors

Mr. Madigan, Associate Director,
Division of Monetary Affairs,
Board of Governors

Mr. Simpson, Associate Director,
Division of Research and
Statistics, Board of Governors

Mr. Reinhart® Assistant Director,
Division of Monetary Affairs,
Board of Governors

Mr. Rammé¢ Section Chief, Division of
Research and Statistics, Board of
Governors

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

Messrs. Beebe, Goodfriend, Lang,
Rolnick, and Rosenblum, Senior
Vice Presidents, Federal Reserve
Banks of San Francisco,
Richmond, Philadelphia,
Minneapolis, and Dallas
respectively

Messrs. Gavin and Kopcke and
Mses. Krieger and Rosenbaum,
Vice Presidents, Federal Reserve
Banks of St. Louis, Boston,
New York, and Atlanta
respectively

Mr. Stevens, Consultant, Federal
Reserve Bank of Cleveland

By unanimous vote, the minutes of
the meeting of the Federal Open Market
Committee held on September 26, 1995,
were approved.

The Manager of the System Open
Market Account reported on recent
developments in foreign exchange mar-
kets and on System foreign currency
transactions during the period Septem-
ber 26, 1995, through November 14,
1995. By unanimous vote, the Commit-
tee ratified these transactions.

The Manager also reported on devel-
opments in domestic financial markets
and on System open market transactions
in government securities and federal
agency obligations during the period
September 26, 1995, through Novem-
ber 14, 1995. By unanimous vote, the
Committee ratified these transactions.

By unanimous vote, the Committee
authorized the renewal for an additional
one-year period of the System’s recipro-
cal currency (“swap”) arrangements

6. Did not attend portion of meeting covering With foreign central banks and the Bank
the monetary policy discussion.

for International Settlements that were
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due to mature on various dates in The information available at the time
December 1995. The renewal encomef the meeting was mixed, but on bal-
passed all the System’s swap arrangence it suggested a more moderate rate
ments except that with the Bank ofof expansion of economic activity after
Mexico, which is scheduled to maturea strong gain during the summer. Con-
on January 31, 1996, and will be considsumer spending had turned sluggish
ered at a later meeting. The amounts anecently; but with order backlogs still
maturity dates of the arrangementdarge, business spending for durable
approved for renewal are shown in theequipment was continuing at a robust if
table that follows: somewhat less rapid rate, and the sizable
rise in housing starts in the third quarter
presaged higher residential construction
Amount of outlays. Appreciable increases in em-
arrange- . ploy_ment and hours worked tended to
Foreign bank | (millions (Jé’é?ﬂs Matiity  confirm that the economy had continued
doﬁ’,;rs to expand at a solid pace, although
equivalent manufacturing activity had weakened a
little. Consumer and producer prices had

Austrian National

Bank .......... 250 12 12/04/95 risen more slowly on average in recent
Bank of England.. ... 3,000 12/04/95 i i _
Bank of Japan. .. 5,000 120405 Months afte_r having increased at ele
Eant o]tgor\/\(/jay ..... %88 g;gﬂgg vated rates in the early part of the year,

ank or sweaen..... H
Swiss National Bank |. 4,000 12/04/95 and grovvth in labor costs had slowed
) further.
Bank for International
Settlements: Nonfarm payroll employment, though
Swiss francs ... .. 600 12/04195  held down somewhat by the onset of a
Other authorized . . . .
European labor strike in the aircraft industry,
currencies. ... 1,250 12/04195 increased in October at the average
National Bank of monthly pace of the third quarter; in

Belglum ........ 1,000 12/18/95 ddt t h k d b
Bank of Canada. ... 2,000 12/28/95 ~@adiuon, aggregate hours worked by
National Bank of private production workers rose appre-

Denmark ....... 250 12/28/95 . .

Bank of France. ... .. 2,000 1228/95  ciably further. Construction payrolls
German Federal i

nan Federal 6.000 12/28/95 recorde_d another .S|zable advange. The
Bank of ltaly ........ 3,000 12/28/95 rate of job growth in the services indus-
Netherlands Bank...| 500 1228195 try slowed a little further, reflecting a

decline in employment in personnel sup-
ply services after two months of strong
The Committee then turned to a dis-advances. Manufacturing employment
cussion of the economic and financiabeclined again. The civilian unemploy-
outlook and the implementation ofment rate edged down in October to
monetary policy over the intermeeting5.5 percent.
period ahead. A summary of the eco- Industrial production fell somewhat
nomic and financial information avail- in October after having risen apprecia-
able at the time of the meeting and ofbly in the third quarter; most of the loss
the Committee’s discussion is providedeflected the strike in the aircraft indus-
below, followed by the domestic policy try, but motor vehicle production and
directive that was approved by the Commining output also recorded substantial
mittee and issued to the Federal Resernaeclines. In contrast, production of
Bank of New York. information processing equipment con-
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tinued to rise at a rapid pace. Total utili-down in August and September after
zation of industrial capacity contractedsizable buildups in earlier months; with
in October, with declines widespreadsales weak, the aggregate inventory—
across industries. sales ratio for the sector edged up in the
Total nominal retail sales, which hadthird quarter and was at the upper end of
expanded relatively briskly over the secits range for recent years. Retail inven-
ond and third quarters, fell in October.tories expanded significantly in August
As part of a pattern of widespread weak{latest data available), but the stock-
ness in October, purchases at furniturbuilding was generally in line with sales
and appliance stores were down appreand the ratio of inventories to sales
ciably after large gains in earlierremained near the middle of its range in
months, and sales at general merchamecent years.
dise and apparel outlets reversed most The nominal deficit on U.S. trade in
of their sizable September increasegjoods and services narrowed markedly
Housing demand and construction activin August; for July and August com-
ity firmed in the third quarter. Sales ofbined, the deficit was significantly
both new and existing homes postegmaller than its average rate in the
solid advances, and single-family houssecond quarter. The value of exports
ing starts rose considerably, though muldeclined over the two-month period,
tifamily starts remained sluggish. with increases in exports of computers
Business investment in both equip-and agricultural products more than off-
ment and structures expanded less raget by decreases in exports of aircraft,
idly in the third quarter. Stepped-upgold, and service receipts. Imports fell
shipments of nondefense capital goodmore than exports; with the notable
in August and September more tharexception of computers and semicon-
offset a sharp drop in shipments in Julyductors, declines were recorded in most
but the quarterly average gain was sigmajor import categories. Available data
nificantly smaller than the increasesndicated that economic expansion
recorded in the previous two quartersremained subdued in the major foreign
Although orders for nondefense capitalndustrial countries. Growth continued
goods also rose more slowly in the thirdto slow in the European economies other
quarter, the still-sizable order backlogghan Italy, and the Japanese economy
pointed to substantial expansion ofshowed little evidence of a sustained
spending on business equipment in thescovery.
near term. Nonresidential construction Consumer prices rose at a slightly
increased appreciably further in the thirdaster rate in October; with a smaller
quarter, reflecting a surge in office andncrease in food prices offsetting higher
institutional building activity. energy prices, the index for items other
Available data suggested a reductionhan food and energy also picked up a
in business inventory accumulation inlittle. For the four months ending in
August and September. In manufactur©ctober, prices for nonfood, non-energy
ing, the pace of stockbuilding sloweditems advanced at a rate well below that
in the third quarter from the brisk of earlier in the year. Producer prices of
rate of the first half of the year, leav-finished goods edged down in October,
ing the factory stock—shipments ratioreflecting a further decline in the prices
unchanged in the third quarter and af finished energy goods. Excluding
little above historic lows. In the whole- food and energy, producer prices were
sale sector, inventories were drawrunchanged in October and increased at a
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slower pace in the third quarter than inachieved over a period of years. The
the first half of the year. Growth in total lower longer-term interest rates, coupled
nominal hourly compensation of privatewith continuing reports of strong corpo-
industry workers slowed in the thirdrate earnings, helped lift major indexes
quarter and, on a year-over-year basigif equity prices to new record levels
continued to trend down; the decrease iduring the period. In foreign exchange
compensation growth over the past yeamarkets, the trade-weighted value of the
spanned most major occupations andollar in terms of the other G-10 curren-
industries. cies declined slightly over the intermeet-
At its meeting on September 26,ing period.
1995, the Committee adopted a directive Expansion of the broad monetary
that called for maintaining the existingaggregates weakened in October. M2
degree of pressure on reserve positionsas unchanged in October after having
and that did not include a presumptiorgrown relatively rapidly in the third
about the likely direction of any adjust-quarter and despite the persistence of
ments to policy during the intermeetinglow opportunity costs associated with
period. The directive stated that in theholding M2 assets. For the year through
context of the Committee’s long-runOctober, M2 expanded at a rate in the
objectives for price stability and sustain-upper half of the Committee’s range for
able economic growth, and giving carethis aggregate in 1995. Growth of M3
ful consideration to economic, financial,apparently was held down somewhat by
and monetary developments, slightlythe reduced need for additional bank
greater reserve restraint or slightly lessefunding during a time of sluggish loan
reserve restraint would be acceptabldemand; for the year to date, M3 grew
during the intermeeting period. Theat a rate a little above its range. Total
reserve conditions associated with thislomestic nonfinancial debt had risen
directive were expected to be consistenmnore slowly in recent months, reflecting
with growth of M2 and M3 over the reduced expansion of both private and
balance of the year at a pace near thd¢deral borrowing. Nonetheless, for the
experienced in recent months. year to date, this measure of debt
Open market operations were directedemained around the midpoint of its
toward maintaining the existing degreemonitoring range.
of pressure on reserve positions through- The staff forecast prepared for this
out the intermeeting period. The federameeting suggested that the growth of
funds rate averaged close té%ercent, economic activity would slow from the
apart from a temporary rise around thestrong third-quarter pace to a rate more
end of the third quarter. Other short-in line with the increase in the econo-
term market rates also changed little omy’s potential. The forecast assumed
balance; market participants continuedhat the favorable interest rate and
to anticipate an easing of monetarywealth effects of the extended rally in
policy at some point but apparentlythe debt and equity markets would pro-
viewed the chances of near-term easingide support for a moderate advance
as small. Longer-term interest ratesn final sales. Consumer spending was
declined further over the intermeetingexpected to expand at a rate generally in
period, perhaps in response to a growingine with the growth of incomes; the
conviction that inflation pressures wouldfavorable effects of higher prices on
remain subdued and that substantidinancial assets held by households
reductions in fiscal deficits would bewould be offset to some extent by the
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difficulties of increasing numbers of country, inflation had been more sub-
households in servicing their growingdued than many had expected over the
debts. The greater affordability of hous-past several months. A nhumber of mem-
ing stemming from the earlier declinebers commented that they saw a basis in
in mortgage rates was projected tdhis development for mild optimism
help sustain homebuilding activity at aabout the outlook for inflation, but oth-
relatively high level. In anticipation of ers expressed concern that, in the con-
reduced growth in sales and profitstext of current forecasts for economic
business investment in new equipmendctivity and relatively high levels of
and structures was projected to slowesource use, progress toward lower
appreciably from the very rapid pace ofinflation was unlikely over the projec-
the past few years. Strong export expartion period and indeed there was a risk
sion would be associated with theof some modest deterioration in price
improving outlook for the economies of performance.
major trading partners. Although sub- In the course of the Committee’s dis-
stantial uncertainty still surrounded thecussion, members reported on uneven
fiscal outlook, the forecast continued tdbusiness conditions in different parts of
incorporate a considerable degree dthe country and among industries. On
fiscal restraint. In the staff's judgment,balance, modest to moderate growth
wage and price inflation likely would appeared to characterize most regions,
not deviate significantly from recentwith overall levels of activity ranging
levels. from relatively robust in some regions
In the Committee’s discussion, mem-to comparatively depressed in others.
bers commented that recent statisticalhe mixed conditions were especially
and anecdotal information pointed omotable in manufacturing where numer-
balance to an appreciable slowing in th@us producers faced lagging demands
economic expansion, which had diswhile others, particularly in high-tech
played unexpected strength during théndustries, found it difficult to satisfy
summer months. There was some mix o$trong demands for their products. More
views among the members concerningenerally, the industrial sector of the
how far the slowing might proceed,economy had tended to stagnate for
though they generally viewed moderatesome time, including a slight decline
growth as the most likely course forin manufacturing activity reported for
the economy. A number of membersgOctober, but recent improvement in
believed that growth around potentialorders for steel was cited as a favorable
was a probable outcome, with business not decisive omen in the outlook for
activity sustained in part by the favor-industrial production. In other sectors of
able developments this year in the bonthe economy, members observed that
and stock markets. Other membersourism displayed considerable strength
expressed concern about some signs af many areas, while cattle operations
further ebbing in the strength of finaland energy production were adversely
demands, and they envisaged the posffected by high production costs or low
sible need for a policy adjustment atprices.
some point to sustain continued moder- In their review of developments in
ate growth. With regard to inflation, key demand sectors of the economy,
members noted that despite generalljnembers observed that consumer spend-
high levels of resource use, includinging appeared to be on a firm growth
tight labor markets in many parts of thetrend, though weakness in overall sales
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of motor vehicles in recent months and ampetus to the expansion over the next
decline in total retail sales in Octoberseveral quarters. Favorable factors in the
had introduced a cautionary note. It wasutlook for business capital spending
suggested that the performance of retaihcluded a desire to upgrade tech-
sales during the holiday season wouldhological capabilities for competitive
tend to set the tone for the longer-ternteasons, strong business earnings and
trend in such sales, and in this respeatash flows, and an ample availability of
available data and anecdotal reports cofinancing on relatively liberal terms.
ering the first part of November wereDeclining office vacancy rates in a num-
somewhat promising. More generallyber of areas would help to support office
further growth in consumer spending,construction, and several members also
though probably at a somewhat slowecommented on the strength in commer-
pace than over the past year, appearatial and other nonresidential building
likely. Such growth would be supportedactivity in various parts of the country.
by moderate expansion in incomes and Ongoing efforts by many business
by the favorable effects on householdirms to bring inventories into better
wealth and confidence of the substantiadlignment with sales had resulted in
improvement in the value of financialdeclining inventory investment since
assets this year and the ready availabikarlier in the year. Some further inven-
ity of financing on relatively attractive tory adjustments, notably in stocks of
terms. Consumer confidence currentlynotor vehicles, were expected over
seemed to be at a fairly high level, albeitoming months, though not at a pace
not uniformly so across the country, andhat would have a marked retarding
at least for the quarters immediatelyeffect on economic activity. Over much
ahead, anticipated strength in homeef 1996, inventory investment was pro-
building should induce spending forjected to be a more neutral factor in the
many household durables. On the negaconomy, with accumulation proceeding
tive side, some members emphasizedt a pace in line with growth in final
that the growth in consumer debt wassales, but the risks of unexpected devel-
likely to exert an increasingly inhibiting opments in this sector of the economy
effect on consumer spending. Moreovenvere always substantial.
the satisfaction of earlier pent-up de- The outlook for fiscal policy remained
mands might well limit sales of many obscured by the uncertain outcome of
consumer durables, notably mototthe current debate between the Congress
vehicles, in coming quarters. In oneand the Administration. While substan-
view, the projected growth in personaltial fiscal restraint aimed at eventually
incomes and the increases that habalancing the budget appeared to be the
occurred this year in the value of houselikely result, the timing of the imple-
hold holdings of financial assets wouldmentation of various tax and expendi-
provide relatively little stimulus to con- ture initiatives and the resulting extent
sumer spending because the distributioof the fiscal restraint over the forecast
of such gains was heavily tilted towardperiod could not be anticipated with any
consumers in higher income or olderdegree of precision. For the nearer term,
age groups. the ongoing shutdown of much of the
Further sizable growth in businessfederal government presented a down-
fixed investment, but at a pace wellside risk to the expansion whose effects
below that experienced in recent yearsyould depend on the presently uncertain
was expected to provide appreciableuration of the shutdown and the poten-
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tial unsettlement in financial marketseconomic expansion, many viewed as
that might develop at some point. Themore likely the prospect of little or no
members generally believed, howevemprogress toward price stability over
that in light of the underlying strength coming quarters, and some expressed
of the economy, the retarding effects otoncern about the potential for an
likely federal budget developmentsupward drift in the rate of inflation. An
would not be sufficient in themselves tounderlying factor in the relatively favor-
arrest the expansion over the forecasble climate for inflation was the contin-
period, at least if the federal governmentied limited rise in the costs of worker
shutdown were of relatively short dura-benefits. In the view of some members,
tion and a federal debt default werehowever, benefit costs were likely to be
averted. less well contained as time went on and
The nation’s foreign trade deficit hadfurther major gains in curbing such costs
worsened substantially during the pasbecame more difficult to achieve. More-
several years, but current forecasts didver, worker willingness to accept rela-
not point to further deterioration overtively limited increases in wages and
the projection period. An anticipatedother compensation might well begin to
firming in the economies of major U.S.erode as concerns about job security
trading partners was expected to bolstaended to diminish after an extended
exports. Several members questionegheriod of relatively low unemployment.
however, the extent to which forecast©On balance, recent experience had
of strengthening economic activity wereraised questions about the relationship
likely to materialize in a number of between levels of resource use and infla-
these countries, and they suggested thibn that warranted careful monitoring.
the foreign sector might well remain a In the Committee’s discussion of pol-
somewhat constraining factor in the pericy for the intermeeting period ahead, all
formance of the domestic economy.  but one member favored or could accept
Members welcomed the generallyan unchanged policy stance. This policy
favorable price and cost developmentposition took account of current indica-
of recent months and the related inditions of a generally acceptable rate of
cations that currently high levels ofeconomic growth and the absence of
resource use did not appear to be asso@ny clear signs regarding the future
ated with rising inflationary pressures.strength of the expansion in relation to
Many emphasized the persistence dahe economy’s potential or the future
subdued increases in labor costs, and @urse of inflation. Several commented
number provided supporting anecdotathat current monetary policy might be
indications of relatively small advancesviewed as somewhat restrictive, though
in labor compensation in many parts othe degree of restraint was difficult to
the country despite tight labor marketscalibrate and it did not appear as yet to
The anecdotal reports also continued tbe inhibiting declines in intermediate-
suggest that strong competition wasnd long-term interest rates, increases
holding down price inflation and thatin stock prices, or the availability of
producers were benefiting from softfinancing from lending institutions.
prices of industrial materials. While a Members expressed somewhat differ-
number of members believed that thesang views regarding the stance of mone-
developments might augur a modestary policy that was likely to prove con-
decline in inflation over the year aheadsistent with the Committee’s objectives
given current forecasts of moderateover time. In the view of some, private
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spending was not likely to have suffi-particular fiscal policy agreement. Fiscal
cient momentum to overcome the effectpolicy and any associated market reac-
of increased fiscal restraint if the currentions would be among the many factors
stance of monetary policy were main-that would have to be taken into account
tained. In the circumstances, an easing the formulation of monetary policy.

at some point would be needed to foster In the Committee’s discussion of pos-
sustained economic growth at an accepsible intermeeting adjustments to mone-
able pace and would be consistent withary policy, a majority of the members
progress toward the System’s priceexpressed a preference for retaining a
stability objective. For most of thesesymmetric directive. In their view, the
members, however, the stronger-thanpotential need to adjust policy during
expected performance of the economyhe relatively short intermeeting period
in the third quarter had reduced thewas remote, and some of these members
urgency of such a policy move and hadilso believed that the direction of the
created enough uncertainties to justify aext adjustment to policy was uncertain.
careful appraisal of unfolding develop-A few also noted that the adoption of a
ments before a decision was made tbiased intermeeting instruction at this
ease policy. In the view of one memberpoint might send an unintended message
the probability of a shortfall from an regarding the prevailing view within the
acceptable rate of economic expansio@ommittee concerning the risks to the
was sufficiently high to require anexpansion. The remaining members said
immediate easing of policy. Other mem-that they preferred a directive that was
bers believed that an unchanged policyilted toward an easing policy action.
was desirable under current conditionSuch an instruction in the directive
and that the direction and timing of thewould be consistent with what they
next policy move were more open toviewed as the most likely policy course
question. Not only were recent data giv-over coming months. They agreed, how-
ing an uncertain picture of the under-ever, that the current uncertainties sur-
lying strength of aggregate demand, butounding the economic outlook were not
current forecasts generally did not pointikely to be resolved during the weeks
to progress toward the System’s longimmediately ahead, and since no policy
run goal of price stability. In this view, action was likely to be required in this
therefore, the current stance of monetarperiod they could accept a symmetric
policy, even if slightly restrictive, was directive.

likely to be consistent with satisfactory At the conclusion of the Committee’s
economic growth over time, and itdiscussion, all but one of the members
would provide better assurance of conindicated that they could vote for a
solidating gains against inflation anddirective that called for maintaining the
fostering some further moderation inexisting degree of pressure on reserve
price increases over coming years. Witlpositions and that did not include a pre-
regard to potential fiscal policy develop-sumption about the likely direction of
ments, although an especially broadny adjustments to policy during the
range of outcomes seemed possible, thatermeeting period. Accordingly, in the
members agreed that the Committeeontext of the Committee’s long-run
could not freeze its policy options while objectives for price stability and sustain-
it awaited the outcome of a prolongedable economic growth, and giving care-
federal budget debate nor could it comful consideration to economic, financial,
mit itself to a specific response to aand monetary developments, the Com-
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mittee decided that slightly greater orof M2 of 1to 5 percent, measured from the
slightly lesser reserve restraint wouldourth quarter of 1994 to the fourth quarter
be acceptable during the intermeetin@lc 1995. The Committee also retained the
period. The reserve conditions contem onitoring range of 3 to 7 percent for the

. ) %ear that it had set for growth of total domes-
plated at this meeting were expected t@c nonfinancial debt. The Committee raised

be consistent with moderate growth inthe 1995 range for M3 to 2 to 6 percent as a
M2 and M3 over coming months. technical adjustment to take account of
changing intermediation patterns. For 1996,

The information reviewed at this meetingthe Committee established on a tentative
suggests a moderation in the expansion dfasis the same ranges as in 1995 for growth
economic activity after a strong gain in theof the monetary aggregates and debt, mea-
third quarter. Nonfarm payroll employmentsured from the fourth quarter of 1995 to the
increased further in October and the civilianfourth quarter of 1996. The behavior of the
unemployment rate edged down to 5.5 permonetary aggregates will continue to be
cent. Industrial production fell somewhat inevaluated in the light of progress toward
October after a moderate rise in the thirdprice level stability, movements in their
quarter. Total nominal retail sales were littlevelocities, and developments in the economy
changed on balance over September arnahd financial markets.

October. Single-family housing starts were In the implementation of policy for the
up considerably in the third quarter. Ordersmmediate future, the Committee seeks to
for nondefense capital goods point to submaintain the existing degree of pressure on
stantial expansion of spending on businesgeserve positions. In the context of the Com-
equipment in the near term; nonresidentiamittee’s long-run objectives for price sta-
construction has risen appreciably furtherbility and sustainable economic growth, and
The nominal deficit on U.S. trade in goodsgiving careful consideration to economic,
and services narrowed over July and Augudinancial, and monetary developments,
from its average rate in the second quarteslightly greater reserve restraint or slightly
After increasing at elevated rates in the earljesser reserve restraint would be acceptable
part of the year, consumer and producein the intermeeting period. The contemplated
prices have risen more slowly on average imeserve conditions are expected to be consis-
recent months. tent with moderate growth in M2 and M3

Short-term market interest rates haveover coming months.
changed little on balance since the Commit-
tee meeting on September 26 while long-
term rates have fallen somewhat. In foreign
exchange markets, the trade-weighted value
of the dollar in terms of the other G-10
currencies has declined slightly over the
intermeeting period.

In October, M2 was unchanged and M3
growth moderated. For the year through Mr. Lindsey dissented because he
October, M2 expanded at a rate in the uppeselieved that monetary policy should be
half of its range for 1995 and M3 grew at aggsed. The evidence suggested to him

rate a little above its range. Growth in total . :
domestic nonfinancial debt has slowed som hat in the absence of an easing move

what in recent months but for the year toth€ underlying rate of nominal GDP

date remains around the midpoint of itsgrowth was likely to be lower than

monitoring range. needed to maintain real GDP at or near
The Federal Open Market Committeejts potential. The intermediate forecast

seeks monetary and financial conditions thaf, 5 subject to a number of significant

will foster price stability and promote sus- . ..
tainable growth in output. In furtherance of“SkS' household balance sheets seemed

these objectives, the Committee at its meetdNlikely to sustain the current rate of
ing in July reaffirmed the range it had estabdurables expenditure for any extended
lished on January 31-February 1 for growttperiod; government expenditures were

Votes for this action: Messrs. Greenspan,
McDonough, Blinder, Hoenig, Kelley, and
Melzer, Ms. Minehan, Mr. Moskow, and
Mses. Phillips and Yellen. Vote against
this action: Mr. Lindsey.
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certain to be cut substantially; and with
fiscal contractions underway in Europe

Messrs. Boehne, Jordan, McTeer, and

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
signalling the likelihood that a weaker
pace of nominal GDP growth would
materialize. The yield curve was virtu-
ally flat, with government securities up
through relatively long maturities trad-
ing at yields below the current average
federal funds rate. Thus, markets would
be unlikely to find some easing inappro-
priate and over the intermediate horizon
would view the current level of short-
term rates as unsustainable.

It was agreed that the next meeting of
the Committee would be held on Tues-
day, December 19, 1995.

The meeting adjourned at 1:35 p.m.

Donald L. Kohn
Secretary

Meeting Held on
December 19, 1995

A meeting of the Federal Open Market
Committee was held in the offices of
the Board of Governors of the Federal
Reserve System, in Washington, D.C.,
on Tuesday, December 19, 1995, at
9:00 a.m.

Present:
Mr. Greenspan, Chairman
Mr. McDonough, Vice Chairman
Mr. Blinder
Mr. Hoenig
Mr. Kelley
Mr. Lindsey
Mr. Melzer
Ms. Minehan
Mr. Moskow
Ms. Phillips
Ms. Yellen

Stern, Alternate Members of the
Federal Open Market Committee

Messrs. Broaddus and Parry, Presidents

Mr.

Mr.

Mr.
Mr.
Mr.
Mr.
Mr.

Ms.

Mr.

Mr.

Mr.

Ms.

of the Federal Reserve Banks of
Richmond and San Francisco
respectively

Guynn, President-elect, Federal
Reserve Bank of Atlanta

Kohn, Secretary and Economist

. Bernard, Deputy Secretary

Coyne, Assistant Secretary
Gillum, Assistant Secretary
Mattingly, General Counsel
Prell, Economist

Truman, Economist

Browne and Messrs. Davis,
Dewald, Lindsey, Mishkin,
Promisel, Siegman, Slifman, and
Stockton, Associate Economists

. Fisher, Manager, System Open

Market Account

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

Madigan, Associate Director,
Division of Monetary Affairs,
Board of Governors

Simpson, Associate Director,
Division of Research and
Statistics, Board of Governors

. Ramm? Section Chief, Division of

Research and Statistics, Board of
Governors

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

Messrs. Beebe, Goodfriend, Lang,

Ms.

Rosenblum, and Sniderman,
Senior Vice Presidents, Federal
Reserve Banks of San Francisco,
Richmond, Philadelphia, Dallas,
and Cleveland respectively
Rosenbaum, Vice President,
Federal Reserve Bank of Atlanta

7. Did not attend portion of meeting covering
the monetary policy discussion.
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Ms. Perelmuter, Assistant Vice February 1, 1995, would lapse on Jan-
President, Federal Reserve Bank yary 31, 1996, in line with its original
of New York terms

Mr. Weber, Senior Research Officer, Th : C . h d di
Federal Reserve Bank of e Committee then turned to a dis-
Minneapolis cussion of the economic and financial

Mr. Evans, Senior Economist, outlook and the implementation of

Federal Reserve Bank of Chicago monetary policy over the intermeeting
period ahead. A summary of the eco-
By unanimous vote, the minutes ofnomic and financial information avail-
the meeting of the Federal Open Marketble at the time of the meeting and of
Committee held on November 15, 1995the Committee’s discussion is provided
were approved. below, followed by the domestic policy
The Report of Examination of the directive that was approved by the Com-
System Open Market Account, con-mittee and issued to the Federal Reserve
ducted by the Board’'s Division of Bank of New York.
Reserve Bank Operations and Payment The information available at this
Systems as of the close of business omeeting suggested that the expansion of
September 29, 1995, was accepted. economic activity had slowed substan-
The Manager of the System Operntially after a strong gain in such activity
Market Account reported on develop-during the third quarter. Data on em-
ments in foreign exchange markets durployment and aggregate hours worked
ing the period November 15, 1995,since late summer were consistent with
through December 18, 1995. There werenoderate further increases in overall
no System open market transactions ieconomic activity. Industrial production
foreign currencies during this period,had changed little on balance after
and thus no vote was required of thea sizable rise in the third quarter. On
Committee. the spending side, robust advances in
The Manager also reported on develbusiness fixed investment continued to
opments in domestic financial marketgprovide considerable impetus to the
and on System open market transactiorsconomy. The available information on
in government securities and federatonsumer expenditures pointed to some-
agency obligations during the periodwhat reduced gains in recent months,
November 15, 1995, through Decem-and indicators of housing demand sug-
ber 18, 1995. By unanimous vote, thegested on balance that activity in hous-
Committee ratified these transactions. ing markets had tended to stabilize after
By unanimous vote, the Committeeseveral months of considerable strength-
authorized the renewal until Decem-ening. Consumer prices had risen rela-
ber 13, 1996, of the System’s regulatively slowly in recent months, while
reciprocal currency (“swap”) arrange- increases in labor compensation had
ment of $3 billion with the Bank of remained comparatively subdued.
Mexico and the System’s participation Nonfarm payroll employment contin-
in the North American Framework ued to grow at a pace roughly in line
Agreement with the monetary authori-with the expansion of the labor force in
ties of Canada and Mexico. Both wererecent months, with gains concentrated
due to terminate on January 31, 1996n the private service-producing sectors.
The additional temporary $3 billion The published information indicated
swap arrangement with the Bank ofsome further declines in factory and
Mexico, approved by the Committee ongovernment jobs in October and
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November. Although aggregate hourcommercial structures posting sizable
of private production workers fell in increases recently. Overall drilling and
November, they remained appreciablynining activity also had continued to
above their average level in the thirdmove higher, led by increased explora-
quarter. The unemployment rate edgetlon for natural gas.
up to 5.6 percent in November, equaling Total nominal retail sales rose consid-
its average for the third quarter. erably in November, more than offset-
Industrial production was little ting a drop in October; over the two
changed on balance over October anthonths, retail sales advanced at a slower
November after a sizable increase in thpace than the average rate in the second
third quarter. A decline in October wasand third quarters. Much of the Novem-
largely accounted for by a strike at aber increase reflected strong gains in
major aircraft manufacturer; that strike,sales of consumer durables, including
very recently settled, had also exerted anproved sales of motor vehicles. In
slightly depressing effect on productionthe nondurables sector, a sizable rise
in November. Production of motor vehi-in November about reversed a decline in
cles and parts also fell, on net, in Octo-October. Recent surveys of consumer
ber and November. Further growthsentiment pointed to generally positive
outside the aircraft and motor vehicleattitudes.
industries was paced by continuing After having recorded robust
strength in the production of businessaadvances during the third quarter, most
equipment. Outside manufacturing, thendicators of housing activity suggested
output of utilities was boosted inlittle further change more recently.
November by demand associated wittHowever, considerable strength in mort-
unusually cold weather. gage applications associated with lower
Business fixed investment was conmortgage rates, together with survey
tinuing to grow at a rapid pace, withindications of an upturn in house-buying
much of the strength stemming fromintentions, pointed to strengthening
the persisting and vigorous expansiomousing construction over coming
in spending for office and computingmonths. Housing starts were down in
equipment. However, the recent gains irDctober, the latest month for which
total business investment had moderateitiese data were available, after a large
from the extraordinary pace evident inincrease in the third quarter.
1994 and early 1995, and they also were Data for October indicated a sizable
less widespread among major categoriesccumulation of business inventories. In
of business equipment than they hadnanufacturing, stocks grew at a rate
been earlier. New orders for nondefensenly moderately below the brisk pace in
capital goods other than computers anthe third quarter, and the rise continued
aircraft had leveled out, although shipto be concentrated in the capital goods
ments were being maintained at highindustries. The aggregate ratio of inven-
levels by still-large backlogs of unfilled tories to sales in manufacturing was
orders. Producers of aircraft had resomewhat above the lows in late 1994
ceived very sizable new orders recentlyand early 1995. In the wholesale sector,
but shipments of completed aircraft hadh buildup in stocks of capital equipment
been held back in recent months by thaccounted for the bulk of the accumula-
strike at a major firm. Outlays for non-tion in October, and the inventory-to-
residential construction were continuingsales ratio in this sector remained on an
to advance briskly, with construction ofuptrend. A sharp rise in retail inven-
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tories in October was led by a largeand the component of this index exclud-
increase in stocks at auto dealers and atg food and energy posted its largest
general merchandise and apparel outise since January. At the same time,
lets. The inventory-to-sales ratio for theprices of intermediate materials declined
retail sector as a whole was at its higha bit further in November. According to
for the year, but signs of overstockingrecent survey results, consumers now
apart from motor vehicles, were limited.expected less inflation over the year
After having strengthened appreciaahead and also over the next five to ten
bly in the third quarter, federal govern-years. The available data on wages and
ment purchases were now lagging an@vorker benefits continued on balance to
exerting some retarding effect on overalblisplay a relatively subdued trend of
economic activity. The decline in fed-increases in labor compensation.
eral purchases in part represented the At its meeting on November 15,
transitory effects of government shut-1995, the Committee adopted a directive
downs and the restraining effects otfthat called for maintaining the existing
spending cuts imposed by continuingdegree of pressure on reserve positions
resolutions and by curtailed appropriaand that did not include a presumption
tions in bills that already had beenabout the likely direction of any adjust-
enacted into law. At the state and locaments to policy during the intermeeting
government levels, however, availablegeriod. The directive stated that in the
data pointed to continued, relativelycontext of the Committee’s long-run
strong growth in purchases. objectives for price stability and sustain-
The nominal deficit on U.S. trade inable economic growth, and giving care-
goods and services changed little in Segful consideration to economic, financial,
tember (latest data available). Measurednd monetary developments, slightly
on a quarterly average basis, howevegreater reserve restraint or slightly lesser
the deficit declined substantially in thereserve restraint would be acceptable
third quarter, with the reduction aboutduring the intermeeting period. The
equally divided between a rise in thereserve conditions associated with this
value of exports and a drop in the valualirective were expected to be consistent
of imports. Increases in exports werevith moderate growth in M2 and M3
widespread among the major categoriegver coming months.
of trade, while reductions in imports Open market operations were directed
were concentrated in categories in whicltoward maintaining the existing degree
there had been large gains in the seconaf pressure on reserve positions through-
guarter. Available data pointed to sub-out the intermeeting period. The federal
dued growth in most of the major for-funds rate averaged a bit above the
eign industrial countries in the secondexpected rate of % percent over the
half of 1995. period. The bunching of settlements of
Consumer prices had risen moreseveral Treasury issues that had resulted
slowly on balance in recent months tharirom debt ceiling disruptions and the
they had during the first half of the year.mid-December corporate tax date were
In November, the total index for con-among the factors exerting pressure on
sumer prices was unchanged, and conhe funds rate. Most other short-term
sumer prices excluding food and energynterest rates fell slightly, and longer-
were up only slightly. In contrast, pro-term interest rates extended -earlier
ducer prices of finished goods registeredeclines during the intermeeting period.
a relatively large increase in NovemberMarket expectations of some easing of
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monetary policy appeared to be rein- The staff forecast prepared for this
forced by market interpretations of themeeting suggested that the growth of
incoming information as further evi- economic activity would slow substan-
dence that overall demand would bdially from the very strong pace now
restrained and that the risks of a pickupndicated for the third quarter. Although
in inflationary pressures had diminishedthis forecast did not differ significantly
Over the intermeeting interval, majorfrom that prepared for the November
indexes of stock prices continued tomeeting, less growth than expected ear-
move higher in concert with the rise inlier seemed likely in the current quarter.
bond prices. Over the forecast horizon, however, the
The sluggish performance of theeconomy was still projected to expand
broad monetary aggregates since August a pace that would keep activity close
continued in November. Despite the perto the economy’s potential. The forecast
sistence of low opportunity costs associanticipated that the expansion in con-
ated with holding M2 assets, M2 growthsumer spending would slow a bit in
was relatively modest in November afteresponse to diminished gains in dispos-
a slight contraction in October. M3 able income associated with less rapid
growth slowed further in November, advances in spending in other sectors of
partly as a result of a shift of funding by the economy. The rise that had occurred
borrowers toward capital market instru-n the value of financial assets held by
ments to take advantage of lower longhouseholds would be a positive factor
term market rates. Nonetheless, becauselping to support consumer spending
of robust expansion earlier in the yearput one that would be offset to a degree
M2 remained in the upper half of its by the difficulties of an increasing num-
1995 range through November and M3er of households in servicing their
expanded at a rate at the upper end of itgrowing debts. The greater affordability
range. Growth of total domestic non-of housing stemming from the earlier
financial debt had slowed somewhat irdecline in mortgage rates was projected
recent months, reflecting reduced exparto help sustain homebuilding activity at
sion of both private and federal borrow-a relatively high level. In the context of
ing, and for 1995 to date, this debt meareduced growth in sales and profits,
sure had grown at a rate around théusiness investment in new equipment
midpoint of its monitoring range. and structures was projected to increase
In foreign exchange markets, themore moderately after several years of
trade-weighted value of the dollar inrapid advance. Although indications of
terms of the other G-10 currencies rosexcess inventories were limited, slower
slightly further on balance over thegrowth in sales and ongoing efforts to
intermeeting period. Declining interestreduce inventory costs were projected to
rates in several major foreign industrialead to smaller increases in stocks over
countries, evidently induced by disap-the projection period. Exports were
pointing economic growth in thoseexpected to be bolstered to some extent
countries, appeared to have a firmindy the projected improvement in the
effect on the dollar in relation to Euro- economies of major trading partners.
pean currencies. The dollar changedlthough a great deal of uncertainty still
little against the Japanese yen over thsurrounded the fiscal outlook, the fore-
period after a sharp advance earlier. Theast continued to incorporate an appre-
Mexican peso appreciated a bit in relaciable degree of fiscal restraint. Given
tion to the dollar over the period. the projected outlook, rates of utilization



Minutes of FOMC Meetings, Decembet93

of labor and capital resources would In the Committee’s discussion of re-
remain relatively high, and the under-gional developments, members reported
lying trend of price inflation was seen aghat anecdotal and other information
unlikely to change significantly over thepertaining to regional activity suggested
projection period. that the moderation in nationwide eco-
In the Committee’s discussion of cur-nomic growth was evident across most
rent and prospective developmentsof the nation, with the rate of expansion
members noted that the information thatanging from slow to moderate in differ-
had become available since the Novement areas of the country. Overall levels
ber meeting tended to confirm earlierof business activity continued to vary
indications that the economic expansionvidely, from relatively weak in some
had slowed appreciably from the briskareas to comparatively robust in others.
pace of the summer months. The memEConditions also were uneven across
bers generally agreed that the mosindustries, particularly in manufactur-
likely course for the economy remainedng, where flagging auto sales and some
one of moderate growth. Expansion afurther inventory accumulation con-
or near potential was seen as the mostasted sharply with brisk demand for a
probable outcome, associated at least irange of producers durable goods, nota-
part with the favorable effects on busi-bly office and computing equipment,
ness and consumer spending of loweand building products. Despite indica-
interest rates, higher equity prices, andions that job growth had been relatively
an ample availability of credit. How- limited, labor markets remained tight
ever, a number of members expresseitt many parts of the country and there
concern that the strength of final dewere more, albeit still limited, reports
mands would not be sufficient to supporof rising wage pressures; in some areas,
growth near the economy’s potentialhowever, labor market conditions
absent a policy adjustment. One factoappeared to have eased somewhat
that might retard growth was a higherrecently.
level of real short-term interest rates In their discussion of developments in
owing to the favorable performance ofkey sectors of the economy, members
inflation. Members noted that consumecommented that the data and the anec-
price increases had remained relativelgotal information on consumer spending
subdued and below expectations irhad been mixed. For the holiday season,
recent months, despite the generallyeports indicated that retail sales had
high levels of utilization of both labor been disappointing thus far, though sales
and capital resources that had prevailedppeared to be holding up relatively well
through much of the year. Several comin some sections of the country and for
mented that the effects of new technolohigher-priced luxury items more gener-
gies, gains in productivity, global com-ally. Consumers had remained very cau-
petitive pressures on businesses, artibus despite considerable promotional
restraint in wage setting might imply sales activity, perhaps anticipating even
that inflation would edge down further. more aggressive markdowns of prices as
Others expressed concern that the prothe shopping season neared its end.
pects for further reductions in inflation Members noted that the reluctance of
seemed quite limited in the context ofconsumers also might be reflecting a
projected high levels of resource usesense of continued job insecurity in
including tight labor markets in manyan environment of ongoing business
parts of the country. restructuring and downsizing, higher
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debt service burdens and rising delinfation more generally appeared to be
quency rates, and the satisfaction ofunning somewhat ahead of sales. There
pent-up demand for durable goodswere no indications that serious over-
While these factors might be exerting arhangs were emerging, but there were
inhibiting influence on consumers, therisks that efforts to hold down stocks
members generally viewed moderatevould damp production over the near
growth in consumer spending as a reaerm.
sonable expectation in the context of The outlook for fiscal policy contin-
further projected expansion in disposued to be clouded by the uncertainty
able incomes. The increase in householsurrounding the outcome of the debate
wealth associated with the strong perforbetween the Congress and the Adminis-
mance of the bond and stock marketsration. The members anticipated that
might tend to boost consumer spendinghe result of the debate would be consid-
relative to disposable incomes, althouglerable fiscal restraint, but the timing of
one member suggested that the highljax and spending initiatives aimed at an
concentrated nature of wealth holdingeventual balancing of the budget and the
might limit any positive effect on aggre- extent of the fiscal contraction over time
gate consumption. With regard to houseould not be forecast with any precision.
ing, members took note of the recentn the interim, much of the federal gov-
declines in single-family housing startsernment was closed, and while federal
and sales after a strong third quartemvorkers were expected to get paid even-
They remarked, however, that some ofually, their spending and that of federal
their contacts were anticipating that thecontractors might be damped until the
declines in mortgage interest rates ovesituation was resolved. The members
recent months to their current relativelybelieved, however, that in light of the
low levels would foster a wave of mort- plans being put forward, the fiscal drag
gage refinancing and a pickup in housimposed by likely federal budget devel-
ing demand in the spring. opments would not be unusually large
Business fixed investment wasover the next few years.
expected to grow at a pace appreciably In reviewing the outlook for inflation,
below that observed in recent years butnembers referred to the generally favor-
nonetheless to continue supplying conable price and cost experience of recent
siderable impetus to the expansionmonths. Several pointed to subdued
Strong profits and cash flows, along withincreases in labor compensation and to
the ample availability of financing on anecdotal indications that upward pres-
attractive terms, were favorable factorsures on wages and benefits remained
in the outlook; on the other hand, ascattered despite tightness in many labor
weakening trend in final demand, notamarkets. In this environment, and with
bly in consumer outlays, likely would the economy expected to expand at a
have a negative effect on business capcomparatively moderate pace over the
tal spending. Several members reportefibrecast period, many members antici-
that commercial and other nonresidenpated that inflation would remain rela-
tial construction activity remained brisktively stable despite continuing high
in various regions around the nationlevels of resource utilization, and some
A number of members commented orbelieved that it might record a some-
business inventory developments. Ovemwhat improved performance. One argu-
all inventories of motor vehicles werement advanced in support of a possibly
on the high side, and inventory accumubetter performance was that the recent
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experience, which had been more favorevident at current levels of resource uti-
able than expected given capacityization and continuing business efforts
utilization levels, was perhaps suggesto expand capacity, suggested that there
tive of the effects of rapid technologicalwas little risk of a pickup in inflation.
improvements on productivity, thelIndeed, the favorable inflation experi-
enhanced efficiencies from greater ecoence over the last half year raised the
nomic specialization around the world,possibility of continued modest price
and the influence of heightened job inseimprovement.
curity on wages and prices. Another was A number of members, though will-
the possible effect on future wageing to accept a slight easing, preferred
demands of the lower inflation expectaan unchanged policy stance. While
tions that now prevailed. Although noinflation had slowed from the elevated
member saw greater inflation as havingpace observed in the early part of the
a high probability, several did refer toyear, there was little hard evidence to
risks in that direction, including the pos-indicate that it would decline any further
sibility of greater pressures on resourcesver the forecast horizon or that there
stemming from faster than currentlyhad been a significant increase in the
anticipated economic growth. sustainable growth rate of the economy.
In the Committee’s discussion of pol-A few members also expressed concern
icy for the intermeeting period aheadabout the possible repercussions in
all the members either favored or couldinancial markets of an easing action
accept a slight easing in the degree athat would follow an already strong rally
pressure on reserve positions. One argin bond and stock prices. In the circum-
ment cited in favor of some easing wasstances, these members questioned
that the policy stance, as indexed by th&vhether a somewhat easier policy stance
prevailing real federal funds rate, waswvould prove consistent with the Com-
becoming somewhat restrictive as inflamittee’s objective of fostering further
tion and inflationary expectations mod-progress toward price stability. More-
erated, leaving real short-term rate®ver, although the available evidence
higher than anticipated. In addition, withon the economy’s current performance
markets expecting a reduction in the fedremained mixed, the moderation in eco-
eral funds rate in coming months, amomic growth after the third-quarter
unchanged policy was likely to lead to asurge did not seem at this time to signal
backup in intermediate- and long-terma growing shortfall of the economy from
rates. Although there was no sign thaits potential. Instead, the economy was
a cumulative deterioration in economiclikely in this view to continue to grow
performance was about to get undeat a generally acceptable rate at or near
way, the downside risks to the expan<€apacity, and a few members saw some
sion appeared to have increased and gotential for somewhat faster growth at
modest easing would better position pola pace that over time could intensify
icy to guard against the possibility thatinflationary pressures. Accordingly, they
over the longer term the expansiorpreferred to wait for further evidence on
would begin to fall short of the econo-inflation trends and the performance of
my’s potential, especially with fiscal the economy, but they indicated that
policy likely to be at least moderatelyin light of the uncertainties that were
restrictive. In any case, the recent slowinvolved and the small amount of easing
ing of the economic expansion, com-that was proposed they would not dis-
bined with the wage and price restrainsent from the majority position.
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With regard to possible adjustmentsn the third quarter. Nonfarm payroll employ-
to policy during the intermeeting period, ment increased further in November, but the
all the members endorsed a proposal tg:“’"'a” unemployment rate edged up to

retain an intermeeting instruction in the .6 percent. Industrial production was little
g changed on average over October and

directive that did not incorporate anyNovember after a moderate rise in the third
presumption about the direction of aquarter. Total nominal retail sales rose some-
possible intermeeting change. Whilewhat on balance over October and Novem-
such a change in policy could not peber. Housing starts were down in October

ruled out, the potential need for a furthe@t€" @ large increase in the third quarter.
. . . - However, orders for nondefense capital
intermeeting policy adjustment appeareg;oods point to substantial expansion of

remote at this juncture. The risks to thespending on business equipment in the near
outlook seemed generally in balanceterm, and nonresidential construction has
and the direction of the next policy risen appreciably further. Wage trends have

move was not clear in the view of somdreen stable and consumer prices have risen
members relatively slowly on average in recent

. . ,_months.
At the conclusion of the Committee’s Most market interest rates have declined

discussion, all the members indicatedjightly since the Committee meeting on
that they favored or could support aNovember 15. In foreign exchange markets,
directive that called for some slight easthe trade-weighted value of the dollar in
ing in the degree of pressure on reservi®ms of the other G-10 currencies has risen

conditions during the intermeetingsg?irgéy on balance over the intermeeting

period but that contained no presump= The sypstantial moderation in the growth
tion about the likely direction of any of M2 and M3 since midsummer continued
intermeeting policy change. Accord-in November; however, for the year through
ingly, in the context of the Committee’s November, M2 expanded at a rate in the
long-run objectives for price stability upper half of its range for 1995 and M3 grew

: : t a rate at the upper end of its range. Growth
and sustainable economic growth, anﬁ] total domestic nonfinancial debt has

giving careful consideration to €CO-gjoyed somewhat in recent months but for
nomic, financial, and monetary developthe year to date remains around the midpoint
ments, the Committee decided thabfits monitoring range.

slightly greater or slightly lesser mone- The Federal Open Market Committee
tary restraint would be acceptable durseeks monetary and financial conditions that

. . - . will foster price stability and promote sus-
ing the intermeeting period. A staif tainable growth in output. In furtherance of

analysis indicated that the reserve Connese objectives, the Committee at its meet-
ditions contemplated at this meetinging in July reaffirmed the range it had estab-
would be consistent with moderatelished on January 31-February 1 for growth
growth of M2 and M3 over coming of M2 of 1 to 5 percent, measured from the
months. fourth quarter of 1994 to the fourth quarter
of 1995. The Committee also retained the

The Federal Reserve Bank of Newmonitoring range of 3 to 7 percent for the

York was authorized and directed, untilear that it had set for growth of total domes-
instructed otherwise by the Committeetic nonfinancial debt. The Committee raised
to execute transactions in the Systerthe 1995 range for M3 to 2 to 6 percent as a
Account in accordance with the follow- téchnical adjustment to take account of
; ; ; ; A changing intermediation patterns. For 1996,
ing domestic policy directive: the Committee established on a tentative
basis the same ranges as in 1995 for growth
The information reviewed at this meetingof the monetary aggregates and debt, mea-
suggests a substantial slowing in the exparsured from the fourth quarter of 1995 to the
sion of economic activity after a strong gainfourth quarter of 1996. The behavior of the
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monetary aggregates will continue to be
evaluated in the light of progress toward
price level stability, movements in their

velocities, and developments in the economy
and financial markets.

In the implementation of policy for the
immediate future, the Committee seeks to
decrease slightly the existing degree of pres-
sure on reserve positions. In the context of
the Committee’s long-run objectives for
price stability and sustainable economic
growth, and giving careful consideration to
economic, financial, and monetary devel-
opments, slightly greater reserve restraint
or slightly lesser reserve restraint would
be acceptable in the intermeeting period.
The contemplated reserve conditions are
expected to be consistent with moderate
growth in M2 and M3 over coming months.

Votes for this action: Messrs. Greenspan,
McDonough, Blinder, Hoenig, Kelley,
Lindsey, and Melzer, Ms. Minehan, Mr.
Moskow, and Mses. Phillips and Yellen.
Votes against this action: None.

It was agreed that the next meeting
of the Committee would be held on
Tuesday—Wednesday, January 30-31,
1996.

The meeting adjourned at 1:05 p.m.

Donald L. Kohn
Secretary
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Consumer and Community Affairs

In 1995 the Division of Consumer andwhich raised claims of alleged mortgage
Community Affairs continued to addressdiscrimination, to the Department of
concerns about community developmentiousing and Urban Development
and reinvestment, access to credit byHUD) for investigation. The Board
minorities and low-income householdsjmproved the System’s examination pro-
possible discrimination in mortgagecess for fair lending, modifying statisti-
lending, and the need to match itscal techniques that are used to test large
consumer regulations to industryinstitutions for compliance; and took
developments. steps with other agencies to achieve
The Board joined in issuing revisedmore uniform enforcement and provide
interagency regulations under the Comgreater clarity of legal standards for the
munity Reinvestment Act (CRA) after industry. Acting on behalf of the Fed-
rulemaking that included the publicationeral Financial Institutions Examination
of two proposals. The new rules emphaCouncil and HUD, the Board met statu-
size performance in lending, servicetory deadlines for the early release of
and investment; they will help promoteHome Mortgage Disclosure Act state-
consistency in assessments and reduceents for individual lenders and aggre-
compliance burdens for many banks. lIgate reports for metropolitan areas.
the area of bank and bank holding com¥From the data, the Board noted a marked
pany applications, the Board acted orincrease in lending to minority and low-
a large number of cases that involvedncome homebuyers, although denial
CRA protests or adverse CRA ratingsrates continued to show disparities
or both, or involved fair lending and among racial and ethnic groups.
noncompliance with consumer regu- These matters are discussed below,
lations. Several of the applicationsalong with other actions by the Board in
involved proposed “mega mergers” thatthe areas of community affairs and con-
engendered great interest among mensumer protection.
bers of the public, who voiced both
strong support and opposition regardin
the mergers. The Board approved the RA Reform
after extensive analyses, finding thatn April the Board amended its Regula-
convenience and needs factors wergon BB (Community Reinvestment) in
consistent with approval. a joint issuance with the three other
In the fair lending area, the Boardfinancial supervisory agencies that have
adopted streamlined procedures foCRA responsibilities (the Federal De-
referring discrimination complaints to posit Insurance Corporation, the Office
the Department of Justice; forwardedof the Comptroller of the Currency, and
the results of a major investigation intothe Office of Thrift Supervision). The
a mortgage lender's “overages” prac-issuance marked an important step
tices; and successfully concluded a jointoward a new agency approach for
enforcement action that involved creditassessing the CRA performance of
discrimination against Hispanic borrow-financial institutions and brought to clo-
ers. The Board referred other casesure a rulemaking process begun in 1993
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at the direction of President Clinton.Board settled the procedures for the
The President had asked the agencies wholesale and limited-purpose bank
reform the implementation of the act bydesignations and the strategic plan
developing new regulations, supervisonapprovals necessary for banks to qualify
procedures, and standards for assessifgr special examinations.
a financial institution’s CRA perfor- Some measures taken by the Federal
mance. The goal was to orient asses®Reserve will assist both state member
ment in CRA examinations more onbanks and System examiners to imple-
results than process, produce examinanent the new CRA rules. Data-entry
tions that are more predictable and consoftware made available to institutions
sistent, and make the law generally morgvill make it easier for them to collect
effective while reducing its burden oninformation about small-farm and small-
the industry. business lending, required for banks
The President had directed the agerwith more than $250 million in assets
cies to consult with community groupsand those affiliated with bank holding
and the banking and thrift industries;companies with $1 billion or more in
the new regulation takes account of amssets. The software has an export capa-
extensive outpouring of public views atbility that allows institutions to down-
hearings and in comment letters as welbad and submit data on diskette for
as the agencies’ own experience witlprocessing by the Federal Reserve. A
the original assessment system. Theomputer-analysis system will enable
regulation provides more direct guid-examiners to produce the performance-
ance to banks and thrift institutions onbased analyses called for by the new
the nature and extent of their CRArules and assist them in preparing sum-
responsibilities and the means by whichmaries of demographic, economic, and
those obligations will be assessed anténding information that they will use in
enforced. It creates a more quantitativexamining small banks. Beginning in
system for assessing CRA performanc&997, the system will incorporate data
that includes measurements for lendindgor large-bank examinations.
service, and investment; requires institu-
tions with assets of more than $250 mil-—_. ‘
lion to collect additional data for small- Fair Lending
business and small-farm loans; andJnder the Equal Credit Opportunity
allows alternative bases of evaluation tdAct, as amended in 1991, the Board is
minimize the regulatory burden for cer-required to refer violations that consti-
tain institutions. The rules establish aute a “pattern or practice” of discrimi-
streamlined examination for small lend-nation to the U.S. Department of Justice.
ers and allow any covered institution toThe five referrals this year represent a
operate under, and have performancsubstantial increase over 1994, when the
measured against, its own strategic plarBoard referred one case. Justice officials
In the fall, the agencies issued neweturned four of the five 1995 cases to
examination procedures, and by yearthe Board for administrative handling,
end they had held five week-long stafffinding that the Board's enforcement
training sessions in Boston, Atlanta,action alone was adequate. The remain-
Chicago, Dallas, and San Franciscoing case raised issues of potential dis-
More than 1,100 examiners from thecrimination in mortgage lending and
OCC, the OTS, the FDIC, and the Fedwas under active investigation at
eral Reserve took part. In December thgear-end.
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In 1995 the Board addressed a lendevas referred to the Department of
practice that involves the application ofJustice, where it was under review at
“overages.” The practice represents aear-end.
form of tiered loan pricing in which
|tnd|V|duaI Ioan.offlcers exercise qlscr?'Assessing Compliance
ion, for any given loan transaction, in ith Fair Lending Laws
seeking interest rates or points abov&/ 9
the institution’s established minimums.The Board completed its first full year
Often, the discretionary setting of rateof operating a specialized fair-lending
is a form of incentive for loan officers, school for Federal Reserve examiners.
who may receive a significant share ofThe two-week school covers an exten-
any overages obtained, as compensatia@ive range of conceptual topics and
for increasing the lender’s return onpractical, hands-on classwork; a total of
the loan. In May 1994 the Board hadl09 examiners attended the three ses-
advised state member banks that whilsions offered during 1995.
overages may not be inherently dis- In evaluating compliance with fair
criminatory on a prohibited basis, bankending laws, bank examiners assess
management should be aware that sudlecisions in the context of the lending
a program could, in some circumstancesnstitution’s underwriting standards.
result in illegal lending discrimination They look at a sample of approved and
because of either disparate treatment atenied applications and check whether
disparate impact. the institution, in applying its lending

The Board dealt with two cases thatriteria, has implemented standards
involved discriminatory pricing. One consistently and fairly and whether any
case, involving a state member bankdifferential treatment warrants further
had been referred to the Department ohvestigation.

Justice in 1994; in October 1995, the Examiners also use data collected and
Board acted in concert with Justicereported by banks and others under
against the bank for what both agenciethe Home Mortgage Disclosure Act
regarded as a pattern or practice ofHMDA). Although the HMDA data do
charging higher interest rates to His+ot include the wide range of financial
panic borrowers for consumer install-and property-related factors that lend-
ment and single-payment loans. Theers consider in evaluating loan applica-
Board issued a cease-and-desist order timns, access to the lenders’ files on loan
bar the practice and required the bank tapplications and to related information
adopt a series of corrective measuregnables examiners to overcome many of
concurrently, the bank and Justicahe data’s limitations.

entered into a stipulated judgment that Since 1993 the banking agencies have
enjoined future discrimination in ratesused a computer-based system to obtain
or other loan terms and conditions; thecustomized HMDA reports. Developed
judgment also required the bank tan consultation among the agencies, the
establish a $500,000 fund to compensatgystem gives examiners a more com-
victims of the alleged discrimination.  plete picture of an institution’s mort-

In the second case, the Board and gage lending record than was readily
Reserve Bank conducted an extensivavailable in the past. In 1994 the Federal
review of possible discrimination in Reserve began using a statistical analy-
mortgage loan transactions by a bankis system to aid in the fair-lending
holding company subsidiary. The matteexamination of large-volume mortgage
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lenders. The system helps examiners Under HMDA, covered lenders sub-
determine the significance of race inmit geographic information about the
a bank’s lending decisions through groperty related to a loan or a loan appli-
regression analysis of the HMDA datacation. They report on the disposition of
recorded by the institution on its loan—applications and, in most cases, about
application register. Examiners supplethe race or national origin, income, and
ment the results of that analysis withsex of applicants and borrowers. The
other information drawn from actual Board processes the data and prepares
loan files to identify specific cases thatdisclosure statements on behalf of HUD
may need further review and possibleend member agencies of the Federal
discussions with bank management. T&inancial Institutions Examination
aid examiners in the field, the Board hasCouncil (FFIEC)
developed a sampling systemtorunona In 1995 the FFIEC prepared nearly
laptop computer. 39,000 disclosure statements for the
The Board also continues to improved,858 lenders that reported HMDA data
its automation capabilities for analyzingfor calendar year 1994. (Overall, the
HMDA data, making enhancements in1994 data include a total of 12.2 million
the application analysis and statisticateported loans and applications, a
components that Reserve Banks use iRl percent decrease from 1993 that is
fair-lending examinations. Staff mem-largely attributable to a sharp decline in
bers from FDIC regional offices alsorefinancing activity3 In July, individual
have direct access to the HMDA analy-institutions made these disclosure state-
sis system. ments public, and in August, aggregate
reports that contain data for all lenders
in a given metropolitan statistical area
(MSA) became available at a central
depository in each of the nation’s
The Home Mortgage Disclosure Act329 MSAs. To enhance public access to
requires covered mortgage lenders ithe HMDA data, the FFIEC also makes
metropolitan areas to disclose datdhe information available on paper,
regarding home purchase and homaicrofiche, magnetic reel and cartridge,
improvement loans, including refinanc-PC diskette, and CD-ROM.
ings. Depository institutions and mort- Lending institutions tend to specialize
gage companies generally are covered if different types of home loans. Deposi-
they are located in metropolitan areasory institutions are the predominant
and have assets of more than $10 milsource of home improvement and multi-
lion. Since January 1993, independenfamily loans. Mortgage companies
mortgage companies with lower assetaccounted for about 50 percent of the
are also covered if they originated 10thome purchase loans reported in 1994
or more home purchase loans in thend about 80 percent of the government-
preceding calendar year. One consebacked loans.
quence of the expanded coverage has
been a significant increase in the numM- 1. The member agencies are the Board, the
ber of independent mortgage companiesDIC, the National Credit Union Administration,
reporting data. In 1993, about 225 indelhzogghm‘;‘;heo?;z-1994 MDA data abocars
pendent mo.rtgage Compan|e§ reportei a series ofsr%cialtables included in FFEﬂE:FaI
data (covering 1992 loans); in 1995geserve Bulletin,vol. 81 (September 1995),
more than 900 reported. pp. A68—AT75.

HMDA Data and Lending
Patterns
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Mortgage originators—as well aswhite applicants. These rates were not
institutions in the secondary market fomuch different from 1993. For neighbor-
mortgages, such as the Federal Nationaloods, the data also show that the rate of
Mortgage Association (Fannie Mae) andoan denial generally increased with an
the Federal Home Loan Mortgage Corincrease in the proportion of minority
poration (Freddie Mac)—have in recentesidents.
years initiated a variety of affordable The data collected under HMDA do
home loan programs intended to benefitot include the wide range of financial
lower-income and minority householdsand property-related factors that lenders
and neighborhoods. A year-to-year comeonsider in evaluating loan applications.
parison of the HMDA data suggests thaConsequently, the data alone do not
these programs may be making a differprovide a sufficient basis for determin-
ence. From 1992 to 1993 the numbemg whether a lender is discriminating
of conventional home purchase loansinlawfully. But because the data can be
extended to lower-income borrowerssupplemented by other information
increased 38 percent compared with aavailable to the agencies, they are an
8 percent increase for higher-incomémportant tool for enforcement of fair
homebuyers. The trend continued intdending laws.

1994. The 1994 HMDA data show that The important uses of the HMDA
the number of loans to lower-incomedata make accuracy a critical issue. The
borrowers increased about 27 percerEFIEC’s processing software is pro-
while the number extended to highergrammed to identify errors in the data
income borrowers increased abousubmitted by lenders for correction
13 percens. before disclosure statements and reports

Lending to minority homebuyers hasfor specific MSAs are prepared. Dur-
also increased markedly in recent yearsng the years that lenders have submit-
Among racial or ethnic groups from ted their HMDA data in register format,
1993 to 1994, the number of loans tahe quality has improved considerably.
black applicants increased 55 perceniThe proportion of 1994 loan records
to Hispanic applicants 42 percent, anaontaining detected errors was less than
to Asian applicants 19 percent. The0.5 percent, down from about 4.4 per-
increase for white applicants was 16 pereent in 1991 (the first year for which
cent over the same period. data were collected on a loan-by-loan

The 1994 data continue to show ratebasis).
of credit denial that are higher for black
and Hispanic loan applicants than for
Asian and white applicants even whempther Uses of HMDA Data
applicants are in the same income brack-
ets. In 1994 the denial rates for convenSince 1990 the HMDA data reported by
tional home purchase loans overall weréenders have included information about
33 percent for black applicants, 25 perthe race, sex, and income of borrowers
cent for Hispanic applicants, 12 percenaaind loan applicants. For loans sold,
for Asian applicants, and 16 percent folenders also identify secondary-market

purchasers by type of entity. These
Tmputations are adjusted to exclude th EXpE-inded data prOViqe-Opportunities o
effects, beginning with the 1993 data, ofHMDA’s%rOflle the characteristics of the bor-

expanded coverage of independent mortgagiOWers whose loans are purchased by
companies. secondary-market entities and of the
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neighborhoods in which those borrow-including data tape, CD-ROM, and PC
ers residé. diskette?

In carrying out a statutory responsibil-
ity to oversee housing activites by Community Development
government-sponsored entities, HUD . .
uses the expanded HMDA data to helg "€ implementation of new CRA
assess the efforts of Fannie Mae an@!€S—Wwith their increased emphasis on
Freddie Mac to attain HUD goals for COmmunity development lending, ser-

supporting mortgages for low- angVice, and investment—nhelped shape the

moderate-income families and for prop-2ctivities of the Federal Reserve’s Com-
prop unity Affairs program during 1995.

erties in central cities. HUD also maked" N o o
extensive use of the HMDA data as one . | "€ community affairs offices pro-
component of its fair lending reviews.Vided a variety of training workshops—

The data assist in the handling of loarPft€n in cooperation with consumer
compliance examiners—designed to

applicants’ and borrowers’ allegations .
bp ¢ help bankers, community groups, and

of lending discrimination filed with
HUD, the Department of Justice, orOthers understand and respond effec-
vely to the revised CRA regulation.

with some state or local agencies, an ;
J he Federal Reserve Banks of Rich-

in the agencies’ targeting of lenders for -
investiggtion. geting mond and San Francisco sponsored

workshops throughout their Districts to
] explain the new rules. The Reserve
Private Mortgage Insurance Banks at Kansas City, Chicago, and

On behalf of the private mortgage insur£\tlanta held educational workshops or

ance (PMI) industry, the FFIEC alsoinformational forums, and the remaining
compiles HMDA-like data pertaining R€S€rve Banks developed plans to hold

it : < Similar programs early in 1996.
to PMI applications. PMI typically is SIM! .
required by lenders when they extend Because the new CRA regulation
conventional mortgages with small€MPhasizes community development
down payments. lending and investment, the Reserve

Working through their national trade Banks’ educational programs and infor-

association, the Mortgage Insurancénational materials continued to focus
Companies of America, the eight active®n these areas:
gx;c?cr)n aﬂgleég%lémax%csﬁ bg:g;gfgs * The Atlanta, Richmond, Dallas, and

company-specific disclosure statementgt' Louis Reserve Banks co-sponsoreq a
ajor conference on rural economic

for each of the firms and aggregaténV lopment
reports for each MSA. These reports ar<5|e elopme

available for public review at the centraIRe°Sgrh(f3 RBI(;TI:S”S' c?rgll)e:ziciarc]:grr?r?ftg'rt]
depositories where HMDA data are v P unity

available. The information is also ava”_development training workshops

: e The St. Louis, Philadelphia, and
able from the FFIEC in other formats,Chicago Reserve Banks conducted edu-

4. See the discussion of secondary-market
activity in Glenn B. Canner and Wayne Passmore;——
“Credit Risk and the Provision of Mortgages to 5. For an analysis of the 1994 private mortgage
Lower-Income and Minority HomebuyersFed- insurance data, see the appendix to Canner and
eral Reserve Bulletinyol. 81 (November 1995), Passmore, “Credit Risk and the Provision of Mort-
pp. 989-1016. gages,” pp. 1007-16.
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cational programs about opportunitiefunds—that bankers can consider in
for bank involvement in financing serving low- and moderate-income
women-owned and minority-ownedhomebuyers. By year-end, more than
small businesses, including “micro” 30,000 copies of the software had been
businesses distributed nationwide by the Board and
» The Kansas City Reserve Bankthe Reserve Banks. The software also is
conducted training programs in housingavailable for downloading from the
finance techniques that help meet thénternet.
needs of low- and moderate-income The Federal Reserve produced new
families. and updated publications in 1995. The
Board publishedCommunity Develop-
Several Reserve Banks presented tament Investments: A Guide for State
geted training programs to meet speciallember Banks and Bank Holding Com-
needs of bankers in their Districts. Thepanies, an overview of the Federal
Richmond Reserve Bank sponsored Reserve’s policies and guidelines on the
forum on the operation of multibank formation of community development
community development corporationsicorporations (CDCs) and other uses
and the Kansas City, Chicago, andf equity investments for community
Dallas Reserve Banks conducted educaevelopment purposes. The guide re-
tional sessions on fair lending. OverallplacesCommunity Development Invest-
during 1995, community affairs pro- mentsfirst published in 1991. The new
grams sponsored or co-sponsored moigublication covers changes to the Fed-
than 200 conferences, seminars, andral Reserve Act that authorize com-
informational meetings on communitymunity development investments for
development, fair lending, and relatedstate member banks and a new Board
community reinvestment topics. As partinterpretation of Regulation Y for
of their educational activities, the com-community development investments
munity affairs staff members at theby bank holding companies. The Board
Board and the Reserve Banks also madgpdated a companion publication,
400 presentations at conferences, sembirectory: Bank Holding Company
nars, and meetings sponsored by bankCommunity Development Investments,
ing, governmental, business, and comwhich describes existing CDCs and
munity organizations. other investments made by bank holding
The Federal Reserve’s communitycompanies.
affairs program undertook several spe- The Federal Reserve Bank of Dallas
cial initiatives to help banks developpublishedBreaking Ground: A Begin-
effective programs to meet communityner’'s Guide for Nonprofit Developers,
credit needs. The Federal Reserve Bankhich provides basic information for
of Atlanta, working with the Board, prospective nonprofit community devel-
developed software for personal comepment groups about the planning,
puters called “Partners: A Public Pri-financing, and development of afford-
vate Partnership Model for Home Mort-able housing.
gage Lending.” The software helps The Federal Reserve Bank of Phila-
bankers determine borrowers’ loan eligi-delphia publishe®mall Business = Big
bility and provides ten potential loan-Possibilities,which profiles the public—
qualifying techniques—from borrower private partnerships of various financial
self-help to loan subsidies and otheinstitutions throughout the country that
combinations of public and privatehelp finance small businesses. Each



206 82nd Annual Report, 1995

profile describes a bank’s involvementeducational and information products
gives the total lending activity underthat should be developed. Several
the program, includes comments on th&eserve Banks prepared profiles of tar-
profitability of the relationship for the geted communities to assist bankers,
bank, and makes recommendations fotommunity representatives, and others
other banks that seek to develop a simiinterested in community credit needs:
lar partnership program.

The Federal Reserve Bank of Chi- < The Federal Reserve Bank of Rich-
cago publishedAccess to Credit: A mond published community profiles for
Guide for Lenders and Women Ownershe Prince George’s County and Cum-
of Small Businessesa collaborative berland areas in Maryland, the Raleigh—
effort with the Women’s Business Durham area in North Carolina, and the
Development Center of Chicago. TheNorfolk—Virginia Beach—Newport News
guide presents the views of women busiarea of Virginia
ness owners and of lenders on the loan ¢ The Federal Reserve Bank of Phila-
application process for small businessedelphia published a profile for the
and gives recommendations that caWVilkes-Barre—Hazelton—Scranton area
help foster successful lending relation-of Pennsylvania
ships with small businesses. * The St. Louis Reserve Bank issued

Community affairs newsletters furtherprofiles for the metropolitan areas of
expanded the Reserve Banks’' reach ihittle Rock, Arkansas; Jackson, Tennes-
helping to inform financial institutions see; and Columbia, Missouri. For the
about community development and reinLower Mississippi Delta region, the
vestment issues and program opportuniReserve Bank issued a profile and also
ties. The Federal Reserve Bank of Richproduced a video highlighting economic
mond began publishind/arketwise,a development projects in which banks in
newsletter that covers a broad range dhe region were participating
community development and reinvest- ¢ The San Francisco Reserve Bank
ment topics. The Chicago Bank begamublished community profiles for Fresno
issuing Economic Development Newsand Oakland
and Viewsa newsletter that focuses on < The Federal Reserve Bank of Kan-
development issues for small and minorsas City developed demographic analy-
ity businesses and opportunities foises for the metropolitan areas of Kansas
banks. City, Oklahoma City, Omaha, and

Each of the twelve Reserve BankDenver
now publishes one or more newsletters ¢« The Federal Reserve Bank of New
covering various aspects of bank in-York published a report that outlined the
volvement in affordable housing andcredit needs of Washington Heights, a
community and economic developmentManhattan neighborhood, and convened
These newsletters reach a combined cia forum with bankers and community
culation of more than 55,000 bankersgroups to discuss community invest-
community representatives, governmenment options for the area.
officials, bank regulators, and others.

The Reserve Banks’ community Overall during 1995, the System’s
affairs programs continued their out-community affairs offices held more
reach to help identify community devel-than 1,400 outreach meetings with bank-
opment and reinvestment needs andrs, community groups, business repre-
obtain guidance concerning the kinds ogentatives, and others.
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Community affairs programs continuemercial examiners understand various
to meet a growing demand for technicabspects of affordable housing and the
assistance and advice on communitfinancing of community development
development and reinvestment mattergrojects. Board and Reserve Bank staff
Technical assistance is aimed at helpingnembers also helped conduct fair lend-
financial institutions and communitiesing schools, joined in interagency efforts
develop program responses to recoge reform implementation of the CRA,
nized needs and, in many cases, to assiahd provided other briefings and educa-
individual institutions in strengthening tional sessions for bank examiners.
their CRA programs.

The Federal Reserve Bank of San
Francisco worked to foster the creationther Regulatory Matters
and growth of multibank loan consortia
focusing on community reinvestment.The Board took the following other
The Reserve Bank continued its effort@ictions with regard to rulemaking and
to help establish a statewide loan conether responsibilities for the implemen-
sortium for small businesses, the Calitation of consumer protection laws.
fornia Economic Development Loan
Initiative. That effort culminated in the )
formation of a $50 million statewide Regulation B _
loan pool involving about forty banks (Equal Credit Opportunity)

and other corporations. The Reserv?n April the Board published for com-

Sank also rovdeq orgenizalona) P ment aproposal o amend Reguiton
P to eliminate a general prohibition on

of Reinvestment Consortia for Housing : :

,collecting data that relate to an appli-
(ARCH) and helped launch the group’s,, ¢ r%ce, color, sex, religion,p%r
newsletter,Consortia News.The Fed- national origin. If adopted, the rule
eral Reserve Bank of Atlanta assisted &ould allow. but not require, creditors
number of state member banks W'th[o collect these data for any credit prod-

issues related to community OleVEIOp'uct. The prohibition against taking such

ment corporations and investments Nata into account in credit decisions

tar)éfggtvsané%%?g" (;?J\?i/r}mcfg;gg Choorﬁfr:ﬂg/vould remain unchanged. At year-end
proj : 9 ’ the Board expected to take final action

nity affairs programs responded to :
aln{ost 600 re%ugsts for techl)nicaI assis) the proposal early in 1996.
tance on community development and
reinvestment matters. Regulation E

In 1995 the Federal Reserve's Com(EIectronic Fund Transfers)
munity Affairs program continued to
support the System’s supervisory rein April the Board made final an amend-
sponsibilities for the CRA and for fair ment to Regulation E that had been
lending laws. Board staff membersadopted on an interim basis in Novem-
taught sessions for consumer compliber 1994. The rule gives financial insti-
ance examiners on how to conduct comtutions more flexibility in identifying
munity contacts and on bank involve-consumer accounts on receipts at auto-
ment in  community developmentmated teller machines (ATMs). It elimi-
finance; and they presented seven halfiates the requirement that the receipts
day training sessions to help senior comuniquely identify the consumer, the con-
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sumer’s account, or the ATM card. Thisamendments impose both new disclo-
change helps to protect consumers ansures and substantive limitations on
financial institutions against fraudulenthome mortgage loans bearing rates
fund withdrawals. above a certain percentage or fees above
a certain amount. New disclosures also
) apply to reverse mortgage transactions,
Regulation M which provide periodic advances to the
(Consumer Leasing) borrower and rely principally on the

In September the Board published prohome’s value for repayment. The disclo-

posed revisions to RegulatioanoIIow-SureS will ‘assist consumers (elderly
ing a review under the Board's Regu-
latory Planning and Review program.
The primary focus of the review is on
automobile leasing, and the proposed. . :
changes include agnew disclosﬁre%f th irected the Board to submit spec_|al
early termination charge; disclosure Oireports to the Congress ahaut possible

the gross cost of a lease, the residu%mendments to the Truth in Lending

value, and an estimated lease charge;reCtbrltnwagﬂshhrﬁe?s(?a;g"ﬁl"btrg'ttvfgvz

requirement that certain lease disclofhg riaht of rescission wher): thev refi-

sures be segregated from other infor- 9 X y
ance or consolidate home-secured

mation; and, to implement a statutor loans with new creditors. The Board
change enacted in 1994, revised Iorot':oncluded that man conéumers would
visions for radio and television y

advertising benefit from greater flexibility and sup-
At year-énd, the Board was Complet_ported amending the Truth in Lending

ing plans for focus group sessions inAct so that consumers can waive the

Washington, D.C., and Los Angeles ta 31 ¥, teSee800 THOr%, TEol, ¥, B
obtain the views of consumers on :

the proposed disclosures. The Boar?s The 1994 legislation also asked the

believes the focus groups will assis oard to report on how existing rules
in identifying information needed by governing credit advertising could be

consumers to make informed decisiongnc’d'f'ed to increase consumer benefit

about lease transactions. The comand decrease creditor costs and whether
ment period on the Board’s proposalthe rules for radio advertisements could

scheduled to end in December wa?e modified without diminishing con-

extended to mid-February to accommo=-1" protection. In June the Board

date the completion of the focus grou

homeowners, for the most part) in com-
paring costs when shopping for reverse
mortgages.

The Riegle legislation of 1994

ublished a notice requesting public
comment on these issues; in September

Interviews. it submitted a report to the Congress

recommending statutory amendments
Regulation Z that could d_ecrease creditor cost with-
(Truth in Lending) out decreasing consumer benefit. One

recommended change would allow
In March the Board amended Regulacreditors to give abbreviated credit dis-
tion Z to implement changes made taclosures in radio and television adver-
the Truth in Lending Act by the Riegle tisements together with a toll-free num-
Community Development and Regula-ber that consumers could call for further
tory Improvement Act of 1994. The information about credit costs.
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Regulation DD such matters as the treatment of loan
(Truth in Savings) prequalifications, participations, refi-
nancings, home equity lines of credit,
In January the Board requested coMmergers, and loan applications received
ment on possible changes in the formulgyough brokers. The Board expects the
for calculating an annual percentaggommentary to reduce the burden of
yield (APY). The Board adopted anc,mpjiance by clarifying difficult issues,
interim rule for certain noncompound-proyiging flexibility, and consolidating
ing multiyear certificates of deposit; they,o guidance previously contained in
rule permits institutions to disclose an,rious sources.
APY equal to the contract interest rate. | December the Board proposed an
The Board deferred final action on the,n4ate 10 the official staff commentary
January proposal, taking account ofg Regylation DD (Truth in Savings). It
pending legislation that would makegqqressed issues such as the timing by
significant reductions in the require-hich credited interest becomes part of
ments of the Truth in Savings Act. principal and how leap years affect the
calculation of the APY.

In June the Board published an
update to the commentary to Regula-
In 1995 the Board continued to offertion B (Equal Credit Opportunity). The
legal interpretations and guidanceupdate addressed disparate treatment,
through its official staff commentaries,special-purpose credit programs, credit
which are a substitute for individual staffscoring systems, and discrimination
interpretations. based on marital status. In December the

In April the Board revised the official Board published proposed revisions for
staff commentary to Regulation Z (Truththe 1996 update; they included guidance
in Lending). The update gives guidanceon such issues as the use of age in credit
on the treatment of various fees andcoring systems, spousal signature rules,
taxes associated with real estate loarend the signature rules for business
and a creditor's responsibilities whencredit.
investigating a claim of the unautho-
rized use of a consumer’s credit card. |
December the Board proposed revision
for the 1996 update; they provide guid-
ance on amendments to Regulation Zn keeping with statutory requirements,
affecting reverse mortgages and certaithe Board monitors the effect of the
mortgages bearing rates above a ceElectronic Fund Transfer Act on compli-
tain percentage or fees above a certaiance costs and consumer benefits related
amount. The proposed revisions alsdo EFT services. Proposed revisions to
address issues such as a credit card issRegulation E (Electronic Fund Trans-
er's responsibilities when a cardholderfers) under the Board’'s Regulatory
asserts a claim or defense relating to Blanning and Review program were
merchant dispute. scheduled as of year-end for Board con-

In July the Board published a pro-sideration in early 1996.
posed staff commentary to Regula- The proposed revisions to Regulation
tion C (Home Mortgage Disclosure); inE are limited because the current regula-
December it published a final versiontion already follows closely the detailed
The commentary provides guidance omequirements of the statute. Most

Interpretations

conomic Effects of the
lectronic Fund Transfer Act
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revisions would clarify and simplify the  Direct deposit is another widely used
text of the regulation, reorganize andEFT service. More than half of all U.S.
consolidate related material, and deletbouseholds with deposit accounts
obsolete provisions. The commentary toeceive some funds through direct
Regulation E would be revised to follow deposit. Direct deposit is particularly
the format of the commentaries of othemwidespread in the public sector: More
regulations. These changes would rethan half of social security payments
duce burden somewhat since they wouldnd two-thirds of federal salary and
make it easier for financial institutionsretirement payments are made electroni-
to understand and use the regulatiogally. The use of direct deposit is less
and commentary. The few substantiveommon in the private sector, but it has
changes would not likely have muchgrown substantially in recent years.
effect on regulatory burden. As a whole Considering both public and private
the proposed revisions would reducgayments, the proportion of households
ongoing burden without reducing con-receiving direct deposits grew about
sumer benefits. There would be somé.4 percent per year during the 1990s.
transaction cost of learning and imple- Point-of-sale (POS) systems account
menting the revised regulation. for a small share of EFT activity, but
Aside from regulatory changes thattheir use continued to grow rapidly in
potentially benefit consumers or reducd995. The number of transactions on
compliance burdens, the economidOS systems rose 36.9 percent, from
effects of the Electronic Fund Transferd7.2 million per month to 64.6 million
Act generally increased because of conper month; the number of POS terminals
tinued growth in the use of EFT ser-rose 53.6 percent, to 528,700.
vices. During the 1990s the proportion The incremental costs associated with
of U.S. households using EFT serviceshe EFT act are difficult to quantify
has grown at an annual rate of aboubecause it cannot be determined how
2.5 percent. About 85 percent of houseindustry practices would have evolved
holds with deposit accounts at financialn the absence of statutory requirements.
institutions now have one or more EFTThe benefits of the law are also difficult
features on those accounts. to measure because they cannot be iso-
Automated teller machines are thdated from consumer protections that
most widely used EFT service. Nearlywould have been provided even in the
two-thirds of all households with absence of regulation. The available
deposit accounts currently have ATMdata provide no evidence of serious con-
cards, and most of the nation’s deposisumer problems with electronic trans-
tory institutions offer customers accessactions. In 1995 about 90 percent
to their accounts through ATMs. Accessof depository institutions examined by
has been enhanced by the operation déderal agencies were in full compliance
shared networks. Almost all ATMs in with Regulation E. Statistics indicate
operation today participate in one orthat among institutions examined, those
more shared networks. The monthlynot in full compliance generally had
average number of ATM transactionsfewer than five violations. The
increased about 16.3 percent, fronviolations primarily involved failure
694.5 million in 1994 to 807.4 million to provide all required disclosures to
in 1995. During the same period, theconsumers.
number of ATMs available to consum- The Board’'s database of consumer
ers rose 12.6 percent, to 122,700. complaints and inquiries is another
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source of information on potential prob-ing school, and a class in CRA examina-
lems. In 1995, 38 complaints, of aboution techniques.

1,200 investigated by the Federal During the reporting period, the Fed-

Reserve, involved state member bank®ral Reserve System conducted three
handling of electronic transactions. Twobasic consumer compliance schools for
of the EFT complaints involved a pos-a total of 96 students, three advanced
sible violation of the act or regulation. consumer compliance schools for 51
students, and three fair lending schools
for 113 students.

Examiner training is supplemented by
The Federal Reserve System has maiithe Reserve Banks through departmen-
tained a program of specialized examital meetings and special training ses-
nations for compliance with consumersions. In addition, the Board’s resident
protection laws since 1977. During theexaminer program provides Federal
1995 reporting period (from July 1, Reserve examiners with the opportunity
1994, to June 30, 1995), the Federdio get a System perspective through
Reserve examined 593 state membavorking at the Board for several weeks;
banks and 238 foreign banking organithey observe how the division operates,
zations for compliance with consumerhow policies are developed, and how the
laws governing financial servicés. Board coordinates its activities with

The compliance examinations areghose of other agencies that supervise
conducted by a consumer affairs unifinancial institutions.
within each of the twelve Federal The FFIEC is the interagency coordi-
Reserve Banks. The Compliance Seaating body charged with developing
tion of the Board’'s Division of Con- uniform examination principles, stan-
sumer and Community Affairs reviewsdards, and report forms. In 1995 the
and coordinates compliance activitiesmember agencies of the FFIEC collabo-
providing Reserve Banks with the infor-rated to revise examination procedures
mation and assistance they need, ano reflect changes in consumer laws
ensuring that the Reserve Banks take and regulations. They adopted changes
uniform approach to compliance examito examination procedures related to
nations. New examiners in the Federahmendments to Regulation E (Electronic
Reserve System attend the Board'&und Transfers) and developed new
three-week basic consumer compliancexamination procedures for the revised
school; examiners with eighteen toregulations that implement the CRA.
twenty-four months of field experience
attend the Board’s week-long advanceg\gency Reports on Compliance
compliance school, two-week fair lend-ywijth Consumer Regulations

Compliance Examinations

Data from the Board, other member
6. The Federal Reserve examines stateagencies of the FFIEC, and other federal
chartered agencies and state-chartered uninsuregipervisory agencies cover the compli-

branches of foreign banks, which are commerciaénCe of institutions with the Equal
lending companies owned or controlled by foreign

banks, and organizations operating under sectioﬂ:r(adlt Opportunity Act, the Electronic
25 or 25(a) of the Federal Reserve Act (Edge Act——

and agreement corporations). Typically, in com- 7. The Board did not offer the advanced CRA
parison with state member banks, these instituexamination techniques class during 1995.
tions conduct relatively few activities that are cov-Instead, FRB examiners attended interagency
ered by consumer protection laws. training for the revised CRA.
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Fund Transfer Act, the Consumer Leassex, marital status, and age on credit
ing Act, the Truth in Lending Act, the applications primarily for the purchase
Community Reinvestment Act, theor refinancing of a principal residence
Expedited Funds Availability Act, and + Give a statement of reasons for
the prohibitions in Regulation AA on adverse action that is specific and indi-
unfair and deceptive practices. Thecates the principal reasons for the credit
degree of compliance with these lawslenial or other adverse action.
and regulations varied widely in 1995
but overall was little changed from The Board issued three written agree-
1994. The following section summa-ments, one cease-and-desist order, and
rizes compliance data for the reportingone civil money penalty involving viola-
period July 1, 1994, to June 30, 1995. tions of Regulation B. The OTS issued
eight formal enforcement actions in-
: . volving Regulation B. The FDIC issued
(EF\():]:;LIJIgtrigﬂltB()Dpportunlty Act fchirtee_n formal enforcement actions
involving consumer compliance regula-
The level of full compliance with the tions without distinguishing which of
Equal Credit Opportunity Act (ECOA) those actions involved Regulation B.
in 1995, 62 percent, was about the same The other agencies that enforce the
as 1994's 61 percent. The agencieECOA—the Farm Credit Administra-
reported that 74 percent of the institution (FCA); the Department of Trans-
tions examined in 1995 that were not inportation; the Small Business Adminis-
full compliance with Regulation B had tration; the Grain Inspection, Packers
between one and five violations (theand Stockyards Administration of the
lowest-frequency category), comparedepartment of Agriculture; and the
with 72 percent in 1994. The most fre-Securities and Exchange Commission—
quent violations involved the failure to reported substantial compliance among
take the following actions: the entities they supervise. The FCAs
examination and enforcement activities
» Provide a written notice of adversedid reveal violations of the ECOA that
action that contains a statement of theesulted in one formal enforcement
action taken, the name and address afction. The FCA reported that the most
the creditor, an ECOA notice, and thefrequent violation it found involved the
name and address of the federal agendgilure to provide applicants with timely
that enforces compliance notification of action taken on loan
» Notify the applicant of the action applications. The Federal Trade Com-
taken within the time-frames specifiedmission (FTC) reported a continuation
in the regulation of its work with other government agen-
» Request information for monitoring cies and with creditor and consumer
purposes about race or national originprganizations to increase awareness of,
and compliance with, the ECOA.

8. The federal agencies that supervise financial

institutions do not use the same method to compil ;
compliance data. Consequently, the data in thi lectronic Fund Transfer Act

report, which are presented in terms of percent RegUIatlon E)

ages of all financial institutions, represent gener ’ - . .
conclusions. When overall levels of compliancglrhe five financial regulatory agencies

are discussed in terms of percentages of all finarf—e‘porteq that. ap_prQXimately 90 percent
cial institutions, the percentage shown is the mearof examined institutions were in compli-
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ance with Regulation E, the same leveWhich implements the Consumer Leas-
of compliance reported for 1994. Duringing Act. As in the 1994 reporting period,
1995, financial institutions most fre- more than 99 percent of examined insti-
quently failed to comply with the fol- tutions were found to be in full compli-
lowing provisions of Regulation E: ance with the regulation. The violations
noted by the agencies involved the
» Provide a notice of the proceduredailure to adhere to specific disclosure
for resolving alleged errors at least onceequirements.
each calendar year The Farm Credit Administration also
* After receiving notice of an error, considers the institutions it supervises to
investigate the alleged error in a prompbe in substantial compliance with the
manner, determine whether an error adconsumer Leasing Act. It found no vio-
tually occurred, and transmit the resultdations of the act through its examina-
of the investigation and determination tation and enforcement activities.
the consumer within ten business days The FTC issued one final consent
» Provide a written statement outlin-order involving violations of the Con-
ing the terms and conditions of the elecsumer Leasing Act by three automobile
tronic fund transfer service at the time adealerships whose advertisements failed
consumer contracted for an EFT servicéo make full disclosure of payment
or before the first transfer was made terms.
» Provide customers with a statement
of all required information at least Truth in Lendin
. L g Act
quarterly, or monthly if EFT activity (Regulation 2)

occurred.
The FFIEC agencies reported that nearly
The Board issued one written agreeb0 percent of examined institutions were
ment involving violations of Regulation in full compliance with Regulation Z, a
E, and the OTS issued one formal enslight improvement over the 48 percent
forcement action. The FTC reported thateported for 1994. The Board, the
litigation continues regarding a telemarNCUA, the FDIC, and the OCC showed
keting company that allegedly failed toincreases in compliance, while the OTS
obtain written authorization from con-reported a decrease. Agencies indicated
sumers for preauthorized transfers. Thehat, of the examined institutions not in
SEC continues to examine for broker—full compliance, 58 percent were in the
dealer compliance with the EFT Act,lowest-frequency category (between one
but found no violations during 1995.and five violations), compared with
The FDIC reported thirteen formal 56 percentin 1994.
enforcement actions to deal with vio- The violations of Regulation Z most
lations of Regulation E and other con-often observed were the failure to accu-
sumer compliance regulations withoutrately disclose the finance charge or dis-
specifying how many of the thirteenclose the payment schedule; to disclose
involved electronic fund transfers. that the creditor has a security interest in
the property being purchased or in other
. identified property; to provide a good
E:F?gsmr;[iegnl‘&a)lsmg faith estimate Wi_thin three _business
days; and to provide two copies of the
The FFIEC agencies reported substamotice of the right of rescission to
tial compliance with Regulation M, borrowers.
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The Board issued one written agreefaceted program for enforcing and fos-
ment, one cease-and-desist order, artdring better bank performance under
one civil money penalty involving viola- the CRA:
tions of Regulation Z, and the OTS
issued fifteen formal enforcement e« Examinations of institutions to
actions. The FDIC reported thirteen for-assess compliance
mal enforcement actions involving con- < Dissemination of information on
sumer compliance regulations withouttommunity development techniques to
distinguishing which of those actionsbankers and the public through commu-
involved Regulation Z. nity affairs offices at the Reserve Banks

Under the Interagency Enforcement ¢ CRA analyses in processing appli-
Policy on Regulation Z, 388 institutionscations from banks and bank holding
supervised by the Board, the FDIC, thecompanies.

OCC, and the OTS were required to

refund $2.8 million on 17,110 accounts Under the provisions of the CRA,
in 1995 for improper disclosures. InFederal Reserve examiners review the
1994, largely because of a single crediperformance of state member banks in
card issuer, $6.8 million was refundechelping to meet the credit needs of their
on 137,504 accounts. communities. When appropriate, exam-

The FTC issued three final consentners suggest ways to improve CRA
orders that alleged violations of theperformance. During the 1995 reporting
Truth in Lending Act. The casesperiod, the Federal Reserve conducted
involved three automobile dealerships582 CRA examinations: 3 banks were
three building firms, and a franchisor ofrated as being in “substantial noncom-
video dating services and twenty-threeliance” with the CRA, 12 as “needs to
of its franchisees. The FTC expects thémprove” in meeting community credit
respondents in the video case to makeeeds, 435 as “satisfactory,” and 132 as
refunds in excess of $200,000. “outstanding.™

The FTC also continued its consumer
and business education efforts. To thi . S
end, the FTC completed a brochur%égegllign':gg)s Availability Act
about the new mortgage protections con 9
tained in the Truth in Lending Act and The FFIEC agencies reported that
Regulation Z that pertain to home equity76 percent of examined institutions were
loans with rates above a certain percentn full compliance with the Expedited
age or fees above a certain amount.  Funds Availability Act in 1995, about
the same level as in 1994. Of the institu-
: . tions not in full compliance, 78 percent
%)gmg{;g% Iégl)nvestment Act were in the Iowest—frequency category

(between one and five violations).
The Board assesses the CRA perforAmong all institutions examined, the
mance of state member banks durindollowing five rules were the provisions
regular compliance examinations anaf Regulation CC most often violated:
takes the CRA record into account,
alon_g With other factors, when aCting o 9. Foreign banking organizations and Edge Act
applications from state member banksémd agreement corporations accounted for 238 of

and bank holding compapies_. The Fedme institutions examined for compliance with con-
eral Reserve System maintains a thre@umer laws; they are not subject to the CRA.
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 Follow special procedures for largeCRA protests or adverse CRA ratinis.
deposits The System reviewed another twenty-
» Adequately train employees andthree cases that involved fair lending
provide procedures to ensure compliancand other issues related to compliance
» Provide the required second-daywith consumer regulatioris.
availability for specified items Among the seventy-five cases involv-
* Provide adequate written noticeing CRA concerns, seventeen involved
when the bank extends the time thahdverse CRA ratings, fifty-three were
funds will be unavailable based onprotested on CRA grounds, and five
a permitted exception, including theinvolved both adverse CRA ratings and
reason for not providing normal protests.
availability Several applications related to major
» Provide immediate availability on bank mergers; all had been protested on
$100 of deposits not subject to next-dayCRA grounds. The Board approved the
availability. mergers, finding in each case that conve-
nience and needs factors were consistent
The Board issued one cease-andwith approval.
desist order and one civil money pen- In October the Board approved the
alty, and the OTS issued two formalapplication of First Union Corporation
enforcement actions. The FDIC reportedCharlotte, North Carolina) to acquire
thirteen formal enforcement actionsFirst Fidelity Bancorporation (Law-
involving consumer compliance regularenceville, New Jersey). With the acqui-
tions without identifying the legislation sition, First Union became the sixth

or regulations involved. largest banking organization in the
nation.

In November the Board approved the

Unfair and Deceptive Acts application of NBD Bancorp (Detroit)

or Practices to acquire First Chicago Corporation

(Regulation AA) (Chicago), an acquisition that made

i i _ NBD the seventh largest banking orga-
The three financial regulatory agenciegjzation in the nation.
with responsibility for enforcing Reg- | August the Federal Reserve held
ulation AAs Credit Practices Rule Rublic meetings in Boston, Hartford, and
reported that more than 98 percent ojlpany on an application by the Fleet
examined banks were in full compliancerinancial Group (Providence, Rhode
with the regulation. The most frequenijsjand) to acquire Shawmut National
a clear and conspicuous disclosure OBrotests against the acquisition. In
cosigner |Iab|||t)_/. The Board issued OneNovember the Board approved the
cease-and-desist order and one Civijpplication. With the acquisition of
money penalty. Shawmut, Fleet became the dominant
banking organization in New England

Applications 10. These cases involved applications and
requests for waiver of an application requirement.

. 11. Six cases involving CRA issues and five
During 1995 the Federal Reserve SyS_nvolving other compliance issues were withdrawn

tem ?-CtEd on seventy-five bank ?-nd bankuring 1995. Twenty-three cases were pending as
holding company cases that involvecf year-end 1995.
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and among the top ten in the countryapplication of Johnson International,
The Board expressed concerns aboutlac. (Racine, Wisconsin), to acquire
loan-pricing policy involving “over- Seaboard Savings Bank, F.S.B. (Stuart,
ages” at one of Fleet’'s nonbanking sub+lorida). Johnson’s lead bank had
sidiaries because of its effect on minorfeceived three consecutive “unsatisfac-
ity borrowers. tory” compliance ratings, the first in
Also in November the Federal 1989 and the most recent in September
Reserve held public meetings in Newl1994. This application was the first to be
York City on an application by Chemi- denied by the Board solely because of a
cal Banking Corporation to acquirebank’s compliance deficiencies.
Chase Manhattan Corporation (both of In July the Board denied the applica-
New York), for the largest U.S. banktion of Totalbank Corporation of Florida
merger to date. The meetings were condMiami) to acquire Florida International
ducted jointly with the New York State Bank (Perrine, Florida). The Board
Banking Department. At year-end thebased the denial on the “less than satis-
Board had not yet acted on thefactory” CRA ratings received by Total-
application?2 bank’'s two subsidiary banks from the
In December the Board approved thd-DIC and OCC respectively.
application of NationsBank Corporation
(Charlotte, North Carolina), the fourth .
largest banking organization in theConsumer Complaints
country, to acquire Bank South CorporaThe Federal Reserve investigates com-
tion (Atlanta). plaints against state member banks, and
During 1995 the Board denied twoforwards to the appropriate enforcement
applications on CRA or complianceagencies complaints that involve other
grounds. In March the Board denied thecreditors and businesses (see table). The
Federal Reserve also monitors and ana-

12. The Board approved the application onlyzes_ complaints about unregulated
January 5, 1996. practices.

Consumer Complaints to the Federal Reserve System Regarding State Member Banks
and Other Institutions, by Subject, 1995

. State membe Other

Subject banks institutionst Total
Regulation B (Equal Credit Opportunity). ..................... . 70 38 108
Regulation E (Electronic Fund Transfers)..................... . 39 38 77
Regulation Q (Interest on Deposits) ...................c...... . 1 2 3
Regulation Z (TruthinLending)...............oooiviiinn.. . 207 218 425
Regulation BB (Community Reinvestment)................... . 0 2 2
Regulation CC (Expedited Funds Availability). ................ . 16 33 49
Regulation DD (Truth in Savings). .. ......ovviiireiinnnnn . 27 44 71
Fair Credit Reporting ACt. . .......ooiriuii i .. 43 50 93
Fair Debt Collection PracticesACt........................... . 11 10 21
Fair Housing Act ............... .. 2 4 6
Flood insurance.................... P 0 1 1
Holder in due course P 1 1 2
Real Estate Settlement Procedures Act ..................... . 6 11 17
Unregulated practices. ... .....ovvvuvririiiiiaiiianieen. .. 815 939 1,754
Total .o 1,238 1,391 2,629

1. Complaints against these institutions were referred
to the appropriate enforcement agencies.
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Complaints about State lated lending practices (such as release
Member Banks or use of credit information). Another
25 percent of the 1,238 complaints
In 1995 the Federal Reserve receivethvolved disputes about interest on
2,629 complaints: 2,193 by mail, 421 bydeposits and general deposit account
telephone, and 15 in person. The Fedpractices. The remaining 15 percent
eral Reserve investigated the 1,238 contoncerned disputes about electronic
plaints that were against state membeund transfers, trust services, and other
banks. About 60 percent involved loanmiscellaneous bank practices.
functions (see table). Of these, 6 percent The System also received 2,463 in-
alleged discrimination on a prohibitedquiries about consumer credit and bank-
basis, and 54 percent concerned credihg policies and practices. In responding
denial on nonprohibited bases (such at these inquiries, the Board and Federal
length of residency) and other unreguReserve Banks gave specific explana-

Consumer Complaints to the Federal Reserve System, by Function
and Resolution, 1995

Loans .
. Electronic
Type of complaint : Trust
and resolution Tol DLSaCtEQi' Other Pepostts tr;lrng?ers services Other
Complaints about state
member banks,
by resolution
Insufficient informatiort .. ... 31 1 8 12 2 0 8
Information furnished to
complainant .......... 67 2 42 15 1 1 6
Bank legally correct
No reimbursement or
accommodation. . .... 601 43 295 175 22 15 51
Reimbursement or
accommodation—
goodwill® ........... 202 1 153 32 5 1 8
Bankerror ................. A 161 5 100 32 4 2 18
Factual disputé. ............ 30 1 14 9 2 0 4
Possible bank violatioh .. ... 21 3 10 6 2 0 0
Matter in litigationé . ........, 9 2 1 6 0 0 0
Customererror............. 20 1 14 4 0 0 1
Pending, December 31....... 98 13 43 15 1 1 25
Total complaints, state
member banks
Number.................... . 1,238 72 680 306 39 16 217
Percent.................... . 100 6 54 25 3 2 10
Complaints referred to
other agencies........... 1,391 52 695 373 38 16 217
Total .....oooviiiiii . 2,629 124 1,375 679 7 36 338

1. The staff was unable, after follow-up correspon- 4. Involves a factual dispute not resolvable by the
dence with the consumer, to obtain sufficient informationFederal Reserve System or a contractual dispute that can
to process the complaint. be resolved only by the courts. Consumers wishing to

2. When it appears that the complainant does not unpursue the matter may be advised to seek legal counsel or
derstand the law and that there has been no violation okegal aid or to use small claims court.
the part of the bank, the Federal Reserve System explains 5. After the Federal Reserve determined that a state
the law in question and provides the complainant withmember bank had possibly violated a law or regulation,
other pertinent information. the bank took corrective measures voluntarily or as indi-

3. The bank appeared to be legally correct but chose toated by the Federal Reserve.
make an accommodation. 6. Parties are seeking resolution through the courts.
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tions of laws, regulations, and bankingunderstanding between HUD and the
practices and provided relevant printedederal bank regulatory agencies. In
materials on consumer issues. 1995 the Federal Reserve referred
twelve complaints about state member
. banks to HUD. Investigations completed
Unregulated Practices for ten of the twelve complaints re-
Under section 18(f) of the Federal Tradevealed no evidence of discrimination;
Commission Act, the Board continuedthe remaining two complaints were
to monitor complaints about bankingpending at year-end.
practices that are not subject to existing
regulations and to focus on those CoMg
plaints that may be unfair or deceptive.
Three categories accounted for 11 perfo gain a better understanding of the
cent of the 1,754 complaints receivedype and scope of complaint activity at
in 1995: problems involving credit cardthe federal level, the Board has under-
accounts (61), interest rates and termwmken an exchange of complaint data
of credit cards (78), and miscellaneousmong the federal financial regulatory
unregulated practices (59). Each of thesagencies. During 1995 the Board joined
categories accounts for a small numbewith the FDIC in analyzing the two
(about 4 percent or less) of all consumeagencies’ respective systems for catego-
complaints received by the System.  rizing complaints and researched ways
Many complaints about credit cardto facilitate data exchange and analysis;
accounts involved a variety of customeidata exchange was expected to begin by
service problems, including financialthe second quarter of 1996. Work with
institutions’ failing to close accounts asother agencies will follow.
requested; sending periodic statements In 1995 the Consumer Complaints
to the wrong address; and limiting theSection joined with the division’s
number of telephone inquiries made tdnformation Systems unit to develop the
their service departments. Complaint€€onsumer Complaint Executive Infor-
about issuers of credit cards coverednation System, a comprehensive system
interest rate increases, allegations thdhat will consolidate all of the complaint
banks are charging a higher-than-agreggrogram’s current analysis tools. The
interest rate on transferred accounsystem, expected to be fully operational
balances, and allegations that financiaby mid-1996, will facilitate analysis of
institutions did not keep their word onthe types of discrimination complaints
holding interest rates constant. Comseceived by the Federal Reserve Sys-
plaints in the miscellaneous categoryem; generate individualized response
covered a wide range of issues includindetters automatically; analyze data to
the purchase of certificates of depositdetermine complaint patterns and trends;
check cashing, and the release of liens.and provide geographic and demo-
graphic analysis of data, along with
. other management tools.
Complaints Referred to HUD In recent years the Federal Reserve
The Federal Reserve continued to refenas received an increasing number of
to the Department of Housing andconsumer complaints about credit card
Urban Development complaints thatmail solicitations from financial
allege violations of the Fair Housinginstitutions that consumers allege are
Act, as required by a memorandum ofmisleading because they do not clearly

omplaint Program Initiatives
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set out the interest rates being charged The program’s most significant initia-
and the credit limits offered. The Boardtive to date is a nationwide campaign to
has undertaken a study of the comeducate consumers about uninsured
plaints received by the System as welproducts, especially mutual funds and
as by the other federal financial regulaannuities, sold by financial institutions.
tory agencies, state attorneys generalhe project, carried out in cooperation
and state banking departments. with the Federal Reserve Banks of
To complement the data gatheringMinneapolis, Boston, Dallas, and Cleve-
the Board included questions on the Suand, and with assistance from the
vey of Consumer Attitudes, conductedAmerican Association of Retired Per-
by the University of Michigan's Survey sons, seeks to communicate the core
Research Center, for two successivenessage that not all retail products
months. These survey data will helpoffered by banks are insured. It offers a
define consumers’ understanding of theideo and other resource materials to
credit terms used in mail solicitationsfacilitate seminar presentations to con-
and identify problems they havesumers and training sessions for bankers
experienced. Analysis of the survey dat@n guidelines issued by the federal bank-
and information from the state and feding agencies. During 1995, sixty-four
eral agencies is scheduled for compleeonsumer seminars and forty-seven
tion by mid-1996. banker training programs reached
During 1995, individual staff mem- almost 4,800 consumers and nearly
bers from the Reserve Banks’ consumet,400 bankers. A series of town meet-
complaint sections continued to work atings sponsored by the Securities and
the Board for several weeks at a timeexchange Commission reached another
to gain familiarity with operations in 2,150 consumers. More than 7,200 cop-
Washington. Seven Reserve Banks paies of the video and more than 700 cop-
ticipated in the program. ies of the consumer seminar package
have been distributed. The materials are
available from the Board or electroni-
cally on the World Wide Web sites
In 1995 the division formally estab- of the Minneapolis and Philadelphia
lished a Consumer Policies program tdreserve Banks.
explore alternatives to regulation for
providing consumer protection in retail
financial services. The program focuse
on bringing research information to beaThe Consumer Advisory Council met in
more directly on the policymaking pro- March, June, and November to advise
cess and is staffed by an economist witlthe Board on matters concerning con-
an academic background in methods ofumer credit protection laws and on
information dissemination and in theother issues dealing with financial ser-
study of consumer behavior. In its develvices to consumers. The council’s thirty
opment of strategies, the program willmembers come from consumer and
target both lenders and consumers. Ducommunity organizations, financial in-
ing 1995 the program helped launch atitutions, academia, and state and local
focus-group project on consumer leasgovernment. Council meetings are open
ing disclosures (as discussed above, ito the public.
the section on proposed revisions to The council considered many topics
Regulation M). during 1995. These included regulatory

Consumer Policies

gonsumer Advisory Council
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and legislative reform of the CRA; abuses that gave rise to the 1994 law
other statutory amendments in omnibusad involved first mortgages and not
burden-reduction bills; the potentialjust subordinate-lien transactions. Rep-
impact of technology on consumerresentatives of both industry and con-
banking; use of mandatory arbitrationsumer interests agreed that the proposed
clauses in banks’ agreements with conlegislative amendment creates a serious
sumers; fair lending matters; the saldoophole in the Truth in Lending law.
of uninsured investment products byThe Board forwarded the council reso-
insured depository institutions; thelution to the chairmen of the House
waiver of consumers’ right of rescissionand Senate banking committees in
for certain loans; Truth in Savings pro-November.
posals on the calculation of the annual In regard to CRA reform, council
percentage yields on deposit accountsnembers discussed the fair assessment
and the need for reconciling the requireof credit needs by financial institutions;
ments that govern real estate mortgag#he need for consistency among agen-
transactions under the Truth in Lendingcies and examiners in rating insti-
and Real Estate Settlement Procedurdstions’ CRA performance; and the
Acts. extent to which the revised CRA
At each of the three meetings, com+egulation will reduce regulatory bur-
mittees and the full council discussedden and a perceived over-emphasis on
various components of the Senate andocumentation.
House bills to reduce regulatory burden. Technology and consumer banking
The views of industry concerning regu-was a major topic in November. Mem-
latory burden often diverged from thosebers considered the potentially wider use
of consumer and community groups. Byof electronic cash, pilot projects for
contrast, in November, members of thestored-value cards, and the lower operat-
council’'s Consumer Credit Committeeing costs for institutions and greater
offered, and the council unanimouslyflexibility for consumers that may flow
adopted, a resolution suggesting that thigom these electronic services. They also
Congress drop a proposed amendmestaw some potential drawbacks, such as
to the Truth in Lending Act that would unequal access to the banking system
exclude first-mortgage loans from provi-and the risk of loss from computer
sions of the Home Ownership Equitybreakdowns or security breaches.
Protection Act of 1994. The 1994 law At all three meetings, the council
requires special disclosures when lendaddressed matters regarding the Board’s
ers offer loans that bear interest rateproposed amendments to Regulation M,
above a certain percentage or fees aboygimarily as it affects the consumer leas-
$400, and sets substantive prohibitiongng of automobiles. Discussion centered
against, among other things, ballooron the format of disclosures, means of
payments and negative amortization. highlighting the most important items,
In adopting the resolution, council and the best ways to convey information
members expressed concern that, #bout early-termination charges and
enacted, the proposed legislation wouléibout the choice between purchasing
allow lenders to circumvent consumerand leasing an automobile.
protections by replacing a homeowner’'s Roundtable discussions, known as the
existing mortgage with a higher-costMembers Forum and held at each coun-
loan that retained first-lien status. Coune€il meeting, gave council members the
cil members noted that many of theopportunity through the year to offer the
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Board their views on their industries ordesire not to hinder the development of
localities. these products by the application of the
Electronic Fund Transfer Act, but it also
suggested that the Congress should defer
the wholesale exemption of stored-
valued products from the act until some
The Board twice testified before thebasic analysis is conducted.
Subcommittee on Financial Institutions
and Consumer Credit of the Hous .
Committee on Banking and FinanciaTRecommendatlons
Services: in March regarding CRA
reform and in May regarding proposedeach year the Board asks for recommen-
legislation on regulatory relief. In May dations that the federal supervisory
the Board also testified before theagencies may have for amending the
Subcommittee on Financial Institutionsfinancial services laws or the imple-
and Regulatory Relief of the Senatementing regulations.
Committee on Banking, Housing, and In 1995 the OCC suggested that the
Urban Affairs on a wide range of Congress consider alternatives to make
regulatory relief issues. In Octoberconsumer disclosures less burdensome
the Board testified before the Subcomfor depository institutions and more ben-
mittee on Domestic and Internationaleficial to consumers than under current
Monetary Policy of the House Com-laws. The OCC recommended also that
mittee on Banking and Financial Serthe Congress modify the ECOA pro-
vices on emerging electronic paymenvisions that require a referral to the
technologies. Department of Justice when an agency
The Board’'s testimony on burdenfinds a pattern or practice involving
reduction supported efforts to reduce theiolations of the nondiscrimination
cost of complying with federal laws. rules. The OCC suggested either limit-
The Board generally did not favoring the mandate to refer cases—for
proposals to substantially amend thexample, to violations that involve par-
CRA, believing that the interagencyticular prohibited bases—or alterna-
regulations adopted by the federal banktively, providing for waiver of referral if
ing agencies in April 1995 ought to bea violation detected by the agency
allowed to take effect. The Board alsostemmed from an institution’s self-
did not support a proposed transfer t@assessment.
the Board of rulewriting authority for  The FDIC reiterated support for pro-
the Real Estate Settlement Procedurgmsed amendments to the ECOA, EFT,
Act, and it raised specific objections toConsumer Leasing, and Truth in Lend-
the possibility of having to administering Acts pending in the Congress. The
rules regarding prohibitions on kick- agency also noted its support, mentioned
backs. The rulewriting authority cur-in congressional testimony, for amend-
rently rests with HUD. ments to the Board’s Regulation B that
In regard to emerging technologieswould permit creditors to request infor-
for electronic payment systems suchmation on race, color, national origin,
as stored-value products, the Boardex, and religion from credit applicants.
described some areas of concern, includuch information, the FDIC believes,
ing the potential impact on monetarywould enable institutions to review
policy issues. The Board expressed averall lending patterns to ensure that

Testimony and Legislative
Recommendations

of Other Agencies
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customers are being treated in a fair,
nondiscriminatory manner. The FDIC
also expressed support for the Board's
efforts to update and simplify the rules
governing consumer lease transac-
tions to reflect the marketplace more
appropriately.

The FTC endorsed both the regula-
tory review of lease disclosures now
under way and an upcoming review of
credit requirements under Regulation Z.
The agency notes that consumer financ-
ing practices have changed considerably
since 1981, when the Board last revised
Regulation Z in its entirety following
the enactment of the Truth in Lend-
ing Simplification and Reform Act of
1980. .
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Litigation

In 1995 the Board of Governors was af a Board order, dated March 1, 1995,
party in fifteen lawsuits filed that yearapproving notices by Banc One Corpo-
and was a party in seven other casestion, Columbus, Ohio; CoreStates
pending from previous years, for a totalFinancial Corp., Philadelphia, Pennsyl-
of twenty-two cases. In 1994 the Boardvania; PNC Bank Corp., Pittsburgh,
had also been a party in a total ofPennsylvania; and KeyCorp, Cleveland,
twenty-two lawsuits. Six of the fifteen Ohio, to acquire certain data processing
lawsuits filed in 1995 raised questionsassets of National City Corporation,
under the Bank Holding Company Act.Cleveland, Ohio, through a joint venture
A total of twelve cases were pending a{81 Federal Reserve Bulletid91). The
year-end 1995. case is pending.

Jones v. Board of Governorlo. 95—
1142 (D.C. Circuit, filed March 3,
1995), is a petition for review of a Board
order, dated February 2, 1995, approv-
Lee v. Board of Governor§Jo. 94—4134 ing applications by First Commerce
(2d Circuit, filed August 22, 1995), is a Corporation, New Orleans, Louisiana,
petition for review of two Board orders,to merge with City Bancorp, Inc.,
dated July 24, 1995, approving certaifNew Iberia, Louisiana, and First Bank-
steps of a corporate reorganization ofhares, Inc., Slidell, Louisiana (&3ed-
U.S. Trust Corporation, New York, eral Reserve BulletirB79). Petitioner’s
New York, and the acquisition of U.S. motion for injunctive relief and for a
Trust by Chase Manhattan Corporationstay of the Board’s order was denied on
New York, New York (81 Federal August17,1995. The case is pending.
Reserve Bulletin893). On Septem-  Kuntz v. Board of Governor§No. 95—
ber 12, 1995, the court denied petition3044 (6th Circuit, filed January 12,
er's motion for an emergency stay of thel995) was a petition for review of a
Board'’s orders. The case is pending. Board order, dated December 19, 1994,

Jones v. Board of Governorislo. 95— approving an application by KeyCorp,
1359 (D.C. Circuit, filed July 17, 1995), Cleveland, Ohio, to acquire BankVer-
is a petition for review of a Board order,mont Corp., Burlington, Vermont (81
dated June 19, 1995, approving thdé-ederal Reserve Bulletin 100n Sep-
application by First Commerce Corporatember 21, 1995, the court granted the
tion, New Orleans, Louisiana, to acquireBoard’s motion to dismiss.

Lakeside Bancshares, Lake Charles, National Title Resource Agency V.
Louisiana (81Federal Reserve Bulletin Board of GovernorsNo. 94—2050 (8th
793). On November 15, 1995, the courCircuit, filed April 28, 1994), was a
granted the Board’s motion to dismisspetition for review of a Board order,
the petition. The petitioner's motion for issued March 30, 1994, approving the
reconsideration is pending. application of Norwest Corp., Minne-

Money Station, Inc. v. Board of Gov-apolis, Minnesota, to acquire Double
ernors,No. 95-1182 (D.C. Circuit, filed Eagle Financial Corp., Phoenix, Ari-
March 30, 1995), is a petition for reviewzona, and its subsidiary, and thereby

Bank Holding Company Act—
Review of Board Actions
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engage in title insurance agency activipenalty assessment by the Board. On
ties and real estate settlement servicedarch 1, 1995, the court issued a stipu-
(80 Federal Reserve Bulletin4d53 lated order requiring the company to
(1994)). On January 10, 1995, the courtleposit $1 million into the registry of
upheld the Board’'s order (1995 U.Sthe court.
App. Lexis 284, unpublished opinion). In DLG Financial Corp. v. Board of
Governors,No. 94-891 (U.S. Supreme
Litigation under the Financial lCourt, f||ethove_mberf14, 19%4)’ a'?pﬁl'
Institutions Supervisory Act ants sought review of an order of the
Fifth Circuit Court of Appeals (29 F.3d
In Board of Governors v. Hotchkiss,993) affirming both an asset freeze order
Adversary No. 95-3146 (United Statesbtained by the Board in connection
Bankruptcy Court, N.D. Ohio, filed with a pending enforcement action and
May 1, 1995), the Board sought a deterthe district court's dismissal of appel-
mination that a restitution obligationlants’ claims seeking an injunction and
arising from a Board consent order waglamages against the Board and the Fed-
nondischargeable in bankruptcy (8leral Reserve Bank of Dallas relating to
Federal Reserve Bulletind06). On the same enforcement action. On Feb-
December 15, 1995, the court granteduary 15, 1995, the Supreme Court dis-
the Board’s motion for summary judg- missed appellants’ petition for a writ of
ment. The debtor filed a notice of appeatertiorari (115 S. Ct. 1085).
on December 22, 1995. In Cavallari v. Board of Governors,
Board of Governors v. Scottylisc. No. 94-4183 (2d Circuit, filed October
No. 95-127 (LFO/PJA) (D. District of 17, 1994), a former outside counsel to a
Columbia, filed April 14, 1995) is an national bank sought review of a Board
application to enforce an administrativeorder of prohibition (80Federal Reserve
investigatory subpoena for document8ulletin 1046 (1994)). The case was
and testimony. On August 3, 1995, theconsolidated with a petition for review
magistrate judge issued an order grantf orders issued by the Officew of the
ing in part and denying in part the Comptroller of the Currency imposing a
Board’'s application. The intervenorcivil money penalty and cease and desist
moved for reconsideration of a portionorder against petitionerCavallari v.
of the magistrate’s ruling. The case i9OCC,No. 94-4151). On May 11, 1995,
pending. the court upheld the Board’s prohibition
In Board of Governors v. DinNo. order and the comptroller’s civil money
95-1542 (J.C.L.) (D. New Jersey, filedpenalty order and remanded to the
March 30, 1995), the Board filed a peti-comptroller for further proceedings
tion seeking to compel the defendant toegarding the order to cease and desist
comply with an administrative subpoena57 F.3d 137).
duces tecum issued in connection with a In Board of Governors v. Pharaon,
Board investigation. On April 26, 1995, No. 91-CIV-6250 (S.D. New York,
the court granted the Board’s petition. filed September 17, 1991), the Board
In Board of Governors v. Interameri- sought to freeze the assets of an indi-
cas Investments, LtdNo. H-95-565 vidual pending the administrative adju-
(S.D. Texas, filed February 24, 1995)dication of a civil money penalty assess-
the Board sought to freeze certain assetsent by the Board. On September 17,
of a company pending the admini-1991, the court issued an order tempo-
strative adjudication of a civil money rarily restraining the transfer or disposi-
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tion of the individual’s assets. The orderbank holding company. The case was
has been extended by agreement. dismissed on August 24, 1995.

In In re Subpoena Duces Tecum,
: Misc. No. 95-06 (D. District of Colum-
Other Actions bia, filed January 6. 1995), the plaintiff
Menick v. GreenspanNo. 95-CV- sought to enforce a subpoena for pre-
01916 (D. District of Columbia, filed decisional supervisory documents relat-
October 10, 1995), is a complainting to an action by Bank of England
alleging sex, age, and handicap dis€orporation’s trustee in bankruptcy
crimination in employment. The case isagainst the Federal Deposit Insurance
pending. Corporation. The case is pending.

Kuntz v. Board of Governor$jo. 95— Zemel v. Board of Governord\o.
1495 (D.C. Circuit, filed September 21,95-5007 (D.C. Circuit, filed Decem-
1995), is a petition for review of a Boardber 30, 1994), was an appeal of a district
order issued under the Federal Resenaurt order dismissing an action against
Act and the Bank Merger Act approvingthe Board under the Age Discrimination
the application of the Fifth Third Bank, in Employment Act. On March 8, 1995,
Cincinnati, Ohio, to acquire certainthe court granted appellant's motion to
assets and assume certain liabilities afiithdraw the appeal and dismissed the
twelve branches of PNC Bank, Ohio,action.

N.A., Cincinnati, Ohio, and to establish In re Subpoena Duces TecumNo.
certain branches (8Federal Reserve 94-MS-214 (D. District of Columbia,
Bulletin 976). The case is pending. filed June 27, 1994), was a subpoena

Vu Ti v. Board of Governorf\lo. CA enforcement action by the plaintiff in a
95-1663 (D. District of Columbia, filed securities fraud class action who was
August 28, 1995), was a complaint seekseeking examination reports and inter-
ing injunctive relief and damages fromnal memos from the Board. On February
the Board for alleged violations of plain- 1, 1995, the court granted the plaintiff's
tiff's civil and constitutional rights stem- motion to compel, subject to the Board’s
ming from the cessation of her businessight to claim privilege with respect to
as a sidewalk vendor. On October 19the documents sought.

1995, the plaintiff voluntarily dismissed Bennett v. Greensparijo. 93-1813
the complaint. (D. District of Columbia, filed April 20,

Beckman v. GreenspanNo. 95— 1993), was an employment discrimina-
35473 (9th Circuit, filed May 4, 1995), tion action. A jury verdict for the plain-
is an appeal of an order dismissing atiff was rendered on October 13, 1994.
action against the Board and other§he Board’'s motion for a new trial on
seeking damages for alleged violationshe issue of damages was denied on
of constitutional and common law January 9, 1995. .
rights. The case is pending.

In re Subpoena Duces TecurNp.

95-5034 (D.C. Circuit, filed January 26,
1995), was an appeal of a partial denial
of plaintiff's motion to compel produc-
tion of examination and other super-
visory materials in connection with a
shareholder derivative action against a
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Legislation Enacted

Among the legislation enacted by the TILA limits lender liability for mort-
Congress during 1995, the Truth ingage transactions consummated before
Lending Act Amendments of 1995, theSeptember 30, 1995, except where bor-
Mexican Debt Disclosure Act of 1995, rowers sought to assert their legal rights
and the Paperwork Reduction Act ofbefore the dates specified in the act. For
1995 directly affect the Federal Reservéhese transactions, creditors will have no
System or the institutions it regulates. civil, administrative, or criminal liabil-
ity, and borrowers will have no right to
: : rescind their loans based on an inac-
X%g‘ng]ml‘anglgg f‘é:gt5 curate finance charge gjisclosure if the
lender understated the finance charge by
The Truth in Lending Act Amendments $200 or less or if the lender overstated
of 1995 (TILA), Public Law 104-29, the actual finance charge. In addition,
was enacted on September 30, 199%or purposes of the borrower’s right to
TILA is intended to address concerns ofescind a mortgage loan, the disclosed
mortgage lenders arising out of a 1994inance charge will be considered accu-
court decisionRodash v. AIB Mortgage rate if it did not vary from the actual
Co.,16 F.3d 1142 (11th Cir. 1994). charge by more than 1 percent of the
In Rodashthe U.S. Court of Appeals amount of credit extended for most refi-
ruled that in connection with a mortgagenancings in which no new money is
refinancing, the creditor incorrectly dis-advanced (or by more tha¥: percent
closed $22 in courier fees and a statéor other rescindable mortgage loans).
intangibles tax of approximately $200, The act is intended to prevent litiga-
with the result that both the financetion concerning future mortgage loans
charge and the annual percentage ratbat involve relatively minor disclosure
were understated. Because of these amiblations and creates a separate set of
other errors, the consumer was permittolerance rules for new loans secured
ted to rescind the loan and recover alby real property or dwellings. For these
fees and finance charges that had bedransactions, the act considers the dis-
paid. A number of class action lawsuitsclosed finance charge to be accurate and
filed subsequent tRodashalleged vio- absolves lenders from any type of lia-
lations for the failure to disclose certainbility if the disclosed amount is under-
fees as finance charges and sought ttetated by $100 or less or if it is over-
remedy of rescission for thousands oftated. Borrowers who can establish a
loans. Many of these lawsuits were puviolation of the Truth in Lending Act
on hold in May 1995, when the Con-under the new tolerance levels may,
gress enacted a temporary moratoriurhowever, receive larger damage awards
on such litigation. The moratorium under the new law. If a borrower seeks
expired October 1, 1995, and has nowescission after foreclosure proceedings
been replaced by the TILA amendmentsare initiated on the borrower’s primary
Those lawsuits will now proceed underdwelling, a lower tolerance will be
the new law, which limits the lenders’ applied to determine the borrower’s
liability. right to rescind the transaction. In such
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a case, the disclosed finance charg®lexican Debt Disclosure
will be considered accurate if it is Act of 1995
understated by $35 or less or if it is
overstated.

The act also provides greater clarit
with respect to the disclosure require

ments for mortgage transactions b onthly reports concerning all guaran-
listing closing-related costs that are t y rep 9 9

be excluded from the finance chargecc> issued to, and short-term and long-

- = ferm currency swaps with, the govern-
Among these are fees imposed by third- X
party closing agents that are neithefnent of Mexico by the U.S. government,

required nor retained by the lender, feelcluding the Federal Reserve. The act
for preparing loan-related documents'eauires the President to submit reports

fees related to property inspections conzémiannually to the House and Senate

ducted prior to closing, and taxes Or,f_%anking committees describing changes

security instruments or documents evill the Mexican economy, regulatory

dencing indebtedness that are paid as ranacéﬁnzggk;?o?t/sgﬁ dme)ﬂf:r?s ggr\tla%ri?s_
precondition for recording the instru- nd uar nt rovid c(]:]t th ‘Mexican
ment. On the other hand, the act require@ guarantees provided fo the viexica

; t by the U.S. government
the Board to promulgate a regulauongow':'mmen ’
that would include all mortgage broker"cluding the Federal Reserve. The act

also includes a provision for Presiden-

fees paid by a borrower in the financet. e ,
charge. ial certification of certain currency
g Swaps between Mexico and the United

Finally, the act directs the Boar . -
to report to the Congress within SiXS_tates by either the Exchange Stabiliza-
tion Fund or the Federal Reserve.

months with recommendations for
statutory and regulatory changes neces-
sary to assure that disclosed financ .
charges more accurately reflect th 2{’3?’{%%(5Reduc“0n

cost of credit. In the report, the Board

must address the feasibility of includ-The Paperwork Reduction Act of 1995,

ing in the disclosed finance chargePublic Law 104-13, was enacted on
all fees paid directly or indirectly by May 22, 1995, and took effect on

the borrower and imposed directly orOctober 1, 1995. It reauthorizes and
indirectly by the lender (other thanamends the Paperwork Reduction Act of
those payable in a strictly “cash” trans-1980, which gave the White House

action). The report must also addresauthority to review government paper-

“abusive refinancing practices” usedwork requirements in order to reduce
by lenders in order to avoid bor-the paperwork burdens imposed by the
rowers’ right of rescission. The actfederal government on the public. The
directs the Board to modify Regulation1995 act reaffirms the authority of the

Z within one year to implement the Office of Management and Budget

report's recommendations in a manne(OMB) to review and approve federal

consistent with the existing statutoryrequests for paperwork, and it reverses a
provisions. 1990 Supreme Court decision that held

The Mexican Debt Disclosure Act, Pub-
ic Law 104—-6, was enacted on April 10,
'1995. The act requires the Department
f the Treasury to provide detailed
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that the 1980 act did not apply tothat under the 1980 act, the clearance
requirements to disclose information tgprocess for collection devices did not
third parties. include devices designed to disclose
The 1995 act reaffirms the authorityinformation to parties other than the
of the OMB’s Office of Information and government. The 1995 act reverdasle
Regulatory Affairs (OIRA) to review and requires that both information col-
and approve federal requests for papetected directly from businesses and dis-
work. The act requires OIRA to assignclosures that businesses must make to
to all federal information requests a conthird parties be included in estimates of
trol number. Once a control humber ispaperwork burdens.
assigned, the director of OMB must take The act provides a six-year reauthori-
action on the proposed request withirzation of appropriations for OIRA for
sixty days. If OMB fails to take action fiscal years 1996-2001, at $8 million
within sixty days, the control number per year. The act sets a goal of reducing
expires within a year. The public is notfederal paperwork burdens 10 percent in
required to respond to a federal requedtscal 1996 and 1997 and 5 percent in
for information unless it displays a valideach of the following years through
control number. Individuals can pointfiscal 2001. .
to the lack of a control number as a
defense against a penalty assessment or
similar action arising from the failure to
comply with a request for information.
The act also allows individuals to
request a written determination from
OMB as to whether a federal paperwork
requirement complies with the act, and
it gives the director of OMB authority to
seek remedial action.
The act gives OIRA the authority to
establish standards to be used by federal
regulators in estimating the burdens
imposed on the public by proposed
paperwork requirements and directs
OIRA to work with OMB’s federal pro-
curement office to reduce burdens asso-
ciated with federal contracting. The act
also gives OIRA broader authority to
establish governmentwide policy on
information resources management and
ties decisionmaking on such manage-
ment to an agency’s performance.
Finally, the act overturns the 1990
Supreme Court decision iole v.
United Steelworkers of Americal94
U.S. 26 (1990). InDole the Court held
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Banking Supervision and Regulation

The U.S. commercial banking industryFederal Reserve issued advisories to its
in 1995 booked its fourth consecutiveexaminers and regulated institutions out-
year of record profits. Earnings growthlining the key elements of risk manage-
was fueled in part by a continued strongnent for both investments and end-user
expansion in lending activity and byderivative activities. In addition, the
increases in fee income and tradind-ederal Reserve initiated a formal super-
revenue. Banks also benefitted fronvisory rating system for evaluating the
favorable trends in overhead expense, istrength of an institution’s entire risk
part because of lower deposit insurancenanagement process; beginning in
premiums. Financial markets viewedl1996, formal ratings under the system
these events favorably, with share pricewill be fully incorporated into the super-
of the largest institutions increasingvisory ratings of banks and bank hold-
more rapidly than broad market indexesing companies.
The favorable valuation also reflects Along with the other banking agen-
several large mergers during the yeaties, the Federal Reserve in 1995 took
that accentuated the trend toward consteps to adjust and strengthen risk-based
solidation in the industry. capital standards in several areas. In
The number and assets of failed comeonjunction with an international agree-
mercial banks remained small in 1995ment, the Board revised its capital re-
and those of problem banks declinedjuirements related to derivative instru-
sharply. These trends, combined withments to recognize the effect of bilateral
continued efforts by the industry to con-netting agreements and to refine the
trol asset quality and to strengthen itsassessment of credit exposure arising
capital position, reflect favorably on thefrom certain derivative contracts. The
industry’s condition and its ability to Board further amended its capital stan-
meet the nation’s financial needs. dards to take account of interest rate
Despite its general strength, the bankrisk, to reduce capital requirements for
ing industry continues to face importantcertain assets sold with recourse, and to
challenges. As underscored by the faildetermine a treatment for purchased
ure of Barings PLC and serious lossesnortgage servicing rights. Also in con-
at the U.S. offices of Daiwa Bank, thejunction with other national authorities,
application of sound risk managementhe Board published for comment a
to expanding lines of business and prodrevised proposal to incorporate the mar-
ucts requires the careful attention ofket risk from trading activities into the
institutions, especially in light of the capital standards.
swift pace of financial and technological
innovation and the_z increasing complex-SCOpe of Responsibilities for
ity of many financial products. Accord- Supervision and Reaulation
ingly, the Federal Reserve in 1995 con- P 9
tinued to place increasing supervisoryThe Federal Reserve is the federal
emphasis on the importance of risk mansupervisor and regulator of all U.S. bank
agement. Building upon earlier initia- holding companies and of state-
tives focusing on trading activities, thechartered commercial banks that are
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members of the Federal Reserve Sysries, and representative offices of for-
tem. In overseeing these organizationgign banks in the United States.
the Federal Reserve primarily seeks to The Federal Reserve exercises impor-
promote their safe and sound operatiotant regulatory influence over the entry
and their compliance with laws andinto, and the structure of, the U.S. bank-
regulations, including the Bank Secrecying system through its administration
Act and consumer and civil rights laws. of the Bank Holding Company Act, the
The Federal Reserve also examines tHgank Merger Act for state member
following specialized activities of thesebanks, and the Change in Bank Control
institutions: electronic data processingAct for bank holding companies and
fiduciary activities, mutual fund activi- state member banks. Also, the Federal
ties, government securities dealing anéReserve is responsible for imposing
brokering, municipal securities dealing,margin requirements on securities trans-
securities clearing activities, and securiactions. In carrying out these responsi-
ties underwriting and dealing throughbilities, the Federal Reserve coordinates
special subsidiaries. its supervisory activities with other fed-
The Federal Reserve also has respoeral and state regulatory agencies and
sibility for the supervision of (1) all with the bank regulatory agencies of
Edge Act corporations and agreementther nations.
corporations, (2) the international opera-
tions of state member banks and U.SSupervision for Safety
bank holding companies, and (3) theand Soundness
operations of foreign banking compa-
nies in the United StatésThe Foreign T]? benskl_Jre the safety andhsoungnesls
Bank Supervision Enhancement Act of2! banking organizations, the Federa

1991 increased the Federal ReserVelgeserve conducts on-site examinations

authority over the establishment exami?nd inspections and off-site surveillance

nation, and termination of branchesand monitoring; it also undertakes en-

agencies, commercial lending Subsidiforcement and other supervisory actions.

- Examinations and Inspections
1. The Board’'s Division of Consumer and

: 05 . " 2™ The on-site review of operations is an
Community Affairs is responsible for coordinating . .
the Federal Reserve’s supervisory activities WitHntegral part of_ensu_rlng th_e S_afety and
regard to the compliance of banking organization§oundness of financial institutions. The
with consumer and civil rights. To carry out this Federal Reserve conduatgaminations
responsibility, the Federal Reserve specificallypf state member banks, branches and

trains a number of its bank examiners to evaluat . .
institutions with regard to such compliance. The%‘genCIeS of fOI’EIgn banks, Edge Act cor-

chapter of thisReporT covering consumer and Porations, and agreement CorpqrationS;
community affairs describes these regulatonbecause the elements to be reviewed at
responsibilities. Compliance with other statuteshank holding companies and their sub-

and regulations, which is treated in this chapter, i%idiaries are different than they are in
the responsibility of the Board's Division of Bank- . . he Fed IR
ing Supervision and Regulation and the Reserv€Xaminations, the Federal Reserve con-

Banks, whose examiners check for safety an@lUCts what are termethspectionsof
soundness. _ holding companies and their subsidi-
2. Edge Act corporations are chartered by theyries. However, regardless of whether

Federal Reserve, and agreement corporations . . . : .
chartered by the states, to provide all segmentsa(f is an examination or inspection, the

the U.S. economy with a means of financing interJ'e‘ViFj'W entails (1) an appraisal of the
national trade, especially exports. quality of the institution’s assets, (2) an
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evaluation of management, including arber banks and with directors of those
assessment of internal policies, prothat displayed significant weaknesses.
cedures, risk management, controls, and
operations, (3) an assessment of the keé/ . ,
financial factors of capital, earnings,Bank Holding Companies
asset and liability management, andit year-end 1995, the number of bank
liquidity, and (4) a review for com- holding companies totaled 6,004, a
pliance with applicable laws anddecline of 15 from the preceding year.
regulations. These organizations controlled about
7,577 insured commercial banks and
held approximately 94 percent of the
State Member Banks assets of all insured commercial banks
At the end of 1995, 1,042 state-chartereth the United States.
banks belonged to the Federal Reserve Federal Reserve guidelines call for
System (excluding nondepository trustannual inspections of large bank holding
companies and private banks), arompanies and smaller companies with
increase of 62 from year-end 1994significant nonbank assets. Small com-
These banks represented about 10 pepanies (those with assets of less than
cent of all insured commercial banks$150 million) that do not have problems
and held about 23 percent of all insuredare selected for inspection on a sample
commercial bank assets. basis, and medium-sized companies
The guidelines for Federal Reservg$150 million to $500 million in assets)
examination are fully consistent withthat do not have problems are inspected
section 10 of the Federal Deposit Insuren a three-year cycle. The inspection
ance Act as amended by section 111 dbcuses on the operations of the parent
the Federal Deposit Insurance Corpoholding company, its nonbank subsidi-
ration Improvement Act of 1991 andaries, and the overall condition of the
by the Riegle Community Developmentconsolidated organization.
and Regulatory Improvement Act of In judging the financial condition of
1994. A full-scope, on-site examinationsubsidiary banks, Federal Reserve ex-
is required at least once during eaclaminers consult the examination reports
twelve-month period for all depository of the federal and state banking authori-
institutions; however, well-capitalized ties that have primary responsibility for
and well-managed institutions withthe supervision of these banks, thereby
assets of less than $100 million may beninimizing duplication of effort and
examined every eighteen months. reducing the burden on banking organi-
In conformance with legislated andzations. In 1995 the Federal Reserve
internal examination guidelines, stateénspected 1,935 bank holding compa-
member banks were examined as redies. Altogether, Federal Reserve
quired in 1995. Altogether, the Reserveexaminers conducted 1,930 bank hold-
Banks conducted 613 examinationsng company inspections, 97 of which
(some of them jointly with the statewere conducted off-site, and state
agencies), and state banking deparexaminers conducted 80 independent
ments conducted 339 independent renspections. During 1995, Reserve
quired examinations. As required undeBank officials held 271 meetings with
Federal Reserve examination guidelineshe boards of directors of bank hold-
Reserve Bank officials held 238 meeting companies to discuss supervisory
ings with directors of large state mem-concerns.
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Enforcement Actions, In 1995 the staff of the Division of
Civil Money Penalties, and Banking Supervision and Regulation
Significant Criminal Referrals forwarded 703 criminal referrals to the

Fraud Section of the Criminal Division
In 1995 the Federal Reserve Banks remf the Department of Justice for inclu-
ommended, and members of the Board’sion in its significant referral tracking
staff initiated and worked on, 132system.
enforcement cases involving 298 sepa-
rate actions such as written agreement o A
cease and desist orders, removal an%pemallzed Examinations
prohibition orders, civil money penal- The Federal Reserve conducts special-
ties, and prompt corrective action direcized examinations of banking organi-
tives. Of these, 63 cases involving 10%ations regarding electronic data pro-
actions were completed by year-end. cessing, fiduciary activities, government
Of particular note were the actionssecurities dealing and brokering, munici-
that the Board of Governors, in conjunc{al securities dealing, securities clear-
tion with other federal and state banking, and securities underwriting and
supervisors, took against The Daiwalealing through so-called section 20
Bank, Limited, which resulted in the subsidiaries. The Federal Reserve also
bank’s consent to terminate its U.Sreviews state member banks and bank
activities. The Daiwa case is the first inholding companies that act as transfer
which the Board of Governors has exeragents.
cised its termination authority under the
Foreign Bank Supervision Enhancement ) )
Act. In other significant matters, the Electronic Data Processing
Board of Governors assessed civiUnder the Interagency EDP Exami-
money penalties totaling $760,500 innation Program, the Federal Reserve
1995, including $600,000 against oneexamines the electronic data processing
individual for violations of the Bank (EDP) activities of state member banks,
Holding Company Act and $85,000U.S. branches and agencies of foreign
against a group of individuals for viola- banks, Edge Act corporations, Agree-
tions of, among other things, federalment corporations, and independent data
consumer protection laws and regulaeenters that provide EDP services to
tions. The Board of Governors alsothese institutions. During 1995, the Fed-
worked in coordination with the Depart- eral Reserve conducted 341 EDP exami-
ment of Justice to address alleged disaations. The Federal Reserve also was
criminatory lending practices at a statdhe lead agency on one examination
member bank. of large multiregional data processing
All final enforcement orders issuedservicers examined with the Federal
by the Board of Governors and all writ- Deposit Insurance Corporation (FDIC),
ten agreements executed by the Federtdie Office of the Comptroller of the Cur-
Reserve Banks in 1995 are available toency (OCC), and the Office of Thrift
the public. Besides formal enforcemenSupervision (OTS).
actions, the Federal Reserve Banks
completed 183 informal enforcement_ | o
actions, such as memorandums of undefriduciary Activities
standing, commitment letters, and boar@he Federal Reserve has supervisory
resolutions. responsibility for institutions that hold
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more than $6.7 trillion of discretionary 1995 the Federal Reserve conducted
and nondiscretionary assets in variouseventy-seven examinations of broker—
fiduciary capacities. This group of insti-dealer activities in government securi-
tutions includes 316 state-charteredies at state member banks and foreign
member banks and trust companiehanks.
90 nonmember trust companies that are
subsidiaries of bank holding companies o »
and 8 entities that are branches or agerMun'C'pa| Securities Dealers
cies of foreign banking organizations@nd Clearing Agencies
or Edge Act corporation subsidiaries ofThe Securities Act Amendments of 1975
domestic banking institutions. made the Board responsible for super-
On-site examinations are essential tzising state member banks and bank
ensure the safety and soundness dfolding companies that act as municipal
financial institutions that have fiduciarysecurities dealers or as clearing agen-
operations. These examinations comeies. The Board supervises forty-four
prise (1) an evaluation of managementhanks that act as municipal securities
policies, audit and control proceduresdealers and four clearing agencies that
and risk management, (2) an assessmeatt as custodians of securities involved
of the quality of trust assets, (3) anin transactions settled by bookkeeping
assessment of earnings, (4) a review faentries. In 1995 the Federal Reserve
conflicts of interest, and (5) a review forexamined all four of the clearing agen-
compliance with laws, regulations, andcies and twenty-two of the banks that
general fiduciary principles. During deal in municipal securities.
1995, Federal Reserve examiners con-
ducted 181 on-site trust examinations of . S
state member banks and trust compa2€curities Subsidiaries
nies, branches and agencies of foreigAf Bank Holding Companies
banking organizations, and Edge ActSection 20 of the Banking Act of 1933
corporation subsidiaries of domestiqthe Glass—Steagall Act) prohibits the
banking institutions; together, theseaffiliation of a member bank with a com-
institutions held approximately $6.2 tril- pany that is “engaged principally” in
lion in fiduciary assets. underwriting or dealing in securities.
The Board in 1987 approved proposals
. by banking organizations to underwrite
Government Securities Dealers and deal on a limited basis in specified
and Brokers classes of bank “ineligible” securities
The Federal Reserve is responsible fofthat is, commercial paper, municipal
examining the government securitiegevenue bonds, conventional residential
dealing and brokering of state membemortgage-related securities, and securi-
banks and foreign banks for compliancdized consumer loans) in a manner con-
with the Government Securities Act ofsistent with section 20 of the Glass—
1986 and regulations of the DepartmenSteagall Act and with the Bank Holding
of Treasury. Forty state member bank€ompany Act. At that time, the Board
and five state branches of foreign bankBmited revenues from these newly
have notified the Board that they areapproved activities to no more than
currently government securities dealer® percent of total revenues for each
or brokers that are not otherwise exempsecurities subsidiary. This limit was
from Treasury’s regulations. Duringsubsequently increased in September
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1989 to 10 percent. To calculate theSurveillance and Monitoring

10 percent limit, the Board in JanuaryThe Federal Reserve monitors the finan-
1993 adopted an optional indexed;g| condition and performance of indi-
revenue test that reflects the changes figyal banking organizations and of the
the level and structure of interest rate%anking system as a whole to identify
since 1989. reas of supervisory concern. Reserve
In January 1989 the Board appro_vecganks and the Board use automated
applications by gve U.S. bgndk hlo.ld'”gscreening systems to identify organiza-
Compamesdto un er_vvrlt%ag e3 IN COMions with poor or deteriorating financial
poratt.et. an sot;{er?gn € than eqw: rofiles and to identify adverse trends
securities, - subject, In-each case, ffecting the banking system as a whole.
reviews of managerial and operational,«,mation from these systems is then
infrastructure and other conditions an sed in supervisory decisions such as
requirements specified by the BoardaIIocating extra supervisory or examina-

Four of these organizations subse,."oqqrces to institutions with dete-
quently received authorization to under-

; . riorating financial conditions.
\évergﬁr%re]g deal in all of these types of Among the automated screening sys-

At year-end 1995 thirty-seven bank€Ms is @ model for estimating examina-

holding companies had so-called sectiofo" ratings, which helps in tracking the

20 subsidiaries authorized to underwritéjvera” financial condition of individual
and deal in ineligible securities. Oforganlzat|ons. Another primary offsite

these, twenty could underwrite any deb onitoring tool is a model that identifies
or equity security; three could under-22nks with characteristics of organiza-
tions that have previously failed and that

write any debt security; and fourteen , :
could underwrite only the limited types c0uld potentially encounter deteriora-
dion within two years.

of debt securities approved by the Boar ) : .
in 1987. The Federal Reserve uses spe- 10 @SSist supervisory staff in evaluat-
cialized procedures for reviewing opera/ng individual bank holding companies,

tions of these securities subsidiaries; i€ Federal Reserve implemented a

conducted thirty-two such inspections if€vised surveillance program that incor-
1995. porates results of the examination rating

model and on-site examination ratings.
The bank holding company surveillance
Transfer Agents program also identifies companies dis-

Federal Reserve examiners also corflaying positions out of line with the
duct examinations of state membePulk of other institutions with respect to
banks and bank holding companies thdier 1 capital, return on average assets,
are registered transfer agents. Amongoncurrent assets, and investment activi-
other things, transfer agents counterties. In addition, the Federal Reserve
sign and monitor the issuance of securiproduces and distributes the quarterly
ties, register their transfer, and exchangBank Holding Company Performance
or convert such securities. During 1995Report, which contains detailed finan-
Federal Reserve examiners conducteelal information on the condition and
on-site examinations at 68 of the 19(erformance of each bank holding
banks and bank holding companiesompany.

registered as transfer agents with the Automated monitoring systems rely
Board. heavily on the information in regulatory
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reports filed by banking organizations.eration of the supervisory authorities of
To ensure the timeliness and accuracy ahe countries in which they took place;
the reports, the Federal Reserve mairwhen appropriate, the examinations
tains the Regulatory Reports Monitoringwere coordinated with the Office of the
System to track domestic and foreignComptroller of the Currency. Also, ex-
banking organizations that file late orgminers made seventy-one visitations to
inaccurately. overseas offices (a visitation is a more
general form of review) to obtain cur-
rent financial and operating information
and, in some instances, to evaluate their
The Federal Reserve is responsible fatompliance with corrective measures or
supervising the international activitiestest-check their adherence to safe and
of various banking entities. sound practice.

International Activities

Edge Act and Agreement Corporations U.S. Activities of Foreign Banks

Edge Act corporations are internationaForeign banks continue to be significant
banking organizations chartered by theparticipants in the U.S. banking system.
Board to provide all segments of theAs of year-end 1995, 274 foreign banks
U.S. economy with a means of financingrom 63 countries operated 474 state-
international trade, especially exports. licensed branches and agencies (of
An agreement corporation is a statewhich 35 are insured by the Federal
chartered company that enters into abDeposit Insurance Corporation) as well
agreement with the Board not to exeras 73 branches and agencies licensed by
cise any power that is impermissible forthe Office of the Comptroller of the Cur-
an Edge Act corporation. In 1995 therency (of which 8 have FDIC insur-
Federal Reserve examined seventy-siance). These foreign banks also directly
Edge Act and agreement corporationspwned 10 Edge Act corporations and
which together at year-end held aboué commercial lending companies. In
$33 hillion in total assets. addition, they held an equity interest of
at least 25 percent in 98 U.S. commer-
) ) ] cial banks. Altogether, these U.S. offices
Foreign-Office Operations of foreign banks controlled approxi-
of U.S. Banking Organizations mately 21 percent of U.S. banking assets
The Federal Reserve examines the inteat year-end. These foreign banks also
national operations of state membepperated 141 representative offices. An
banks, Edge Act corporations, and bankdditional 109 foreign banks operated in
holding companies, principally at thethe United States solely through a repre-
U.S. head offices of these organizationsentative office.
where the ultimate responsibility for the The Federal Reserve has broad
foreign offices lies. In 1995 the Federalauthority to supervise and regulate for-
Reserve conducted full-scope ancign banks that engage in banking and
targeted-scope examinations of five forrelated activities in the United States
eign branches of state member bankdirough branches, agencies, commer-
and sixty-four foreign subsidiaries ofcial lending companies, representative
Edge Act corporations and bank holdingoffices, Edge Act corporations, banks,
companies. All of the examinationsand certain nonbanking companies. The
abroad were conducted with the coopFederal Reserve conducted or partici-
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pated with state and federal regulatorjhave multiple U.S. entities and is
authorities in the examination of 804intended to better coordinate the efforts
such offices during 1995. of the various U.S. supervisory agencies.
Before the enactment of the Foreign The second part of the program is a
Bank Supervision Enhancement Actreview of the financial and operational
of 1991 (FBSEA), the Federal Reserverofile of each FBO to assess its general
had residual authority to examine allability to support its U.S. operations and
branches, agencies, and commerciab determine what risks, if any, the
lending subsidiaries of foreign banks inFBO poses through its U.S. operations.
the United States. The InternationalTogether, the two processes will give
Banking Act of 1978 instructed the Fed-critical information to the U.S. supervi-
eral Reserve to use, to the extent possors in a logical, uniform, and timely
sible, the examination reports of othemanner.
state and federal regulators. FBSEA
amended the International Banking Act o
and increased the Federal Reserve®xamination Manual
authority with respect to these foreignRecently, the U.S. state and federal
bank operations, including representabanking agencies worked together to
tive offices. The Federal Reserve haslevelop a manual for conducting indi-
acted to ensure that all state and federidual examinations of the U.S. branches
ally licensed branches and agencieand agencies of FBOs. The manual,
receive an on-site examination at leastompleted in 1995, serves as a primary,
once during each twelve-month perioccomprehensive reference for examina-
either by the Federal Reserve or a statgon guidelines and procedures both for
or other federal regulators. examiners and for the foreign banking
FBSEA requires Federal Reserve apeommunity in the United States. A task
proval of the establishment of branchesforce was formed in October 1995 to
agencies, commercial lending companyeview and, if necessary, revise the
subsidiaries, and representative officesranual.
by foreign banks in the United States. In
1995 the Federal Reserve approved ) )
applications by fifteen banks from Technical Assistance
twelve foreign countries to establishin 1995, System staff members partici-
branches, agencies, and representatiyated on a number of technical assis-
offices. tance missions and training sessions
on bank supervisory matters for central
i o banks in Eastern Europe, Asia, the
Joint Program for Supervising the Caribbean, Latin America, and coun-
U.S. Operations of Foreign Banking  tries of the former Soviet Union.
Organizations
In 1995 the Federal Reserve, in coop-
grathn with the_ other feder_al and StateSupervisory Policy
anking supervisory agencies, formally
adopted the joint program for supervis-The Board amended its guidelines on
ing the U.S. operations of foreign bank-risk-based capital and released for pub-
ing organizations (FBOs). The progranlic comment other proposals in this area
consists of two major parts. The firstand in the areas of derivatives and inter-
focuses primarily on those FBOs thatest rate and market risks.
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Risk-Based Capital Standards its capital adequacy. The final rule for-
malizes the existing supervisory prac-

The risk-based capital requirements; - e
: -~ lice of considering interest rate risk in
adopted by the Board in 1989 remame%he evaluation of an institution’s capital

in effect in 1995. These requirement dequacy and supplements that practice

implement the international risk-base identifying the use of economic value
capital standards that were proposed b s a key consideration in the evaluation.
the Basle Committee on Banking Regu-

lation and Supervisory Practices (Basle
Supervisors’ Committee) and endorse%
by the Group of Ten (G-10) countries in
July 19883 The standards include a
framework for calculating risk-adjusted
assets and assigning assets to broad ¢

RecourseThe Board adopted a final
mendment, effective March 22, 1995,
reducing the capital requirements for
low-level recourse transactions. The
mendment implements section 350 of
! Y 030 Cathe Riegle Community Development
gories based primarily on credit ”Sk'and Regulatory Improvement Act of

Banking organizations are expected (qqq, \yhich requires the federal bank-
maintain capital equal to at least 8 IOerTng agencies to issue regulations limit-

ce_rl% osf JBS:; &Sé(r;?ttig]uesfsdkfggg capitaﬁing the amount of risk-based capital an
standards, the Board in 1990 also issuer{?;Sured depository institution can be

leverage guidelines setting forth mini- o recourse: the limit is to be the

mum ratips of capital to total assets .tomaximum amount of recourse for which
be used in the assessment of an 'nSt'nfhe institution is contractually liable.

tion’s capital adequacy.

quired to hold for assets transferred

Recourse transactions involving small
Amendments business obligationsSection 208 of
the Riegle community development act
requires the federal banking agencies to
fevise the regulatory capital treatment
‘applied to recourse transactions involv-
ing small business obligations. The

Interest rate riskOn August 2, 1995, Board adopted a final rule impl i
the Board, together with the FDIC and>92fC adopted a finai rule Implementing
section 208, effective September 1,

the OCC, issued a final rule implement- ; :
ing the portion of section 305 of the 1999 The amendment permits qualify-

Federal Deposit Insurance Corporati0|1(1:nag i?;nlgngino;tgagr;zlatl?ﬁes fm'gjr'ﬂtagf‘
Improvement Act of 1991 dealing with tpin d ? . yn the transferred
interest rate risk. The final rule amend4€'2iN€d recourse o € transierre

the risk-based capital standards to sta%??rl:e%ﬁ!'::(s;n gbg??)?%';zertztgglr p th?t‘ﬂ
explicitly that, effective September 1, : u Wi

1995, the banking agencies will con-€COUrse. provided certain conditions are

; ; . met.
sider “a bank’s exposure to declines in . . .
the economic valug of its capital due to To qualify for the preferential capital

changes in interest rates” in evaluating%reatmer?t' the banking organization
ransferring the small business obliga-

3. The Group of Ten consists of Belgium, Can tions generally must be well capitalized,
ada, France, Germany, ltaly, Japan, the NetheF—_he transfer of the smal b”?"“‘?ss Ob.“ga_
lands, Sweden, Switzerland, the United Kingdom!{iONS must meet the sale criteria outllngd
and the United States. under generally acceptable accounting

During 1995 the Board adopted amend
ments to its risk-based and leverag
capital guidelines in the following areas
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principles, and the transferring organizathe other regulatory banking agencies
tion must establish noncapital reservesssued a final revision to their respective
sufficient to meet its reasonably estitisk-based capital standards that incor-
mated liability under the recourseporated this modification. Claims on the
arrangement. Furthermore, the aggrezentral governments of the OECD-based
gate amount of recourse that is retainedroup of countries continue to be eli-
generally cannot exceed 15 percent aofible for preferential capital treatment,
the institution’s total risk-based capital. but under the revision, claims on any
country in that group that has resched-
Derivatives transactionsThe Board uled its external sovereign debt will
adopted a final rule, effective October 1receive the standard capital treatment
1995, addressing issues relating to théor five years after the rescheduling. The
capital treatment of off-balance-sheetevision to the agencies’ risk-based capi-
derivative transactions. The final ruletal standards, and the modification to the
which implemented a revision to theaccord on which it was based, were
Basle accord, amended and expandedade to ensure that membership in the
the set of conversion factors used t@DECD-based group of countries coin-
calculate the potential future creditcides with relatively low transfer risk.
exposure of derivative contracts. TheThe final revisions to the agencies’ stan-
rule also permits institutions to rec-dards will become effective April 1,
ognize the effects of bilateral netting1996.
arrangements when calculating the
potential future exposure for derivative
contracts subject to qualifying bilateralProposed Rule
netting arrangements. During 1995 the Board issued for public
comment a proposed supplement to the
Originated mortgage servicing rights. risk-based capital framework.
The Board, along with the other federal
banking agencies, adopted an interim Measure for market riskOn July 25,
rule, effective August 1, 1995, amend-1995, the Board, together with the
ing the risk-based capital guidelines taOffice of the Comptroller of the Cur-
treat originated mortgage servicingrency and the Federal Deposit Insurance
rights the same as purchased mortgageorporation, issued a proposal to incor-
servicing rights for regulatory capital porate into the risk-based capital ratios
purposes. The interim rule was devela capital charge for the market risk in
oped in response to the Financiaforeign exchange and commodity activi-
Accounting Standards Board's Stateties and in the trading of debt and equity
ment of Financial Accounting Standardsnstruments. Under the proposal, certain
No. 122, Accounting for Mortgage institutions with significant trading
Servicing Rightswhich eliminated the activity would calculate capital require-
accounting distinction between origi-ments for market risk using either their
nated and purchased mortgage servicingternal risk measurement models,
rights. subject to specified parameters, or risk
measurement techniques developed by
Country transfer riskA modification supervisors. The proposal was based on
to the Basle Accord that involves coun-a proposed supplement to the Basle
try transfer risk was completed duringaccord that was issued in April 1995.
1995. The Federal Reserve Board an@ihe comment period for the Board’'s
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proposal ended in September 1995. Aution’s risk management processes,
final amendment is expected in 1996ncluding its internal controls. The rat-
and would be effective at the end ofing system takes effect in 1996 for all
1997. state member banks and bank holding
companies regardless of size; it repre-
. : sents a natural extension of current pro-
Risk Management Guidance cedures, which incorporate an assess-
Throughout 1995 the Board continuednent of risk management and internal
to focus on the adequacy of risk man<controls during each on-site, full-scope
agement practices and controls at bankexamination. The specific rating of risk
ing institutions. management and internal controls will
be given significant weight when evalu-
- o ating management under the bank and
Securities gnd Derivatives Used bank holding company rating systems.
for Nontrading Purposes The greater focus on risk manage-
Recognizing the increased complexitynent recognizes the changes brought
and sophistication of financial instru-about by new technologies, product
ments and strategies, the Federahnovation, and the size and speed
Reserve in March issued a supervisorgf financial transactions but does not
letter to guide banking institutions indiminish the importance of reviewing
evaluating the risk management praceapital adequacy, asset quality, earnings,
tices they use in their acquisition andiquidity, and other areas relevant to the
management of securities and off-evaluation of safety and soundness. The
balance-sheet derivative contracts forating of risk management will bring
nontrading purposes. The guidancegogether and summarize many of the
emphasized the importance of activdindings examiners have long made in
oversight by the board and seniottheir review of these areas with regard
management, adequate risk managemetat an institution’s process for managing
policies and limits, appropriate riskand controlling risks.
measurement and reporting systems, and
comprehensive internal controls as ke o ) )
elements of sound risk management. éerlvat_wes Disclosures and Supervisory
addition, as with all risk-bearing activi- Reporting
ties, institutions were advised that theyThe Federal Reserve and the Basle
should fully support the risk exposuresSupervisors Committee have a number
of nontrading activities with adequateof initiatives underway to ensure that
capital. The guidance complements anstitutions involved in derivatives and
supervisory letter issued in 1993 on tradeapital markets activities follow safe and
ing activities at banking institutions. sound management practices, maintain
adequate capital levels, and report the
i results of these activities in a transparent
Adequacy of Risk Management manner. In May 1995 the Basle Com-
and Internal Controls mittee on Banking Supervision and the
In response to the continuing changes ifechnical Committee of the Interna-
the nature of banking markets, the Fedtional Organization of Securities Com-
eral Reserve introduced in November anissions (IOSCO) established a joint
formal supervisory rating system forframework for supervisory information
evaluating the adequacy of an insti-about the derivatives activities of banks
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and securities firms. The joint frame-and recommendations that contributed
work is part of a continuing effort to to the 1994 disclosures; it also reviews
improve supervisors’ access to, andhe improvements since 1993 in qualita-
evaluation of, timely and comprehen-tive and quantitative disclosures about
sive information about institutions’ the credit and market risks of derivates
activities involving over-the-counter andand about the earnings effects of
exchange-traded derivatives. derivatives.

The framework has two main parts. In November 1995 another joint
The first part summarizes the risks assaeport on the public disclosure of trad-
ciated with derivatives and discussesng and derivatives activities of banks
qualitative and quantitative informationand securities firms worldwide was
that supervisors could obtain to assesssued by the Basle committee and
these risks. The framework also dis1{OSCO. The report provides an over-
cusses earnings information that may beiew of the disclosures about trading
useful in conducting supervisory analy-and derivatives activities in the 1994
sis. The second part sets forth a comannual reports of a sample of the largest
mon minimum supervisory information internationally active banks and securi-
framework that focuses on informationties firms in the G-10 countries and
useful for supervisors as they begimotes improvements since 1993The
assessing the extent of an institution’sanalysis builds, in part, upon a frame-
derivatives activities and their effect onwork used by the Federal Reserve in
its credit risk profile. The Basle Com-analyzing the trading and derivatives
mittee on Banking Supervision anddisclosures of major U.S. banking
IOSCO plan to update the joint super-organizations.
visory information framework periodi- The report's analysis revealed that a
cally and incorporate information aboutnumber of firms in the sample have
market risk into the common minimum made general improvements as well as
framework at a later stage. significant voluntary innovations in their

Over the past few years, industryannual report disclosures. Many institu-
groups and regulators have been issuinipns, however, have continued to dis-
accounting standards and regulationslose very little about their trading and
regarding the derivatives activities andderivatives activities. The report makes
disclosures made by banks. The maimecommendations for further improve-
thrust of these efforts has been to makeents in disclosures of qualitative and
derivatives activities more transparentquantitative information about insti-
in that relevant information will be pre- tutions’ involvement in trading and
sented in a way that allows the publicderivatives activities, including their risk
and regulatory authorities to make in-exposures and risk management policies
formed judgments about a company’sand the derivatives activities’ effects on
derivatives activity. In 1995 the Divi- earnings. The Basle committee and
sion of Banking Supervision and RegudOSCO are planning to repeat the analy-
lation published an analysis of thesis in 1996 with the expectation that
derivatives-related disclosures in the
1993 and 1994 annual reports of the top
ten U.S. banks that dez-il in derivative 4. The total sample consisted of seventy-nine
(Federal Reserve Bulletivol. 81, Sep- institutions holding more than $12 trillion in total
tember 1995, pp. 817-31). The articléyssets and more than $62 trillion in notional
summarizes the accounting standardsmounts of derivative instruments.
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disclosure practices across internationalation as a condition to selling, and to
financial markets will converge further. maintain a recordkeeping system for
bank sales personnel comparable to the
NASD’s Central Registration Deposi-
Retail Sales of Nondeposit tory for broker—dealer personnel.
Investment Products
In January 1995 the Federal ReservglatIonal Information Center
along with the other federal bankingThe Division of Banking Supervision
agencies, entered into an Agreement iand Regulation has overall responsibil-
Principal with the National Associationity for the management of the National
of Securities Dealers (NASD). Pursu-Information Center (NIC). The NIC
ant to the agreement, Federal Resenontains data bases that are maintained
examiners have been coordinatingat the Board of Governors and made
examinations of bank-affiliated broker—available to staff members at the Board,
dealers with the NASD to the extentthe Reserve banks, and other federal and
practicable. The agreement is intendedtate banking supervisors. The NIC
to avoid duplication of supervisory comprises structure data for banks, non-
efforts, lessen the burden on the brokerbanks, and bank holding companies;
dealers, and enhance the overall supeimternational data for U.S. holding
visory process. companies and foreign banking organi-
In September the federal bankingzations with activities in the United
agencies issued an interpretaion of th8tates; financial information, such as
February 1994 interagency statementall Report data for banks and FR-Y
entitled “Retail Sales of Nondepositreport data for bank holding companies;
Investment Products.” The interpreta-and supervisory information based on
tion addresses the application of thenspections and examinations.
statement to a bank’s dealer and trust During 1995, development of the
departments and to standalone bankSupervisory Information System (SIS)
affiliated broker—dealers. The interpretadatabase was combined with that of the
tion also allows an abbreviated form ofFederal Reserve Examination Database
the minimum disclosures to be usedFRED). The SIS contains all the super-
exclusively in advertisements and indi-visory information within the NIC struc-
cates that the minimum disclosures aréure. FRED is an executive information
not required in other signs used exclutool that facilitates fairly complex analy-
sively to identify the location where sis of NIC information on a personal
products are available. computer. The redesign effort currently
In October the federal banking agenunder way and scheduled for comple-
cies sent letters asking the New Yorkion in early 1997, will provide flexibil-
Stock Exchange, the NASD, and thety by enabling the System to use exist-
Municipal Securities Rulemaking Boarding technology for future changes and
to permit bank retail sales personnel t@nhancements.
take the securities industry’s profes- To expand the use of NIC, training
sional qualification examinations. In theseminars were conducted for staff mem-
letters, the banking agencies indicatetbers throughout the System, and new
an intention to adopt rules requiringapplications were developed to make the
bank sales personnel to pass the appreast amount of NIC data more easily
priate professional qualification exami-accessible to the staff. In addition,
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efforts have been made to make the NI@rovides training at basic, intermediate,
data and software available to stateand advanced levels. Classes may be
banking agencies for their use as a@&onducted in Washington, D.C., or at
supervisory tool. regional locations and may be held
jointly with regulators of other financial
. institutions. Training is also provided to
Staff Training staff members of the Division of Bank-
The Supervisory Education Programng Supervision and Regulation and staff
trains staff members having supervisorymembers of other divisions who are
or regulatory responsibilities at theengaged in System supervisory and
Reserve Banks, at the Board of Goverregulatory activities. Students from
nors, and at state banking departmentsupervisory counterparts in foreign
The program covers the four disciplinescountries also attend on a space-
of bank supervision: bank examinationsavailable basis. An objective of the
bank holding company inspectionsprogram is to provide students with an
surveillance and monitoring activities,increased awareness and knowledge of
and applications analysis. The progranthe total supervisory and regulatory pro-

Number of Sessions of Training Programs for Banking Supervision and Regulation, 1995

Program Total Regional

Schools or seminars conducted by the Federal Reserve

Core Schools
Introduction to examinations. . .................. o .. 9 5
Financial institution analysis. ... .. 11 8
Loan analysis . ...... ..ot L. 10 8
Bank management. .............ouiiiiii e .. 6 1
Effective writing for banking supervision staff.................. . 24 24
Management skills ... .. 23 20
Conducting meetings with management......................}| . 25 25

Other Schools
Real estate lending seminar. ..............cocoviiiiiiiian.. . 5
Specialized lending seminar. . ... .. 5
Senior forum for current banking and regulatory issues......... 2
Bank operations. .. ...... ... .. 5
Bank applications .. ........ ..o .. 2
Bank holding company inspection............................ . 11
Basic entry-level trust. ... . 1
Advanced trust. . .......vie i . 1
Consumer compliance examinationl......................... . 3
Consumer compliance examinationdl........................ . 4
Community Reinvestment Act training. . ...................... . 5
Fairlending . ... .. 3
Advanced Electronic Data Processing examination. ........... 1
Electronic Data Processing continuing education. ............. ! 1
Capital markets seminar ..o .. 1
Section 20 securities seminar...............cooiiiiiiiiiin. ..
Internal controls. ....... ..o .

Seminar for senior supervisors of foreign central banks.......... 2 1

w@N
W -

Other agencies conducting courges
Federal Financial Institutions Examination Council .............. ! 78 11
Federal Deposit Insurance Corporation or

Office of the Comptroller of the Currency. ................... . 8 C
Federal Bureau of Investigatin........................ooeinn.. - 2 2

Nortk. ... Not applicable. 3. Co-sponsored by the Federal Reserve, Federal

1. Conducted jointly with the World Bank. Deposit Insurance Corporation, Office of Thrift Supervi-

2. Open to Federal Reserve employees. sion, Office of the Comptroller of the Currency, and the
Resolution Trust Corporation.
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cess, including the interrelationships ofdent days of training was 27,856 in
the four functional areas, thus providingl995; 25,036 in 1994; 26,938 in 1993;
a higher degree of cross training amongnd 20,555 in 1992.
staff members. The Federal Reserve System also

The System participates in traininggave scholarship assistance to the states
offered by the Federal Financial Insti-for training their examiners in Federal
tutions Examination Council and, to aReserve and FFIEC schools. Through
limited extent, in the training offered this program 761 state examiners were
by certain other regulatory agenciestrained; 430 in Federal Reserve courses,
Activities include developing and imple- 304 in FFIEC programs, and 27 in other
menting basic and advanced training ircourses. During 1995 the Federal
various emerging issues as well as ifReserve also continued its participation
such specialized areas as trust activitied joint core supervision schools with
international banking, electronic datathe FDIC.
processing, activities of municipal secu- Every staff member wishing to obtain
rities dealers, capital markets, paymerén examiner's commission is required to
systems risk, white collar crime, prepa-demonstrate mastery of the core curricu-
ration and presentation of testimonyJum and of a specialty area by passing
income property lending, managementhe Core Proficiency Examination,
and instructor training. The System alsavhich includes a core content area and a
co-hosts the World Bank Seminar forspecialty (Safety and Soundness, Con-
students from developing countries.  sumer Affairs, Trust, or EDP). In 1995,

During 1995 the Federal Reserve conninety-one people registered to take
ducted a variety of schools and semithe Core Proficiency Examination, and
nars, and Federal Reserve staff membesixty-seven took it by year-end (see
participated in several courses offeredable).
by or cosponsored with other agencies,
aslshown on the accompanying table. ederal Financial Institutions

n 1995 the Federal Reserve trame(gxamination Council
3,943 persons in System schools, 1,24
in schools sponsored by the Federdh November 1995 the Federal Reserve
Financial Institutions Examination and the other federal banking agencies
Council (FFIEC), and 217 in otherannounced, under the auspices of the
schools for a total of 5,406 studentd=FIEC, the planned full adoption of gen-
including 206 representatives from for-erally accepted accounting principles
eign central banks. The number of stu{GAAP) as the reporting basis for the

Status of Students Registered for the Core Proficiency Examination, 1995

Specialty area
Student status Core .
Safety and Electronic data
soundness Consumer Trust processing
Registrants................... . 91 77 12 1 1
In queue. .. 24 20 3 0 1
Taken...... 67 57 9 1 0
Passed . . o) 65 39 9 1
Failed ................... . 2 18 0 0

Note. Students choose a test in one specialty area to accompany the core examination.
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balance sheet, income statement, andading revenues and net interest mar-
related schedules in bank Call Reportggins. The FFIEC also agreed to make
effective with the March 1997 reportadditional refinements to this informa-
date. While the accounting principlestion as of the March 1996 report date in
used for bank Call Report purposes hava manner consistent with certain aspects
generally been based on GAAP, fullof the Supervisory Information Frame-
adoption of GAAP as the reporting basisvork issued jointly by the Basle Com-
in the basic schedules of the Call Repormnittee on Banking Supervision and the
will eliminate existing differences with Technical Committee of the Interna-
GAAP. In addition, this change will tional Organization of Securities Com-
bring the accounting principles used formissions on May 16, 1995. Similar dis-
bank regulatory reports into conformityclosures were instituted for regulatory
with the GAAP reporting basis used inreports by bank holding companies filed
bank holding company FR-Y reports,with the Federal Reserve.
savings association Thrift Financial The FFIEC published final guidance
Reports, and general purpose financian the Financial Accounting Standards
statements. Furthermore, this unifornrBoard’s Statement of Financial
reporting basis is consistent with theAccounting Standards No. 114,
objectives of section 307 of the RiegleAccounting by Creditors for Impairment
Community Development and Regula-of a Loan(SFAS 114), in February 1995
tory Improvement Act of 1994, which and developed instructions for the bank
requires the federal banking agencies t€all Report on this standard. The guid-
work jointly to develop a single form for ance clarifies that allowances calculated
the filing of core information by banks, under SFAS 114 may continue to be
savings associations, and bank holdingcluded in tier 2 capital and reaffirms
companies. existing supervisory policies on non-
During 1995 the FFIEC implementedaccrual of interest income and the
a number of improvements to disclo-classification of certain troubled collat-
sures for off-balance-sheet derivativegralized loans. The FFIEC also issued
instruments. The FFIEC developedmplementation guidance with respect
instructions to the bank Call Reportto SFAS 122 Accounting for Mortgage
effective as of the March 1995 reportServicing Rights, and SFAS 115,
date, to implement an enhanced frameAccounting for Certain Investments in
work for derivatives reporting. Under Debt and Equity Securities.
the enhanced framework, banks report In December 1995 the FFIEC
gross or notional amounts of derivativeannounced a number of revisions to the
contracts by class of instrument, type ofCall Report. Several items will be
risk exposure, maturity, and use of thedeleted, effective as of the March 31,
instruments. Banks also report the gros§996, reporting date, to reflect the
positive and negative fair values ofresults of an annual review of the Call
derivatives broken down by type of riskReports. New items will be added to the
exposure and use of the instruments. Call Report to permit the agencies to
In addition, the FFIEC collected datamonitor bank regulatory capital ratios
on the net credit exposure from derivamore effectively, to provide better data
tives (reflecting legally enforceableon short-term liabilities and assets for
bilateral netting contracts), on the potentiquidity purposes, and to provide infor-
tial future credit exposure from deriva-mation necessary for the supervision of
tives, and on the effect of derivatives orbank activities in other areas.
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The FFIEC also announced it isdirectly through a branch or agency
adopting a new trust income statementr indirectly through a subsidiary com-
in the Annual Report of Trust Assetsmercial lending company. The Board
(FFIEC 001), effective for the Decem-has established regulations for the
ber 1996 report date. In addition, itinterstate banking activities of these for-
revised the supplement to the Report oéign banks and for foreign banks that
Assets and Liabilities of U.S. Branchescontrol a U.S. subsidiary commercial
and Agencies of Foreign Banks (FFIEChank.

002) to adopt certain derivatives disclo-
sures and to maintain consistency wit .
the bank Call Report. hBank Holding Company Act

By law a company must obtain the Fed-
. . eral Reserve’s approval if it is to form a

gﬁgg{ﬁtrlgn of the U.S. Banking bank holding company by acquiring

control of one or more banks. Moreover,
The Board administers the Bank Hold-once formed, a bank holding company
ing Company Act, the Bank Merger Act,must receive the Federal Reserve’s
and the Change in Bank Control Act forapproval before acquiring additional
bank holding companies and state memnbanks or nonbanking companies.
ber banks. In doing so, the Federal In reviewing an application or notice
Reserve acts on a variety of proposalfled by a bank holding company, the
that directly or indirectly affect the Federal Reserve considers the financial
structure of U.S. banking at the local,and managerial resources of the appli-
regional, and national levels. The Boarctant, the future prospects of both the
also has primary responsibility for regu-applicant and the firm to be acquired,
lating the international operations ofthe convenience and needs of the com-
domestic banking organizations andmunity to be served, the potential public
the overall U.S. banking operations ofbenefits, and the competitive effects of
foreign banks, whether conductedhe proposal.

Bank Holding Company Decisions by the Federal Reserve, Domestic Applications, 1995

Action under authority delegated
by the Board of Governors
Direct action

by the _Director of the Office
Proposal Board of Governors| Division of Banking of the Federal Total
Supervision and Secretar Reserve Banks
Regulation Y

Approved| Denied Approve% Denied  Approved Appro*ed Permitted

Formation of holding

company ....... 33 2 0 0 5 253 47 340
Merger of holding
company ....... 22 0 0 0 14 69 0 105
Retention of bank . .. 0 0 0 0 0 0 0 0
Acquisition
Bank ............ 55 1 0 0 16 248 0 320
Nonbank.........\ 183 2 0 0 29 1 386 601
Bank service
corporation .. 0 0 0 0 0 153 0 153
Other .............. 4 0 34 1 0 0 0 39
Total ............... 297 5 34 1 64 724 433 1,558
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In 1995, the Federal Reserve acted oagencies have adopted standard termi-
1,558 bank holding company andnology for assessing competitive factors
related applications or notices. The Fedin merger cases. The Federal Reserve
eral Reserve received 340 proposals teubmitted 1,014 reports on competitive
organize bank holding companies andactors to the other federal banking
denied 2; approved all 105 proposals tagencies in 1995.
merge existing bank holding companies;
received 320 requests for acquisition .
by existing bank holding companies an(}%hange in Bank Control Act
denied 1; received 601 requests by exisffhe Change in Bank Control Act
ing companies to acquire nonbank firmsequires persons seeking control of a
engaged in activities closely related tdank or bank holding company to obtain
banking and denied 2; and approvedpproval from the appropriate federal
192 other applications. Data on theséanking agency in advance of the trans-
and related bank holding company deciaction. Under the act, the Federal
sions are shown in the accompanyindReserve is responsible for reviewing
table. changes in the control of state member
banks and of bank holding companies.
In so doing, the Federal Reserve must
Bank Merger Act review the financial position, compe-
The Bank Merger Act requires that alltence, experience, and integrity of the
proposed mergers of insured depositorgcquiring person; consider the effect on
institutions be acted upon by the approthe financial condition of the bank or
priate federal banking agency. If thebank holding company to be acquired;
institution surviving the merger is a stateand determine the effect on competition
member bank, the Federal Reserve has any relevant market.
primary jurisdiction. Before acting on a  The appropriate federal banking agen-
proposed merger, the Federal Reservdes are required to publish notice of
considers factors relating to the financiakach proposed change in control and to
and managerial resources of the applinvite public comment, particularly from
cant, the future prospects of the existingpersons located in the markets served by
and combined institutions, the convethe institution to be acquired. The fed-
nience and needs of the community teeral banking agencies are also required
be served, and the competitive effects afo assess the qualifications of each per-
the proposal. The Federal Reserve musibn seeking control; the Federal Reserve
also consider the views of certain otheroutinely makes such a determination
agencies on the competitive factorsand verifies information contained in the
involved in the transaction. proposal.

During 1995 the Federal Reserve In 1995, the Federal Reserve acted
approved 133 merger applications. An 148 proposed changes in control of
required by law, each merger isstate member banks and bank holding
described in thiReporT (in table 16 of companies.
the Statistical Tables chapter). When the
FDIC, the OCC, or the OTS has jurisdic-
tion over a merger, the Federal Reserveg
is asked to comment on the competitiv
factors to ensure comparable enforceEach decision by the Federal Reserve
ment of the antitrust provisions of thethat involves a bank holding company,
act. The Federal Reserve and thoskank merger, or a change in control is

ub!iq Notice of Federal Reserve
ecisions
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effected by an order or announcemenBanking and Nonbanking Proposals
Orders state the decision, the essentiﬂ
facts of the application or notice, and
the basis for the decision; announce

uring 1995, the Board approved a vari-
ety of merger proposals involving some

ments state only the decision. All order of the largest banking organizations in

and announcements are released imméic United States. Most of these propos-

diately to the public; they are subse-aIS generated many comments from

: , the public, particularly with respect to
quently reported in the Board's weekly e - .
H.2 statistical release and in the monthl he Community Reinvestment Act, fair

Federal Reserve BulletinThe H.2 ending, and competitive issues. For one

release also contains announcements 8t }arlliisr?wggt)iﬁoiailr?'t:]r;geBgsrgéggdclijt(i:éid
applications and notices received by thg 9 P :

Federal Reserve but not yet acted on. he meetings facilitated the receipt of
comments from the many parties inter-

ested in that transaction. For another

proposal, to form the largest banking
Timely Processing of Applications holding company in the U.S., the Board
c[onducted a two-day public meeting in
ew York City; the proposal was pend-
g at year-end.

The Federal Reserve maintains targ
dates and procedures for the processi !
of applications. These target dates pro- .

gy In 1995 the Board continued to
mote efficiency at the Board and theef]pprove proposals by domestic bank
e e e et o <0G companiesand by oreign bk
decision ranges from thirty to sixty days,'ng organizations to engage in securities

; D nderwriting and dealing activities. For
depending on the type of application OIijhe first time, the Board permitted a

notice. During 1995, 90 percent of theb Kk holdi di

decisions met this standard. ank noiding company engaged in a
limited number of section 20 activities
(rather than all types of section 20
activities) to underwrite and deal in

Delegation of Applications certain “private ownership” industrial

P evenue bonds.
Historically, the Board has deIegateJ During the year, the Board also

certain regulatory functions—includingapproved a proposal by a U.S. bank
the authority to approve, but not to denyholding company to indirectly Iaéquire

certain types of applications—to the. . :
Reserve yI??anks, to ptﬁe Director of thd"€rests in partnerships that would

Board's Division of Banking Super- invest in a variety of assets, including

vision and Regulation, and to the Secg|scounted bank loans and other debt

retary of the Board. The delegation Oﬁﬁst(urge?tslthe;t r?“? (or grelexpected to
responsibility for applications permits €) in default of their original terms.
staff members at both the Board and the
Reserve Banks to work more efficiently A
by removing routine cases from the
Board'’s agenda.

In 1995, 84 percent of the applica-State member banks must obtain the per-
tions processed were acted on undenission of the Federal Reserve to open
delegated authority. The Board continnew domestic branches, to make invest-
ued its efforts during the year to streamments in bank premises that exceed
line its processing procedures. 100 percent of capital stock, and to add

pplications by State
Member Banks
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to their capital bases from sales ofForeign Branches
subordinated debt. State member banksf Member Banks
must also give six months’ notice of .
their intention to withdraw from mem- Under provisions of the Federal Reserve
bership in the Federal Reserve, althougfjct @nd of the Board’s Regulation K

the notice period may be shortened ofintérnational Banking Operations),
eliminated in specific cases. member banks must obtain Board

approval to establish branches in foreign
countries. In reviewing proposed for-
Stock Repurchases by Bank eign branches, the Board considers the
Holding Companies requirements of the law, the condition

A bank holding company sometimes-Of the bank, and the bank’s experience

' . in international business. In 1995 the
purchases its own shares from its shargs 5.4 approved the opening of 14 for-
holders. When the company borrows th%ign branches of 5 banks
money to buy the shares, the transaction By the end of 1995 '110 member

increases the debt of the bank holdingjnys \ere operating 761 branches in
company and simultaneously decreasggeign countries and overseas areas of
its equity. Relatively larger purchasespe (nited States; 76 national banks
may undermine the financial condmonWere operating 64’0 of these branches
of S b;‘nk h°|o_||'_?]g clgnépanlysnd its banky 4 34 state member banks were operat-
subsidiaries. the ederal ReServe May,q the remaining 121 branches. In addi-

object to stock repurchases by holdingjo, 57 nonmember banks were operat-
companies that fail to meet certain stanl—ng 41 branches in foreign countries.

dards, including the Board’'s capital
guidelines. In 1995 the Federal Reserve

reviewed fifty-one proposed stock repurE£dge Act Corporations
chases by bank holding companies, athtnd Agreement Corporations

of which were handled, under delegated

authority, either by the Reserve BankdJnder sections 25 and 25(a) of the Fed-
or by the Secretary of the Board. eral Reserve Act, Edge Act and agree-
ment corporations may engage in inter-

national banking and foreign financial

transactions. These corporations, which
are usually subsidiaries of member

banks, may (1) conduct a deposit and
The Board has several statutory resporiean business in states other than that
sibilities in supervising the internationalof the parent, provided that the busi-

operations of U.S. banking organi-ness is strictly related to international

zations. The Board must provide authotransactions and (2) make foreign

rization and regulation of foreign investments that are broader than those
branches of member banks; of overseasf member banks because they can
investments by member banks, Edgénvest in foreign financial organizations,

Act corporations, and bank holdingsuch as finance companies and leas-
companies; and of investments by bankng companies, as well as in foreign

holding companies in export tradingbanks.

companies. In addition, the Board is In 1995 the Federal Reserve approved
required to charter and regulate Edgene new Edge Act corporation and three
Act corporations and their investments. agreement corporations. At year-end,

International Activities of U.S.
Banking Organizations
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seventy-six Edge Act and agreemenEnforcement of Other Laws
corporations were operating with forty-and Regulations

two domestic branches. Effective ) )

January 1, 1993, the Board, in lineThe Board is also responsible for the
with the latest revision to Regulation K, enforcement of various laws, rules and
requires each Edge Act corporatiorfeQU|at'0n5 other than those specifi-
that is “engaged in banking” to main- cally related to_bank_safety and sou.nd—
tain a minimum ratio of qualifying Ness and the integrity of the banking
total capital to weighted risk assets ofstructure.

10 percent.

Financial Disclosure by State

: Member Banks
Foreign Investments

State member banks must disclose cer-
Under the Federal Reserve Act and theyin information of interest to investors

_Bank HoIding_ Company Act, U.S. ban.kfif they issue securities registered under
Ing organizations may engage In actiViy,a Securities Exchange Act of 1934.
ties overseas with the authorizationrpis  jnformation includes financial

of the Board. Significant investmentS;qarts and proxy statements. By stat-
require advance review by the Board,,s ~the Board's financial disclosure

althqugh pursuant to Regulation K, mos{yjes muyst be substantially similar to
foreign investments may be made undef,se issued by the Securities and
general-consent procedures that i”VOIVExchange Commission. At the end of
only after-the-fact notification to the 1995, thirty-six state member banks,
Board. most of which are small or medium-

sized, were registered with the Board

under the Securities Exchange Act.
Export Trading Companies

In 1982 the Bank Export Services Actggnk Secrecy Act

amended section 4 of the Bank Holding

Company Act to permit bank holding The Currency and Foreign Transactions
companies, their subsidiary Edge Act oReporting Act (the Bank Secrecy Act)
agreement corporations, and bankersvas originally designed as a means to
banks to invest in export trading compa<create and maintain records of various
nies, subject to certain limitations andfinancial transactions that otherwise
after Board review. The purpose of thiswould not be identifiable in an effort to
amendment was to allow effective parirace the proceeds of illegal activities.
ticipation by bank holding companies inln recent years, the Bank Secrecy Act
the financing and development of exporhas been regarded as a primary tool in
trading companies. The Export Tradinghe fight against money laundering. The
Company Act Amendments of 1988records required to be reported and
provide additional flexibility for bank maintained by financial institutions
holding companies engaging in exporunder the Bank Secrecy Act provide law
trading activities. Since 1982 the Fed-enforcement officials with useful data
eral Reserve has acted affirmatively orfior aiding in the detection and preven-
notifications by forty-eight bank holding tion of unlawful activity. At the same
companies. time, these records provide assistance
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in the determination of the safety andsummit was to develop a coordinated
soundness of financial institutions. hemispheric response to money launder-
In 1995 the Federal Reserve acted asg activities in the Americas.
the lead regulatory agency in the devel-
opment of new anti-money launderin
examination procedures as required b
the provisions of section 404 of theUnder the Securities Exchange Act of
Riegle Community Development and1934, the Board is responsible for reg-
Regulatory Improvement Act of 1994.ulating credit in certain transactions
These procedures were added to thvolving the purchase or carrying of
newly developed Federal Reserve Bankecurities. The Board limits the amount
Secrecy Act examination proceduresof credit that may be provided by securi-
The Federal Reserve, through its use dfes brokers and dealers (Regulation T),
these procedures and other off-sighby banks (Regulation U), and by other
measures, continued its efforts to monitenders (Regulation G). Regulation X
tor compliance with the requirements ofapplies these credit limitations, or mar-
the Bank Secrecy Act by the institutionsgin requirements, to certain borrowers
it supervises. and to certain credit extensions, such as
During 1995 the Federal Reservecredit obtained from foreign lenders by
through its appointed representativel).S. citizens.
continued to provide expertise and guid- Several regulatory agencies enforce
ance to the Bank Secrecy Act Advisorycompliance with the Board’s securities
Council, a committee created by Con-credit regulations. The Securities and
gressional mandate to propose addiExchange Commission, the National
tional anti-money laundering measure#éssociation of Securities Dealers, and
to be taken under the Bank Secrecy Actthe national securities exchanges exam-
Also, through the Special Investigationdne brokers and dealers for compliance
and Examinations Section, the Federakith Regulation T. The federal banking
Reserve has assisted in the investigagencies examine banks under their
tion of money laundering activities andrespective jurisdictions for compliance
provided anti-money laundering train-with Regulation U. The compliance of
ing to designated staff members at eachther lenders with Regulation G is
Reserve Bank. examined by the Board, the Farm Credit
The Federal Reserve has also contilPAdministration, the National Credit
ued its extensive participation in theUnion Administration, or the Office of
Financial Action Task Force, which in Thrift Supervision, according to the
1995, provided anti-money launderingurisdiction involved. At the end of
training to numerous foreign govern-1995, 743 lenders were registered under
ments. A representative of the FederaRegulation G, and 226 came under the
Reserve participated in the FinanciaBoard’'s supervision. Of these 226, the
Action Task Force examinations of theFederal Reserve regularly inspects 216
progress made in adopting and impleeither biennially or triennially, accord-
menting anti-money laundering meaing to the type of credit they extend. The
sures by foreign governments. Througtothers are exempted from periodic on-
its representative, the Federal Reservate inspections by the Federal Reserve
also participated in the Summit of thebut are monitored through the filing
Americas Working Level Conference onof periodic regulatory reports. During
Money Laundering. The purpose of thel995, Federal Reserve examiners

ecurities Regulation
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inspected 108 lenders for complianceities. In 1995 the foreign list was
with Regulation G. revised in February, May, August, and
In general, Regulations G and UNovember. The November foreign list
impose credit limits on loans secured bycontained 701 foreign stocks.
publicly held securities when the pur- In 1995 the Board published proposed
pose of the loan is to purchase or carramendments to Regulation T for public
those or other publicly held equity secucomment. The amendments are part of
rities. Regulation T limits the amountthe Board’s periodic review of its regu-
of credit that brokers and dealers mayations and reflect consideration of the
extend when the credit is used to pureomments submitted in response to
chase or carry publicly held debt orits earlier Advance Notice of Proposed
equity securities. Collateral for suchRulemaking. Many of the proposed
loans at brokers and dealers must bamendments feature increased reliance
securities in one of the following catego-on rules of the Securities and Exchange
ries: those traded on national securitie€ommission and self-regulatory organi-
exchanges, certain over-the-countezations. Others would make Regula-
(OTC) stocks that the Board designatetion T consistent with Regulation G and
as having characteristics similar toRegulation U.
those of stocks listed on the national Under section 8 of the Securities
exchanges, or bonds that meet certaiBxchange Act, a nonmember domestic
requirements. or foreign bank may lend to brokers or
The Federal Reserve monitors thelealers who post registered securities as
market activity of all OTC stocks to collateral only if the bank has filed an
determine which of them are subject taagreement with the Board that it will
the Board’'s margin regulations. Thecomply with all the statutes, rules, and
Board publishes the resultingist of regulations applicable to member banks
Marginable OTC Stocksjuarterly. In regarding credit on securities. The
1995 the OTC list was revised in FebruBoard processed seven new agreements
ary, May, August, and November. Thein 1995.
November OTC list contained 4,253 In 1995 the Securities Regulation
stocks. Section of the Board’s Division of
Pursuant to a 1990 amendment t@Banking Supervision and Regulation
Regulation T, the Board publishes a lisissued twenty-four interpretations of the
of foreign stocks that are eligible for margin regulations. Those that presented
margin treatment at broker—dealers osufficiently important or novel issues
the same basis as domestic margin secwere published in th&ecurities Credit

Loans by State Member Banks to their Executive Officers, 1994-95

Range of interest
Period Number Amount (dollars) rates charged
(percent)

1994

October 1-December31............. 684 23,755,000 3.7-21.0
1995

January 1-March 3L ................. X 655 15,881,000 3.0-21.0
April 1-June 30...........oiiieaa . 725 20,246,000 5.0-18.3
July 1-September 30................. . 726 18,386,000 5.5-19.2

Source. Call Report.
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Transactions Handbookyhich is part
of the Federal Reserve Regulatory Ser-
vice. These interpretations serve as a
guide to the margin regulations.

Loans to Executive Officers

Under section 22(g) of the Federal
Reserve Act, state member banks must
include in each quarterly Call Report
all extensions of credit made by the
bank to its executive officers since the
date of the bank’s previous report. The
accompanying table summarizes this
information.

Federal Reserve Membership

At the end of 1995, 3,965 banks were
members of the Federal Reserve Sys-
tem, a decrease of 146 from the previ-
ous year-end. Member banks operated
38,129 branches on December 31, 1995,
a net increase of 1,041 for the year.
Member banks accounted for 38 percent
of all commercial banks in the United
States and for 67 percent of all com-
mercial banking offices; these values
matched those for year-end 1994. «
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Regulatory Simplification

In 1978 the Board of Governors estabsary burden. The Board also took

lished the Regulatory Improvementactions to provide safety and soundness
Project in the Office of the Secretary toguidelines that set forth broad, principle-

help minimize the burdens imposed bybased standards; to streamline the
regulation. In 1986 the Board reaffirmedrisk-based capital treatment of small

its commitment to regulatory improve-business obligations transferred with

ment, renaming the project the Regularecourse; and to expand the ability of

tory Planning and Review Section andJ.S. banking organizations to invest in

assigning supervision of its work to theforeign companies without advance

Board’'s Committee on Banking Super-approval.

vision and Regulation.

The purposes of the regulatory im-
provement and simplification function
are to ensure that the economic conseection 303(a)(1) of the Riegle Com-
quences for small business are considnunity Development and Regulatory
ered when regulations are written, tdmprovement Act of 1994 requires that
afford interested parties the opportunityeach federal banking agency, including
to participate in designing regulationsthe Board, conduct a review of its regu-
and comment on them, and to ensur&tions and written policies for purposes
that regulations are written in simpleof streamlining, improving efficiency,
and clear language. Staff memberseducing unnecessary costs, and remov-
continually review regulations for their ing inconsistencies and outmoded or
adherence to these objectives. duplicative requirements. The act also

During 1995 the Board took a varietyrequires the agencies work jointly to
of actions to reduce the regulatory burmake regulations and guidelines imple-
den on supervised institutions. Thesenenting common statutory and super-
actions included a major commitment tovisory policies uniform. The Board and
fulfill the mandate of section 303 of thethe other agencies must report to the
Riegle Community Development andCongress by September 1996 on the
Regulatory Improvement Act, which progress they have made.
requires reviews of all regulations and The Board has placed a high priority
written policies. In addition, the Board on fulfillment of section 303’s mandate
took action to clarify recordkeepingand has devoted considerable resources
requirements for wire transfers; to per4o the project. The Board contemplates a
mit flexibility in consumer accounts comprehensive review of all its regula-
on receipts at automated teller machinesons and written policies, including pol-
in order to reduce fraud; to establishcy statements, Board interpretations,
a “safe harbor” from the anti-tying Supervisory Letters, and the like.
restrictions of the Bank Holding Com- Revised proposals for several Board
pany Act; and to revise the Communityregulations have already been issued
Reinvestment Act regulations to emphafor comment, including Regulation T
size performance, promote consistenc{Securities Credit by Brokers and Deal-
in evaluations, and eliminate unnecesers), Regulation E (Electronic Fund

Comprehensive Reviews
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Transfers), Regulation M (Consumeruniquely identify the customer’s account
Leasing), Regulation U (Securitiesor card; this requirement had posed
Credit by Banks), and Regulation K,security risks for consumers and finan-
subpart A (Investments by Foreigncial institutions by making accessible to
Banking Organizations in U.S. Subsidi-criminals information that could be used
aries). Interagency efforts to make comto make fraudulent withdrawals. The
mon regulations and guidelines unifornrevised rule will help to reduce fraud
are under way as are internal reviews ofvithout compromising consumers’ abil-
policies and related guidance. ity to identify transactions at ATMs. The

Board had issued an interim rule to

Recordkeeping Requirements for address this problem in November 1994.

Certain Financial Records

In January 1995 the Board, in conjunc—Exceptlon to Anti-tying

tion with the Department of the Trea-ResmcnonS
sury, adopted a final rule that establisheth April the Board established a “safe
enhanced recordkeeping requirementsarbor” from the anti-tying restrictions
related to certain funds transfers anaf the Bank Holding Company Act and
transmittals of funds (wire transfers) byRegulation Y. The safe harbor permits
all financial institutions. The final rule any bank or nonbank subsidiary of a
reflected modifications to the proposedank holding company to offer a dis-
rule which reduced the burden associeount on any product or package of
ated with the rule while maintaining its products if a customer maintains a mini-
usefulness to law enforcement agenciesnum combined balance in deposits and
Subsequent to the adoption of theother products specified by the institu-
rule, several banks expressed concerri®on. The Board believes such discounts
that compliance would be complicatedare proconsumer and not anticompeti-
by differences in the meanings of defini-tive and had previously granted a simi-
tions in the rule and the Uniform lar exception by order to a particular
Commercial Code. The Treasury andanking institution.
the Board proposed amendments to the
definitions and technical conforming RA
changes to conform the meanings of thg
definitions in order to reduce confusionThe purpose of the Community Rein-
as to the applicability of the rule and tovestment Act (CRA) regulations is to
reduce the cost of complying with itsestablish the framework and criteria by
requirements. The Board approved th&hich the agencies assess an institu-
conforming changes in December. tion’s record of helping to meet the
credit needs of its community, including
: . low- and moderate-income neighbor-
ATM Transaction Receipts hoods, consistent with safe and sound
In March the Board adopted a final ruleoperations, and to provide that the
amending Regulation E to permit finan-assessment shall be taken into account
cial institutions more flexibility in iden- in reviewing certain applications.
tifying consumer accounts on receipts at In April the federal banking agencies
automated teller machines (ATMs). Thessued completely revised CRA regula-
amendment eliminated the requirementions, which emphasize performance
that an electronic terminal receiptrather than process by requiring reports
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on loans rather than on outreach effortsCapital Treatment of Certain
The revisions also promote consistencsmall Business Obligations

in evaluations by recognizing that differ--_. . .

ent types of institutions (large retalil andé%gneleqenégegféonmi%? of tdheRlzlegfle
small financial institutions, whole:saletory Irrt:glrgvem\ént F?Act ofaq994 gtLr’]g'
and limited-purpose  institutions, andBoard amended the risk-based capital

institutions electing strategic plans) ; . :
require different standards. And thelreatment of certain small business obli-

revisions reduce data collection anogations. Under the revised rule, adopted

reporting requirements for smaller August, qualifying institutions that
institutions. transfer small business obligations with

recourse would be required to maintain
o capital only against the amount of
Safety and Soundness Guidelines recourse retained rather than the entire

As required by section 132 of the Fegamount of assets sold.

eral Deposit Insurance Corporation
Improvement Act, the Board issued finalDe Novo Investments in Foreign
guidelines and a final rule, effectiveCompanies

as of August, regarding standards fo
safety and soundness at state memblt Pecember the Board amended Regu-
ation K (International Banking Opera-

banks. The guidelines set forth broad,; ns) to provide expanded aeneral con
principle-based standards that establishP"S) t0 provide expanded general con-
ent authority for de novo investments

the objectives that proper operation ; ; .
and management should achieve, whild foreign companies by U.S. banking

leaving the methods for achieving thoseprganizations that are strongly capital-
objectives to each institution. The final'zed and well managed. The expanded

rule establishes deadlines for submisgeneral consent authority is designed to

sion and review of safety and soundnesgermit such organizations to make larger
compliance plans that may be requireénveStmemS without the need for

for insured depositories that fail to mee?dl\;] ig%?ﬁgﬁ:gvadr?éerfv'ter\:é ' expanded
the guidelines. P

At the same time, the Board issuedtuthority are subject to an annual
proposed guidelines for safety anoaggregate I|_m|t and a post-investment
soundness standards relating to assgf’t'ced r(tjequllrement. I_In aﬂdltlon, th_e
quality and earnings. As amended b}g;nen e rufe strrtleam ines t eprocesslng
the Community Development Act, sec0' nofices for those investments that
tion 132 no longer requires the agenciegeqUIre advance notice to the Boarda
to prescribe quantitative standards in
these areas but rather standards they
deem appropriate. The agencies have
proposed asset quality and earnings
guidelines that emphasize monitoring,
reporting, and preventive or corrective
action. Final action on these proposed
guidelines is expected in spring 1996.
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Federal Reserve Banks

In 1995 the Federal Reserve Banks consecond phase of their plan to consoli-
pleted their first full year of operation date data processing within FRAS.
under a new inter-Bank management
structure for financial services. Under
the new structure, a policy committee—
chaired by the President of the Federal
Reserve Bank of St. Louis, Thomas C.
Melzer—establishes strategic directions
and policies, and a management com-
mittee develops and implements busi-
ness plans and coordinates activities of conver-
the product offices. A separate producsions to shared environments at FRAS
office exists for each of the following for the processing of individual District
services and is directed by the first viceapplications. In 1996 the Reserve Banks
president of the indicated Reserve Bankplan to complete their conversion to Fed
retail payments (Boston), wholesaleACH and begin their conversion to the
payments (New York), cash and fiscahew book-entry securities transfer and
agency operations (Philadelphia), andbanking statistics applications.
automation and accounting support ser- Also during 1995 the Federal Reserve
vices (San Francisco). The new manageéBanks continued implementing the Sys-
ment structure will guide the Reservetem’s new national communications
Banks as the financial services environnetwork, Fednet, which is replacing the
ment continues to evolve. FRCS-80 backbone network and the
twelve District networks. Fednet is a
single unified communications network
that eliminates variations in the level of
service provided at different points in
the System and improves the reliability,
security, and disaster recovery capabili-
ties of the network. In 1995 the Reserve
Banks installed equipment to support
communications among the Banks’ local
applications, such as electronic mail. In
Reserve Bank, now handle all Reservaddition, the Banks continued convert-
Bank mainframe applications except theng to Fednet those depository institu-
Fedwire funds and book-entry securitiegions using leased-line connections to
transfer applications of the New Yorkthe Reserve Banks. The Reserve Banks
Bank and the check applications of mosexpect to complete the conversions of
Reserve Banks. The New York Bankinstitutions to Fednet during 1996.
plans to convert its wholesale payment The remainder of this chapter details
operations to FRAS in 1997. 1995 results in Federal Reserve Bank
The Reserve Banks also completegriced services, currency and coin
several significant milestones in theoperations, and fiscal agency services,
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and reports on examinations, incomeears, the Federal Reserve System has
and expenses, holdings of securities anacovered 101.0 percent of its costs,
loans, and major construction activity. including the PSAF.

The revenue from priced services in
1995 was $738.8 million, other income
was $26.4 million, and costs were
$764.8 million, resulting in net revenue
The Monetary Control Act of 1980 of $0.4 million and a recovery rate of
requires the Federal Reserve System tb00.1 percent of costs, including the
establish fees that, over the long runPSAF but before the cumulative effect
recover all direct and indirect costs ofof a change in accounting principle. The
providing services to depository institu-one-time charge for the cumulative
tions, as well as imputed costs, such asffect on previous years of the retroac-
the income taxes that would have beetive application of the accrual method of
paid and the pretax return on equity thatccounting for postemployment and
would have been earned had the sewxacation benefits resulted in a net loss of
vices been provided by a private firm.$19 million2 In 1994 the System’s
These imputed costs are collectivelyevenue was $14.0 million less than
referred to as the private sector adjusttotal costs, resulting in a recovery rate
ment factor (PSAF}.Over the past ten of 98.2 percent.

Developments in _
Federal Reserve Services

1. The imputed costs that are part of the PSAF 2. See the pro forma statements at the end of
are interest on debt, return on equity, income anthis chapter.Other incomeis the revenue from
sales taxes, and assessments for deposit insurarineestment of clearing balances net of earnings
from the Federal Deposit Insurance Corporationcredits, an amount known as net income on clear-
In addition, assets and personnel costs of thing balancesTotal costis the sum of operating
Board of Governors that are directly related toexpenses, imputed costs (interest on debt, interest
priced services are allocated to the Reserve Banken float, sales taxes, and the Federal Deposit Insur-
priced services. In the pro forma statements at thance Corporation assessment), imputed income
end of this chapter, expenses of the Board ofaxes, and the targeted return on equigt reve-
Governors are included in operating expenses, amile is revenue plus net income on clearing bal-
assets of the Board are part of long-term assets. ances minus total cost.

Activity in Federal Reserve Priced Services, 1995, 1994, and 1993
Thousands of items except as noted

Percentage change
Service 1995 1994 1993

1994-95 1993-94
Commercial checks.............. 15,465,209 16,479,161 19,008,808 -6.2 -13.3
Funds transfers.................. . 77,742 73,611 71,199 5.6 3.4
Securities transfers............... L 3,689 3,693 3,638 -1 1.5
Commercial ACH ................ . 2,125,445 1,805,095 1,544,848 17.8 16.8
Noncash collection............... 838 643 1,020 30.3 -37.0
Cash transportation.............. 108 98 65 10.2 50.8
Definitive safekeeping............ L L 17 L -100.0

Note. Amounts in bold are restatements due to acial items processed; imoncash collectiorthe number of
change in definition (securities transfers) and an error iitems on which fees are assessedcash transportation,
previously reported data (cash transportation). the number of armored-carrier stops; anddefinitive

Activity in commercial checkss defined as the total safekeepingthe average number of issues or receipts
number of commercial checks collected, including bothmaintained. The Federal Reserve withdrew from the
processed and fine-sort items; fands transfersand  definitive safekeeping service in 1993.
securities transferghe number of transactions originated ... Not applicable.
on line and off line; inACH, the total number of commer-
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Check Collection transactions via electronic transmissions
from depository institutions.

g During 1995 the Federal Reserve con-
inued to implement computer software
hat can capture and store check images.
Paying banks that use truncation or other
electronic check presentment products
can use imaging technology to verify

Federal Reserve Bank operatin
expenses and imputed costs for co
mercial check services in 1995 totale
$559.8 million. Revenue from check
operations totaled $553.4 million, and
other income amounted to $20.6 mil-

lion, resulting in income before income_. ;
’ o signatures on checks, streamline the
taxes of $14.2 milliors. The Reserve handling of inquiries, and provide cop-

Banks handled 15.5 billion checks, des of checks in customers’ statements

decrease of 6.2 percent from the volum? ;
. ather than physical checks. The Cleve-
of checks handled in 1994. The VOIum.and and Dallas Banks and the Helena

of checks deposited in fine-sort deposi ranch of the Minneapolis Bank intro-

products, requiring the depositing banl?juced image products during 1995. The

to presort items by paying bank,,, ; ;
- i inneapolis Bank began offering these
declined 16.5 percent, the volu.me O'Jp\)/lroducts during 1994. In addition, the
checks dgposﬂed in other deposit prOdBoston Bank offers an image-enhanced
ucffhgecggigr?/f pBe;%if;t- continued t notification product for return items that
encourage the use of electronics t rovides institutions with images of cer-
encourag > U ' ain returned checks one day sooner than
improve the efficiency of check process-they would otherwise be available.

ing. During 1995 nearly 1 billion :
checks, or 6.5 percent of all checks pre- In August 1995 the Chicago Bank

sented to paving banks. were presentel ened a satellite facility in Peoria, Illi-
0 paying b ' P . ois, to reduce the cost and improve the
electronically, an increase of approxi-

mately 70 percent over the 1994 leve quality of its check collection service.

The Reserve Banks also continued to
offer electronic information products Funds Transfer and Net Settlement

that enable depository institutions Orederal Reserve Bank operating ex-

provide timely cash-management infor- .\ <o a0 imputed costs for Fedwire
mation to their corporate customers

During the year, several additionalfunds transfer and net settlement ser-

Reserve Banks began fo accept ele\/_ices totaled $78.7 million. Revenue
9 P ffom Fedwire and net settlement opera-

: income amounted to $2.7 million, result-

tronic files of the detailed check Iistingsing in income before income taxes of
and totals that depositors must providgﬁ11 8 million

with every deposit. Their use stream- " '

lines check processing and reduces costs

by automating information at an ear-Fynds Transfer

g?jrd'?:;geb th&ne (;tr?deng:c'stﬁepo:g'rblﬁ]'olsnfhe number of Fedwire funds transfers
o iton, é’ C off y N ttoriginated increased 5.6 percent, to
eserve bank oflices were able 7.7 million—75.9 million value (mone-

accept requests for adjustments of che ry) transfers and 1.8 million nonvalue
messages.

3. See the pro forma income statement for Fed- During 1995 9|even' Reserve Banks
eral Reserve priced services, by service. completed the conversion to a new cen-
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tralized Fedwire funds transfer applicainvolving a service provider that is
tion. The New York Bank implemented located outside the United States, pend-
the new application in its local dataing completion of a broader supervisory
center. This new application is expectedeview of related issues in early 1996.

to improve processing throughput, relia-
bility, and the Reserve Banks dlsasterNet Settlement
recovery capabilities. .

In addition, the Reserve Banks begard he Federal Reserve provides net settle-
development efforts to modify the Fed-Ment services to more than 150 local,
wire funds transfer and Fedline appli-Private-sector clearing and settlement
cations to accommodate the expande@Tangements and to four such arrange-
format for transfer messages approvef1€nts that operate nationwide. These
by the Board in late 1994. Depository2ifangements enable participants to
institutions must be able to receive fund$ettle their net positions either via Fed-
transfers in the new format by June 199ire funds transfers using special settle-
and to send transfers by December 1997€nt accounts at Federal Reserve Banks
The expanded format will reduce©f Via accounting entries, which are
manual interventions in the transferP0Sted to participants’ Federal Reserve
process, eliminate the need to truncat@ccounts by Federal Reserve Banks.
payment-related information when for- _ TWo of the national arrangements, the
Warding payment orders through Fed_Clearlng House |n":e.rbank Payments
wire that were received via other large-SyStem and the Participants Trust Com-
value transfer systems, and allowP@ny, process and net large-dollar trans-
additional information about the origina-actions, the former for interbank funds
tor and beneficiary of a transfer to befransfers and the latter for the settlement
included in the transfer message, a8f mortgage-backed securities transac-
required by the new Bank Secrecy Actions. The other two national arrange-
rules adopted by the Department of thénents, Visa ACH and the National
Treasury. Clearing House Association, process

In August 1995 the Board approved@nd net small-dollar transactions, the
certain modifications to its Fedwireformer for automated clearinghouse
policy on third-party access to clarify its ransactions and the latter for check pay-
scope and to reduce the administrativg€nts. The majority of local clearing
burden of several provisions. Somedlfangements are check clearinghouses.
depository institutions have entered into
arrangements in which a third party .
provides operating facilities for their Book-Entry Securities
Fedwire funds and securities transfeFederal Reserve Bank operating ex-
services. Under such arrangements, thgenses and imputed costs for book-
third party’s actions may result in a debitentry securities transfer services totaled
to the institution’s Federal Reserve$16.4 million. Revenue from book-entry
account. The policy provides importantsecurities operations totaled $15.4 mil-
safeguards both to depository institudion, and other income amounted to
tions participating in third-party access$0.5 million, resulting in a net loss
arrangements and to the Reserve Bankbkefore income taxes of $0.5 million. The
At the time the Board clarified certainFederal Reserve Banks processed
provisions of the policy, it also placed3.7 million transfers of government
a moratorium on any arrangement@gency securities on the Fedwire book-
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entry securities transfer system duringdutomated Clearinghouse
the year, a 0.1 percent decrease from
19944 Federal Reserve Bank operating
In August 1995 the Board approved aexpenses and imputed costs for auto-
firm closing time of 3:15 p.m. easternmated clearinghouse (ACH) services
time for the origination of transfers andtotaled $69.0 million. Revenue from
3:30 p.m. eastern time for reversalsACH operations totaled $73.4 million,
both closing times to become effectiveand other income amounted to $2.3 mil-
January 2, 1996. The Board believedion, resulting in income before income
that these new closing times will benefitaxes of $6.7 million. The Reserve
market participants by reducing uncerBanks processed 2.1 billion commercial
tainty about the final closing time of theACH transactions during the year, an
system due to ad hoc operating houincrease of 17.8 percent over 1994 vol-
extensions. Market participants, thereume levels.
fore, will be able to manage resources The development of software to
and control costs more effectively thansupport ACH services in the Federal
in the past. The Federal Reserve Bankfeserve’'s new consolidated data pro-
however, still retain the flexibility to cessing environment was completed.
extend the closing time to facilitate theThe new software incorporates a flow
smooth functioning of the governmentprocessing concept and will provide a
securities market and to minimize thenumber of new deposit and delivery
systemic risk that may arise due to sigoptions. It will also allow customers
nificant operating problems at one otto trace ACH transactions or files of
more depository institutions or majortransactions electronically, check the
dealers. Extensions are granted based siatus of a file in process, and obtain
established criteria with regard to thdimited information from the Federal
total value of unsent transfers and thd&keserve’s database on other ACH par-
amount of time required to resolve theticipants. The Minneapolis and Kansas
operational problems. City Banks began processing ACH
Throughout 1995, development worktransactions with the new software in
continued on the new National Book-1995. The remaining ten Districts are
Entry Securities System, the centralize@xpected to convert to the new software
application that will replace the two during 1996.
securities applications the Reserve In August 1995 the Board requested
Banks now use. The Reserve Banks placomment on the benefits and costs of a
to convert to the new application inpolicy to control access to the ACH
1996 and 1997. service by entities other than the insti-
tution whose Federal Reserve account
4. The revenues, expenses, and volumes ravill be debited. The proposed controls
flected here are for transfers of securities issued byould apply to ACH credit transac-

federal ~government ~agencies, governmentyjnng gent by third-party processors
sponsored enterprises, and international institu-

tions such as the World Bank. The Fedwire securi@’d réspondent depository institutions
ties transfer service also provides custody, transfeflirectly to a Reserve Bank or private
and settlement services for securities of the U.SACH operator. The proposed policy is

Treasury. The Reserve Banks act as fiscal agent§milar to the Fedwire third-party access
when they transfer Treasury securities, and th

Treasury Department assesses fees for the suﬁ-ohcy and would help to ensure the
vices. See the section on fiscal agency services maféty and soundness of the ACH

this chapter for more details. service.
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Noncash Collection ated with priced services through fees

. for those services.
Federal Reserve Bank operating

expenses and imputed costs for noncash .
collection services totaled $4.8 million.Developments in Currency and
Revenue from noncash operation§0in

totaledt$d3.t8 gci)llizon,'lﬁnd otherlt_incqme-l-he Federal Reserve’s cost to print new
amounted 1o $0.2 million, resuiting I ., rancy jn 1995 was $370 million.

Ir.‘g‘:]'O_?rsleb?\for:]ebg‘rcg?qﬁotr?é(aeihoigﬁ)éitrg'rl]Reserve Bank operating expenses for
lon. u ' rocessing and storing currency and

items (mgturgng tchoupclgs and bgndigoin, including priced cash services,
processe(:j 30,\%’ € ttesgir’,\éeth ANKpotaled $259.6 million. The Federal
Increased 5. percent, 1o Ousan@eserve supplies currency and coin to

item;, Iin par'tdbe,cause of at rgagor COMipe public through approximately 10,000
mercial providers uneéxpecte ermlna'depository institutions throughout the

t|o$hof Ilt?s noncaSBh CE"eCt'OtT‘ SerdV'tces- United States. The value of currency
€ Reserve banks continued to Congy ¢oin in circulation increased 5 per-

solidate noncash operations in 1995;. b¥ent in 1995 and exceeded $420 billion
year-end only two Federal Reserve S'teﬁy year-end. During 1995, the Reserve
were processing noncash items—the oo received more than 22.5 billion
Branch of the Atlanta Bank. In addition, ; g :

the New York and Chicago Banks Con_deposﬂory institutions and paid more

X . than 23.1 billion Federal Reserve notes
tinued to present noncash items payablﬁ) depository institutions

through members of the clearinghouses’ 1pq Fegeral Reserve Banks continued

located in those two cities. converting their currency processing
to the new ISS-3000 high-speed cur-
Cash Services rency processing machines. At the end
~of 1995, 94 of these machines were in
Federal Reserve Bank operatingise at the Reserve Banks. The Federal
expenses and imputed costs for cash sereserve plans to install a total of 132
vices totaled $5.2 million. Revenue from rocessors and to Comp|ete the conver-
cash operations totaled $5.0 million, an@jon in 1997.
other income amounted to $0.2 mi”ion, The Federal Reserve continued to
resulting in a net loss before incomeyork closely with Treasury and other
taxes of $0.1 million. Special pricedagencies to deter counterfeiting and
cash services include cash transportagundering of U.S. currency. Circula-
tion, coin wrapping services, and thejon of the new-design $100 notes is

provision of nonstandard currency packexpected to begin during the first quarter
aging and nonstandard frequency Off 1996.

access to services.

Developments in Fiscal Agency
Float Securities and Government

Federal Reserve float decreased in 199lgeposr[ory Services

to a daily average of $338.8 million; it The Federal Reserve Act provides that,
was $479 million in 1994. The Federalwhen required by the Secretary of the
Reserve recovers the cost of float associreasury, Federal Reserve Banks will
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act as “fiscal agents” and “deposi- The Reserve Banks operate two book-
tories” of the United States. As fiscal entry securities systems for the custody
agents of the Department of the Treaand transfer of Treasury securities—the
sury, Reserve Banks provide debtFedwire book-entry securities transfer
related services, such as issuing, servisystem and Treasury Direct. Most book-
ing, and redeeming marketable Treasurgntry Treasury securities, 97.4 percent
securities and U.S. savings bonds, andf the total par value outstanding at
processing secondary market transfengear-end 1995, were maintained on Fed-
initiated by depository institutions. Aswire, and 2.6 percent of the total was
depositories, Reserve Banks collect anthaintained on Treasury Direct.
disburse funds on behalf of the federal The Reserve Banks processed
government. The Reserve Banks als®.1 million Fedwire transfers of Trea-
provide fiscal agency services on behalfury securities, an increase of 2.5 per-
of several domestic and internationatent over the 1994 level. In addition, the
government agencies. Banks processed 40.4 million interest
In 1995 the total cost of providing and principal payments for both Trea-
fiscal agency and depository services teury and agency securities, an increase
Treasury amounted to $265.0 million. Inof 6.3 percent over 1994 volume levels.
addition, the Reserve Banks provide serbepository institutions are charged the
vices to other government agenciessame transaction fees for sending and
such as the processing of food coureceiving Fedwire book-entry securities
pons for the Department of Agriculture.transfers of Treasury securities as they
The cost of providing such servicesare charged for transfers of government
amounted to $46.3 million in 1995. agency securities. A portion of the Trea-
sury security transfer fee is retained by
the Federal Reserve to cover its settle-
Fiscal Agency Securities Services Ment expenses and the remainder of the
fee is remitted to Treasury to cover its
The Federal Reserve Banks handle maexpenses.
ketable Treasury securities and savings The Philadelphia Bank operates Trea-
bonds and monitor collateral pledged bysury Direct, a system of book-entry
depository institutions to the federalsecurities accounts for nondepository
government. institutions and individuals planning to
hold their Treasury securities to matu-
. rity. The Treasury Direct system con-
Marketable Treasury Securities tains more than 1.7 million accounts.
Reserve Bank operating expenses fdburing 1995 the Reserve Banks pro-
activities related to marketable Treasurgessed 1.6 million tenders from Trea-
securities amounted to $55.3 million.sury Direct customers seeking to pur-
The Reserve Banks processed more thaihase Treasury securities in Treasury
1.2 million commercial tenders for gov- auctions, and they handled 3.5 million
ernment securities in Treasury auctiongeinvestment requests. The volume of
The volume of commercial tenderstenders decreased 8.5 percent, and
decreased 7.3 percent between 1994 atide volume of reinvestment requests
1995. Starting in 1996, processing ofdecreased 17.9 percent relative to 1994.
commercial tenders will be consolidatedn addition, 14.6 million payments for
at the New York, Chicago, and Sandiscounts, interest, and redemption pro-
Francisco Banks. ceeds were issued to investors.
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Savings Bonds government with information about pay-

Reserve Bank operating expenses fdnents being issued. If a match occurs,
savings bonds activities amounted tdhe program applies the payment to the
$82.7 million. The Reserve Banksdelinquentdebt.

printed and mailed a total of 122 million

savings bonds on behalf of Treasury’s

Bureau of the Public Debt, an increasddepository Services

of 35.9 percent over 1994 volume. The o ,
Banks processed 20 million originaIThe Reserve Banks maintain Treasury’s

issue transactions. Redemption, reissuéh€cking account, accept deposits of
and exchange transactions totaledederal taxes and fees, pay checks drawn
1.2 million, an increase of 32.8 percen Treasury’s account, and make elec-
over 1994. The Reserve Banks als@fonic payments on behalf of the
responded to 3 million service calls fromTreasury.

owners of savings bonds this year, an

increase of 30.4 percent relative to 199?:ederal Tax Payments
volume.

The Reserve Banks completed theifR€Serve Bank operating expenses for
consolidation of savings bond operaféderal tax payment activities were
tions from twenty-five sites to five sites$35.8 million. The Reserve Banks pro-
(Buffalo, Pittsburgh, Richmond, Minne- cessed 12.7 million advices of credit
apolis, and Kansas City) during 1995from depository institutions accepting
All of these sites process savings bondXx deposits from businesses and indi-
transactions; only the Pittsburgh andviduals. The Reserve Banks also re-

Kansas City sites print savings bonds. c€ived a small portion of tax payments
directly, representing about 1 percent of

o the total value. Depository institutions
Other Initiatives that receive tax payments may place the
The Reserve Banks monitor collaterafunds in a Treasury tax and loan
pledged by depository institutions thataccount, or remit the funds to a Reserve
hold Treasury deposits, such as TreaBank.
sury tax and loan account balances, The Reserve Banks continued work-
and other government agency depositsng with Treasury to automate the flow
To ensure that the value of collaterabf federal tax deposits (business tax pay-
pledged is adequate, the Reserve Bankaents) as part of Treasury’s Electronic
began marking to market all physicalFederal Tax Payment System (EFTPS).
securities (including more thinly tradedTax payments made via EFTPS flow to
instruments) pledged as collateral. Th&reasury one day sooner than they do
Reserve Banks plan to mark book-entrynder the paper-based process, improv-
securities to market following comple-ing its investment opportunities and
tion of the conversion to the Nationalenabling it to manage its cash flows
Book-Entry System. more efficiently. The Reserve Banks
The Federal Reserve also workedave developed and implemented new
with Treasury’s Financial Managementpayment mechanisms for use by taxpay-
Service to implement a Treasury Offseers that must send their payments on
Program on a pilot basis. This progranthe same day their tax liability is estab-
electronically compares informationlished. The Reserve Banks also have
about delinquent debts owed to the U.Ssupported Treasury’s financial agents in
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developing ACH tax payment mecha-Reserve Banks to develop a system to
nisms for EFTPS. capture and archive high-quality elec-
tronic images of government checks.
The system, which is being developed at
Payments Processed for Treasury the request of Treasury, will enhance the
Operating expenses for government paytruncation services the Reserve Banks
ment operations amounted to $50.8 milprovide to Treasury and improve their
lion. During the year, Treasury contin-ability to research inquiries. The system
ued to increase the proportion of itswill be implemented over several years,
payments made electronically. The volbeginning in 1996.
ume of ACH transactions processed for
Treasury amounted to 598.9 million, angeyices Provided to Other Entities
increase of 4.3 percent over the 1994
level. The majority of government pay-When required to do so by the Secretary
ments made via the ACH are for sociaPf the Treasury or when required or
security, pensions, and salaries. Tred)ermitted to do so by federal statute, the
sury also uses the ACH to make vendoReserve Banks perform fiscal agency
payments and has begun to experimem:ecurltles services and. deposrgory ser-
with using financial electronic dataVices for other domestic and interna-
interchange for those payments. tional agencies. Depending on the

The Reserve Banks processe@uthority under which services are pro-
460 million government checks, avided, the Reserve Banks may (1) facili-
decrease of 2.1 percent from the 1994ate the issuance of government agency
level. The Reserve Banks also issueB00k-entry securities that are eligible to
fiscal agency checks, which are use®e€ transferred over Fedwife(2) pro-
primarily to pay semiannual interest onvide custody of the stock of unissued,
registered, definitive Treasury notes an@efinitive securities, (3) maintain and
bonds and Series H and HH saving$ipdate balances of outstanding book-
bonds. They are also used to pay thentry and definitive securities for issu-
principal of matured securities and cou£rs, (4) perform various other securities
pons and discounts to first-time purchasservicing activities, and (5) maintain
ers of government securities througtunds accounts for some government
Treasury Direct. All recurring Treasury 2gencies.

Direct payments and many definitive
securities interest payments are madggod Coupons
via the ACH. .

During 1995 the Federal Reserve,'?eserve Bank operating expenses for
worked with Treasury to develop Fed-l.OOd pougggsser}nﬁ:es Igvere $24i35 ”E"
Select checks, which will be introduced'©" N - € Reserve banks
in 1996. FedSelect checks permit Trea[edeemed 4.0 billion food coupons, a

sury to guard against fraud by compar_decrease of 6.5 percent from 1994.

Ing . ChQCkS pr_esented for paYme”t 5. Unlike Treasury securities, agency securities
against information about checks issuedannot be purchased directly from a Federal
by selected government agencies. ThReserve Bank. The issuers generally rely on syndi-
Chicago Reserve Bank will be the pay-cates of securiies dealers, including some com-
. mercial banks, to distribute original issues. As part
ing bank for FedSelect checks. of this process, the Federal Reserve facilitates the
In September 1995 the Board of GOVissuance of securities, through Fedwire, from the

ernors approved a proposal from thessuer to the syndicate members on original issue.
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The Federal Reserve is assisting the To assess compliance with the poli-
Departments of Agriculture and thecies established by the Federal Open
Treasury in their efforts to replace papeMarket Committee (FOMC), the divi-
food coupons with an electronic benefision also annually audits the accounts
transfer system by developing settleand holdings of the System Open Mar-
ment and reconciliation services. ket Account (SOMA) at the Federal
Reserve Bank of New York and the for-
o eign currency operations conducted by
Examinations the Bank. The public accounting firm
Section 21 of the Federal Reserve Actuditing the financial statements of the
requires the Board of Governors to ordeBanks certifies the balance sheet for
an examination of each Federal ReservBOMA, for System foreign currency
Bank at least once per year, and theperations, and for the foreign currency
Board assigns this responsibility to itsaccounts distributed among the twelve
Division of Reserve Bank OperationsReserve Banks. Division personnel fol-
and Payment Systems. The divisionow up on the audit results. Copies of
engaged a public accounting firm tothe external audit reports are furnished
audit the year-end financial statementt the FOMC as are reports on the divi-
of two or three Reserve Banks each yeagion’s follow-up.
in addition to the combined financial
statements of the Reserve Banks begin-
ning in 1995. In 1995 the year-endrincome and Expenses
financial statements of the Atlanta andrhe accompanying table summarizes the
St. Louis Reserve Banks were auditeihcome, expenses and distribution of net
by the public accounting firm, andearnings of the Federal Reserve Banks
the year-end financial statements of théor 1995 and 1994.
other ten Banks were audited by the Income was $25,395 million in 1995
division. and $20,911 million in 1994. Total ex-

Income, Expenses, and Distribution of Net Earnings
of Federal Reserve Banks, 1995 and 1994

Millions of dollars

Item 1995 1994
CUMENE INCOME. . .ottt et e e e e et ... 25,39 20,911
Current expenses....... Jon 1,818 1,796
Operating expensés .. 1,568 1,572
Earnings credits granted. . ... .. 251 224
Current NELINCOME. .. ... .ot ... 23,577 19,115
Net addition to (deduction from; ) current net income................ L 896 2,398
Cost of unreimbursed services to Treasury .. ...........oeveeveuenen. . 38 34
Assessments by the Board of GOVernors..............c..covevuennn . 531 515
For expenditures of Board.............oiiiiiiiiiiiii .. 161 147
FOr COSt Of CUITENCY. . . ... .. 370 368
Net income before payments to Treasury........................... . 23,903 20,964
Dividends Paid . .. ... . 231 212
Transferred t0 SUIPIUS. . ... ..ot .. 283 282
Payments to Treasury (interest on Federal Reserve notes).......... 23,389 20,470

Note. Components may not sum to totals because of rounding.
1. Includes a net periodic credit for pension costs of $119.2 million
in 1995 and $75.6 million in 1994.
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penses were $1,980 million ($1,568 mildion in 1994. The payments consist of
lion in operating expenses, $251 millionall net income after the deduction of
in earnings credits granted to depositorylividends and after the deduction of the
institutions, and $161 million in assess-amount necessary to bring the surplus of
ments for expenditures by the Board othe Banks to the level of capital paid-in.
Governors). The cost of new currency In the Statistical Tables chapter of
was $370 million. Revenue from finan-this REporT, table 6 details income and
cial services was $739 million. Unreim-expenses of each Federal Reserve Bank
bursed expenses for services provided tior 1995, and table 7 shows a condensed
Treasury amounted to $38 million. statement for each Bank for 1914-95. A
The profit and loss account showed aletailed account of the assessments and
net profit of $896 million. The profit expenditures of the Board of Governors
was primarily a result of realized andappears in the next chapter—Board of
unrealized gains on assets denominate@overnors Financial Statements.
in foreign currencies. Statutory divi-
dends to member banks totale ; "
$231 million, $19 million more than inq_|0|d|ngs of Securities and Loans
1994. The rise reflected an increase idwverage daily holdings of securities and
the capital and surplus of member bankkans during 1995 were $376,069 mil-
and a consequent increase in the paid-iion, an increase of $22,068 million
capital stock of the Reserve Banks.  from 1994 (see accompanying table).
Payments to Treasury in the form ofFrom 1994 to 1995, holdings of U.S.
interest on Federal Reserve notes totaleggbvernment  securities increased
$23,389 million, up from $20,470 mil- $22,127 million, and loans decreased
$59 million.
S E— Also during 1995, the average rate of
6. Fiscal agency and depository services are nghterest increased from 5.44 percent to

part of priced services (see note 4). The Resery, : )
Banks bill Treasury for the cost of certain ser-g'34 percent on h0|d|ngs of US. govern

vices, and the portions of the bills that are not paidN€nt  securities and increased from
are reported as unreimbursed expenses. 4.39 percent to 5.62 percent on loans.

Securities and Loans of Federal Reserve Banks, 1993-95
Millions of dollars except as noted

us.
Item and year Total government Loang?
securities

320,528 320,347 181

354,001 353,740 261

376,069 375,867 202

16,896 16,891 6

19,259 19,247 11

23,837 23,826 11

5.27 5.27 3.08

5.44 5.44 4.39

6.34 6.34 5.62

1. Includes federal agency obligations. 3. Based on holdings at opening of business.

2. Does not include indebtedness assumed by the
Federal Deposit Insurance Corporation.
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Volume of Operations Branch. Subsequently, the Atlanta Bank

. - urchased property for the new building
Tﬁble 9,&:” thel Statlst;cal Tabtl'es Chapttﬁ'gnd retained design consultants for the
shows the volume of operations in efairmingham project.

principal departments of the Federa

Multiyear renovation programs con-
Reserve Banks for the years 199%inued for the New York Bank’s head-
through 1995.

quarters building, the Kansas City
Bank’s Oklahoma City Branch, and the
. San Francisco Bank’s Seattle, Portland,
Federal Reserve Bank Premises and Salt Lake City Branches. Renova-
Construction continued in 1995 on thetion projects for the cash departments
new headquarters building for theat several Reserve Banks continued
Minneapolis Bank and the expansionin preparation for installation of new
and renovation of the headquartergurrency-processing equipment.
building of the Cleveland Bank. The Dallas Bank sold its old head-
The Board approved new buildingquarters building. The Chicago Bank
programs for the Atlanta Bank’s head-eased a new satellite check processing
quarters building and its Birminghamfacility in Peoria, lllinois.
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Pro Forma Financial Statements for Federal Reserve Priced Services

Pro Forma Balance Sheet for Priced Services, December 31, 1995, and 1994
Millions of dollars

Item 1995 1994

Short-term assetéNote 1)
Imputed reserve requirement

on clearing balances .......... 504.2 400.3

Investment in marketable securities |. .. 4,537.8 3,602.7
Receivables.......................| . 63.7 60.6
Materials and supplies . . 10.6 10.2
Prepaid expenses. ................. . 19.4 155
Items in process of collection....... 2,397.4 2,316.7

Total short-term assets...... | 7,533.1 6,406.0
Long-term assetéNote 2)
Premises..............coiiiiiinn . 356.6 377.6
Furniture and equipment........... 170.3 168.4
Leases and leasehold improvements .. 24.2 8.6
Prepaid pension costs.............. 242.1 205.4

Total long-term assets. . ..... | 793.1 760.0
Total @ssets...............cveennn . 8,326.2 7,166.0

Short-term liabilities
Clearing balances and balances
arising from early credit

of uncollected items........... 5,154.8 4,133.1
Deferred-availability items.......... 2,284.5 2,186.6
Short-termdebt.................... . 93.7 86.3

Total short-term liabilities. . . .. 7,533.1 6,406.0
Long-term liabilities
Obligations under capital leases . ... 3.8 .6
Long-termdebt..................... . 164.3 170.5
Accrued benefits cost.............. 176.1 140.5

Total long-term liabilities . . . .. 344.3 311.6
Total liabilities ..................... . 7,877.4 6,717.6
EQUItY ©vooveeeeeeieeaeeenns . 448.8 448.4
Total liabilities and equity (Note 3) | 8,326.2 7,166.0

Note. Components may not sum to totals because of The priced services financial statements consist of these
rounding. tables and the accompanying notes.
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Pro Forma Income Statement for Federal Reserve Priced Services, 1995 and 1994

Millions of dollars

Item 1995 1994
Revenue from services provided
to depository institutions (Note 4).. ... 738.8 734.4
Operating expenses (Note 5)............. 655.2 693.0
Income from operations.................. . 83.6 414
Imputed costs (Note 6)
Interest on float 19.0 18.6
Interest on debt 16.2 18.9
Sales taxes........ 22.1 10.8
FDIC insurance 63 63.7 158 64.1
Income from operations after
imputed costs. . ...l . 19.9 -22.7
Other income and expenses (Note 7)
Investment income on clearing balances| . . . 259.6 241.2
Earnings credits. .. ................ L . -233.2 264 208.4 328
Income before income taxes.............. 46.3 10.1
Imputed income taxes (Note 8)........... 14.4 3.1
Income before cumulative effect of a
change in accounting principle. ... ... 319 7.0
Cumulative effect on previous years
from retroactive application of
accrual method of accounting for
postemployment and vacation benefit:
net of $8.7 million tax) (Note 9)..... 19.4 L
Netincome(Note 10)............ ...\ . 12.6 7.0
Mewmo: Targeted return on equity (Note 11)|.. 315 21.0

Note. Components may not sum to totals because of The priced services financial statements consist of these

rounding.

tables and the accompanying notes.
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Pro Forma Income Statement for Federal Reserve Priced Services, by Service, 1995

Millions of dollars

Com- Funds
b Book- Com-
mercial transfer : Noncash Cash
ltem Total check and net Se%r&tr% es mAeCr<|:_||al collection | services
collection | settlement
Revenue from operations..| 738.8 553.4 87.8 15.4 73.4 3.8 5.0
Operating expenses
Ote 5) ..t 655.2 507.4 73.8 15.3 64.5 4.1 5.1
Income from operations. ... 83.6 46.0 14.0 1 8.9 -2 -1
Imputed costs (Note 6)..... 63.7 52.4 4.9 11 45 7 it
Income from operations
after imputed costs.. .. 19.9 -6.5 9.1 -1.0 4.4 -1.0 -2
Other income and expenses,
net (Note 7) .......... 26.4 20.6 2.7 5 23 2 2
Income before income taxes . 46.3 14.2 11.8 -5 6.7 -8 -1

Note. Components may not sum to totals because of The priced services financial statements consist of these
rounding. tables and the accompanying notes.



274 82nd Annual Report, 1995

FEDERAL RESERVE BANKS

NOTES TO FINANCIAL STATEMENTS FOR PRICED SERVICES

(1) SHORT-TERM ASSETS short-term liabilities include clearing balances maintained

The imputed reserve requirement on clearing balance { Reserve Bank_s a!‘_d. deposn_balances arising from float.
ther long-term liabilities consist of accrued postemploy-

held at Reserve Banks by depository institutions reflects fent (see note 9) and postretirement benefits costs and
treatment comparable to that of compensating balanceosnIi ations on capital leases
held at correspondent banks by respondent institutions. 9 P '
The reserve requirement imposed on respondent balances

must be held as vault cash or as nonearning balancé4) REVENUE

maintained at a Reserve Bank; thus, a portion of pricekevenue represents charges to depository institutions for
services clearing balances held with the Federal Reserv&iced services and is realized from each institution

is shown as required reserves on the asset side of therough one of two methods: direct charges to an institu-

balance sheet. The remainder of clearing balances ign's account or charges against its accumulated earn-
assumed to be invested in three-month Treasury billgngs credits.

shown as investment in marketable securities.
Receivables are (1) amounts due the Reserve Banks f .
N . tlé OPERATING EXPENSES

priced services and (2) the share of suspense-account a

difference-account balances related to priced services. Operating expenses consist of the direct, indirect, and
Materials and supplies are the inventory value of shortother general administrative expenses of the Reserve

term assets. Banks for priced services plus the expenses for staff
Prepaid expenses include salary advances and travelembers of the Board of Governors working directly on
advances for priced-service personnel. the development of priced services. The expenses for

Items in process of collection is gross Federal ReservBoard staff members were $2.7 million in 1995 as well
cash items in process of collection (CIPC) stated on as in 1994. The credit to expenses under SFAS 87 (see
basis comparable to that of a commercial bank. It reflectsote 2) is reflected in operating expenses.
adjustments for intra-System items that would otherwise The income statement by service reflects revenue, oper-
be double-counted on a consolidated Federal Resenading expenses, and imputed costs except for income
balance sheet; adjustments for items associated with notaxes. Total operating expense does not equal the sum of
priced items, such as those collected for governmenoperating expenses for each service because of the effect
agencies; and adjustments for items associated withf SFAS 87. Although the portion of the SFAS 87 credit
providing fixed availability or credit before items are related to the current year is allocated to individual ser-
received and processed. Among the costs to be recoversites, the amortization of the initial effect of implementa-
under the Monetary Control Act is the cost of float, or nettion is reflected only at the System level.

CIPC during the period (the difference between gross
CIPC and deferred-availability items, which is the portion(6) ImpuTep Costs

of gross CIPC that involves a financing cost), valued at . ) .
the federal funds rate. Imputed costs consist of interest on float, interest on debt,

sales taxes, and the FDIC assessment. Interest on float is
derived from the value of float to be recovered, either
explicitly or through per-item fees, during the period.
Consists of long-term assets used solely in priced sefFloat costs include costs for checks, book-entry securi-
vices, the priced-services portion of long-term assetsies, noncash collection, ACH, and funds transfers.
shared with nonpriced services, and an estimate of the Interest is imputed on the debt assumed necessary to
assets of the Board of Governors used in the developmefihance priced-service assets. The sales taxes and FDIC
of priced services. Effective Jan. 1, 1987, the Reservassessment that the Federal Reserve would have paid had
Banks implemented the Financial Accounting Standards been a private-sector firm are among the components of
Board's Statement of Financial Accounting Standardshe PSAF (see note 3).
No. 87,Employers’ Accounting for PensioifSFAS 87). Float costs are based on the actual float incurred for
Accordingly, the Reserve Banks recognized credits taeach priced service. Other imputed costs are allocated
expenses of $35.4 million in 1995 and $20.1 million in among priced services according to the ratio of operating
1994 and corresponding increases in this asset account.expenses less shipping expenses for each service to the
total expenses for all services less the total shipping
(3) LiABILITIES AND EQuUITY expenses for all services.
The following list shows the daily average recovery of
oat by the Reserve Banks for 1995 in millions of dollars:

(2) LoNG-TERM ASSETS

Under the matched-book capital structure for assets th
are not “self-financing,” short-term assets are finance

with short-term debt. Long-term assets are financed with Total float 602.0
long-term debt and equity in a proportion equal to the Unrecovered float 14.0
ratio of long-term debt to equity for the fifty largest bank Float subject to recovery 588.0
holding companies, which are used in the model for the Sources of recovery of float

private-sector adjustment factor (PSAF). The PSAF con- Income on clearing balances 58.5
sists of the taxes that would have been paid and the return As-of adjustments 243.2
on capital that would have been provided had priced Direct charges 108.4

services been furnished by a private-sector firm. Other Per-item fees 157.9
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Unrecovered float includes float generated by service€l0) ApJjUSTMENTS TO NET INCOME FOR PRICE SETTING

to government agencies and by other central bank sef; ) . .
: f ) n setting fees, certain costs are excluded in accordance
vices. Float recovered through income on clearing bal-

ances is the result of the increase in investable cIearinWlth the System's overage and shortfalls policy and its

balances; the increase is produced by a deduction for flo ::Zr?sg(}?ngﬁgz(rlfe’:ﬂﬁg r')ec’lgt:r)t’écfi(:nc?':ciislng zietc\)/vi(t:f? Th-e
for cash items in process of collection, which reduceé3 p

imputed reserve requirements. The income on clearin rojections used to set prices, adjust net income as fol-
balances reduces the float to be recovered through othe!s (amounts shown are net of tax):

means. As-of adjustments and direct charges are mid- 1995 1994
week closing float and interterritory check float, which )
may be recovered from depositing institutions throughNetincome ................ 12.6 7.0

adjustments to the institution's reserve or clearing balAmortization of the initial
effect of implementing

ance or by valuing the float at the federal funds rate and  gpag g7 -10.4 105
billing the institution directly. Float recovered through peferred costs of automation ' ’
per-item fees is valued at the federal funds rate and has  consolidation. . ........ -1 13.6

been added to the cost base subject to recovery in 1995 Cumulative effect of
retroactive application

(7) OTHER INCOME AND EXPENSES g;gFSAF,SL\élle?, 194
Consists of investment income on clearing balances anﬂdjusted net incom;a ................ 75 TOl

the cost of earnings credits. Investment income on clear-

ing balances represents the average coupon-equivalent

yield on three-month Treasury bills applied to trgal ~ (11) RETURN oN EQuiTy

clearing balance maintained, adjusted for the effect offhe after-tax rate of return on equity that the Federal
reserve requirements on clearing balances. Expenses fBeserve would have earned had it been a private business
earnings credits granted to depository institutions on theifirm, as derived from the PSAF model (see note 3). This

learing bal derived b lving th a@mount is adjusted to reflect the recovery of $0.1 million
?eiiaerrlglgfunadznriz t?)r?h&ateqt\ilrid pglrt;ipoyf"t]ge cleea?r\il:g;ag‘)f automation consolidation costs for 1995 and the defer-

; ._ral of $13.6 million of such costs for 1994. The Reserve

balances, adjusted for the net effect of reserve requireganks pian to recover these amounts, along with a finance

ments on clearing balances. charge, by the end of the year 2001. After-tax return on
Because clearing balances relate directly to the Federaluity has not been allocated by service because it relates

Reserve's offering of priced services, the income and codb the organization as a whole.

associated with these balances are allocated to each ser-

vice based on each service’s ratio of income to total

income.

(8) INCOME TAXES

Imputed income taxes are calculated at the effective tax

rate derived from the PSAF model (see note 3). Taxes

have not been allocated by service because they relate to
the organization as a whole.

(9) POSTEMPLOYMENT AND VACATION BENEFITS

Effective Jan. 1, 1995, the Reserve Banks implemented
SFAS 112,Employers’ Accounting for Postemployment
Benefits,and SFAS 43,Accounting for Compensated
AbsencesAccordingly, in 1995 the Reserve Banks recog-
nized a one-time cumulative charge of $28.1 million to
reflect the retroactive application of these changes in
accounting principles.
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Board of Governors Financial Statements

The financial statements of the Board were audited by Price Waterhouse, indepen-
dent public accountants, for 1995 and 1994.

Price Waterhouse LLp m

REPORT OF INDEPENDENT ACCOUNTANTS

To the Board of Governors of the
Federal Reserve System

We have audited the accompanying balance sheets of the Board of Governorg of
the Federal Reserve System (the Board) as of December 31, 1995 and 1994, jand
the related statements of revenues and expenses and fund balance and of cash flows
for the years then ended. These financial statements are the responsibility of the
Board’s management. Our responsibility is to express an opinion on these finangial
statements based on our audits.
We conducted our audits in accordance with generally accepted auditing stan-
dards andGovernment Auditing Standardssued by the Comptroller General of
the United States. Those standards require that we plan and perform the audits to
obtain reasonable assurance about whether the financial statements are freg of
material misstatement. An audit includes examining, on a test basis, evidence
supporting the amounts and disclosures in the financial statements. An audit also
includes assessing the accounting principles used and significant estimates madg by
management, as well as evaluating the overall financial statement presentation. |\\We
believe that our audits provide a reasonable basis for our opinion.
In our opinion, the financial statements referred to above present fairly, in al
material respects, the financial position of the Board as of December 31, 1995 gnd
1994, and the results of its operations and its cash flows for the years then ended in
conformity with generally accepted accounting principles.
As discussed in Notes 1 and 3 to the financial statements, the Board implemented
Statement of Financial Accounting Standards No. Erployers’ Accounting for
Postemployment Benefitffective January 1, 1994.
In accordance witlsovernment Auditing Standardse have also issued a report
dated March 25, 1996 on our consideration of the Board'’s internal control structure
and a report dated March 25, 1996 on its compliance with laws and regulations.

Prce Watevhonat LLP

March 25, 1996
Arlington, Virginia
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BOARD OF GOVERNORS OF THE FEDERAL RESERVE SYSTEM
BALANCE SHEET

As of December 31,

1995 1994
ASSETS
CURRENT ASSETS
CaS L $16,142,195 $14,949,285
ACCOUNS FECEIVADIE . . ..o 1,900,155 1,898,061
Prepaid expenses and other assets. . ............oviiiiiiiiiiiiiiianannns 1,225,022 1,665,345
Total CUMTENt @SSELS. . . .ottt e 19,267,372 18,512,691
PROPERTY, BUILDINGS, AND EQUIPMENT, NET (Not€ 4)...........covviviiinnn 59,781,623 54,839,623
TOtal @SSELS . ..ottt e $79,048,995 $73,352,314
LIABILITIES AND FUND BALANCE
CURRENT LIABILITIES
Accounts payable. . . ... 7%80,371 $ 5,450,877
Accrued payroll and related taxes 4,868,497 3,920,065
Accrued annual leave. . ..........oiuiiiii 6,601,004 6,223,919
Capital lease payable (current portion). ............covieiiiiiieiinnnnns 75,840 3,119,522
Unearned revenues and other liabilities. ...................coooiii i, 2,184,882 1,852,614
Total current liabilities. . ... 21,310,594 20,566,997
CAPITAL LEASE PAYABLE (NON-current portion). .............ovvviueninrnnann.. 232,638 303,358
ACCUMULATED POSTRETIREMENT BENEFIT OBLIGATION (Note 3) ................ 17,074,588 16,274,446
ACCUMULATED POSTEMPLOYMENT BENEFIT OBLIGATION (Note 3) ............... 1,093,400 1,320,018
FUND BALANCE ...ttt ittt e et e et e e et 39,337,775 34,887,495
Total liabilities and fund balance........................ooo $79,048,995 $73,352,314

The accompanying notes are an integral part of these statements.
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BOARD OF GOVERNORS OF THE FEDERAL RESERVE SYSTEM

STATEMENT OF REVENUES AND EXPENSES
AND FUND BALANCE

For the years ended December 31,

1995 1994
BOARD OPERATING REVENUES
Assessments levied on Federal Reserve Banks for Board
operating expenses and capital expenditures...................... $161,347,900 $146,866,100
Other revenues (NOtE 5). . ..ottt 10,240,830 9,134,248
Total operating reVENUES . .. ..ot vttt et 171,588,730 156,000,348
BOARD OPERATING EXPENSES
SaAlANIES . . et e 100,412,576 93,823,248
Retirement and insurance contributions ................. .. ... ... 16,394,955 16,147,049
Contractual services and professional fees 11,240,373 7,426,406
Depreciation and net losses on disposals. ....................... .. 7525971 7,081,892
TrAVEL . ... 4,920,996 4,774,914
Postage and Supplies. .. ....ovi i ... 4,523,272 4,163,095
Uil o e ... 4,155,038 4,158,650
Repairs and MaintenanCe . . .........uutiit it 3,689,603 3,794,986
Equipment and facilities rental. 3,858,657 3,348,643
SOMWATE. . . .ottt e 3,362,342 3,017,536
Printingand binding ... 3,144,178 2,697,789
Other expenses (NOtE.5) . ... u et 3,915,489 3,423,987
Total operating eXPEeNSES. . . .. .u et 167,138,450 153,858,195
BOARD OPERATING REVENUES OVER EXPENSES . ...\ vuviiitiiiiiniaennnns 4,450,280 2,142,153
ISSUANCE AND REDEMPTION OF FEDERAL RESERVE NOTES
Assessments levied on Federal Reserve Banks
fOr CUITENCY COSES. . ..\ttt 370,206,037 368,187,989
Expenses for currency printing, issuance,
retirement, and Shipping. ... 370,206,037 368,187,989
CURRENCY ASSESSMENTS OVER (UNDER) EXPENSES .. ...vvvviiiinnninnnnnnn.. — —
ToTAL REVENUES OVER EXPENSES BEFORE EFFECT OF
CHANGES IN ACCOUNTING « .+« t v ettt et et ettt et et e et e anes 4,450,280 2,142,153
Less: Effect on prior years (to December 31, 1993) of change
in accounting for postemployment benefits (Note.3).................. — 965,000
TOTAL REVENUES OVER EXPENSES . . . .ttt 4,450,280 1,177,153
FuND BALANCE, Beginning ofyear. ..., 34,887,495 33,710,342
FUND BALANCE, End Of year. ... ..ot 39,337,775 $ 34,887,495

The accompanying notes are an integral part of these statements.
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BOARD OF GOVERNORS OF THE FEDERAL RESERVE SYSTEM
STATEMENT OF CASH FLOWS

Increase (Decrease) in Cash

For the years ended December 31,

1995 1994
CasH FLows FROM OPERATING ACTIVITIES
Board operating revenues OVer eXPENSES .. ... .vvveererreereennnnn. $ 4,450,280 $1,177,153
Adjustments to reconcile operating revenues over expenses to net cash
provided by operating activities:
Effect of change in accounting for postemployment benefits............ — 965,000
Depreciation and net losses on disposals. ......................... 7,525,971 7,081,892
Increase in accrued postretirement benefits ............ ... L 800,142 393,704
(Decrease) increase in accrued postemployment benefits . ............. (226,618) 355,018
Decrease (increase) in accounts receivable, and prepaid expenses
and Other @SSetS. .. ...t 438,229 (877,486)
Increase in accrued annual leave. ..................ccooiiiiiii... 377,085 352,276
Increase in accounts payable. ... 2,129,494 142,701
Increase in payroll payable . ...... ... 948,432 1,201,553
Increase in unearned revenue and other liabilities . .................. 332,268 347,951
Net cash provided by operating activities. ...................cooiunt. 16,775,283 11,139,762
CasH FLOWS FROM INVESTING ACTIVITIES
Proceeds from disposals of furniture and equipment ...................... 12,112 27,081
Capital eXpenditUres . . .. ... e s (15,594,485) (8,404,272)
Net cash used in investing activities. . ... (15,582,373) (8,377,191)
NET INCREASE IN CASH .0ttt t it ittt i e i e 1,192,910 2,762,571
CAsH BALANCE, Beginningofyear. ... 14,949,285 12,186,714
CASH BALANCE, End of year. ........ ..o $16,142,195 $14,949,285

The accompanying notes are an integral part of these statements.
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BOARD OF GOVERNORS OF THE FEDERAL RESERVE SYSTEM

NOTES TO FINANCIAL STATEMENTS for future payments to retirees under these programs, and
it is not accountable for the assets of the plans.

(1) SIGNIFICANT ACCOUNTING POLICIES

. 3) OTHER BENEFIT PLANS
Board Operating Revenues and Expepses ®

Assessments made on the Federal Reserve Banks forEmployees of the Board may also participate in the
Board operating expenses and capital expenditures afeederal Reserve System’s Thrift Plan. Under the Thrift
calculated based on expected cash needs. These assd¥gn, members may contribute up to a fixed percentage of
ments, other operating revenues, and operating expenséeir salary. Board contributions are based upon a fixed
are recorded on the accrual basis of accounting. percentage of each member’s basic contribution and were
Issuance and Redemption of Federal Reserve Netes $4,320,400 in 1995 and $3,969,700 in 1994.
The Board incurs expenses and assesses the Federallhe Board also provides certain defined benefit health
Reserve Banks for the costs of printing, issuing, shippingand life insurance for its active employees and retirees
and retiring Federal Reserve Notes. These assessmentder Federal and Board sponsored programs. The net
and expenses are separately reported in the statementspsfiodic postretirement benefit cost for 1995 and 1994
revenues and expenses because they are not Board opefa€luded the following components:
ing transactions.
Property, Buildings and EquipmeniThe Board’s 1995 1994
property, buildings and equipment are stated at cost lesService cost (benefits
accumulated depreciation. Depreciation is calculated ona  attributed to employee
straight-line basis over the estimated useful lives of the  services during the
assets, which range from 4 to 10 years for furniture and  year)................... $418,649 $ 260,677
equipment and from 10 to 50 years for building equip-Interest cost on accumulated
ment and structures. Upon the sale or other disposition of  postretirement benefit

a depreciable asset, the cost and related accumulated obligation.............. 1,441,350 1,191,213
depreciation are removed from the accounts and any gaimortization of gains
or loss is recognized. andlosses............. (80) 6,542

Accounting ChangesEffective January 1, 1994, the
Board adopted Statement of Financial Accounting StanNet periodic postretirement
dards No. 112, Employers’ Accounting for Postemploy- benefitcost............ $1,859,919 $1,458,432
ment Benefits (FAS 112). Under this accounting method, -
the Board records the cost of these benefits during the Although postretirement benefits are recorded using
employee’s years of service rather than the previoushe accrual basis of accounting in accordance with FAS
pay-as-you-go method. 106, the Board’s current policy is to fund the cost of these
benefits on a pay-as-you-go basis.

The FAS 106 accumulated postretirement benefit obli-

gation at December 31, 1995 and 1994, is comprised of:

Substantially all of the Board's employees participate
in the Retirement Plan for Employees of the Federal 1995 1994
Reserve System (System Plan). The System’s Plan is a . o T
multiemployer plan which covers employees of the Fed_ﬁetlrees._ """" AR $11,455,617 $11,301,461
eral Reserve Banks, the Board, and the Plan Administra-Ully eligible active plan
tive Office. Employees of the Board who entered on duty, participants. ... 2,947,889 2,419,656
prior to 1984 are covered by a contributory defined benePther active plan
fits program under the Plan. Employees of the Board participants............ 3,510,808 4,392,114
who entered on duty after 1983 are covered by a non- 17,914,314 18,113,231
contributory defined benefits program under the PlanUnrecognized netloss.... (839,726) (1,838,785)
Contributions to the System’s Plan are actuarially deter-
mined and funded by participating employers at amountéiability for accumulated
prescribed by the Plan’s administrator. Based on actuarial ~ postretirement benefit
calculations, it was determined that employer funding  obligation ........... $17,074,588$16,274,446
contributions were not required for the years 1995 and
1994, and the Board was not assessed a contribution for The liability for the accumulated postretirement benefit
these years. Excess Plan assets will continue to fundbligation and the net periodic benefit cost was deter-
future years’ contributions. The Board is not accountablenined using an 8.75-percent discount rate. Unrecognized
for the assets of this plan. losses of $839,726 result from larger than estimated 1995

A relatively small number of Board employees partici- and 1994 cash outlays. Under FAS 106, the Board may
pate in the Civil Service Retirement System (CSRS) ohave to record some of these unrecognized losses in
the Federal Employees’ Retirement System (FERS). Theperations in future years. The assumed health care cost
Board matches employee contributions to these planstend rate for measuring the increase in costs from 1995
These defined benefits plans are administered by thi® 1996 was 10.0 percent. These rates were assumed to
Office of Personnel Management. The Board’s contribugradually decline to an ultimate rate of 6.5 percent in the
tions to these plans totaled $802,200 and $838,800 iyear 2004 for the purpose of calculating the Decem-
1995 and 1994 respectively. The Board has no liabilityber 31, 1995, accumulated postretirement benefit obliga-

(2) RETIREMENT BENEFITS
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tion. The effect of a 1-percent increase in the assumed
health care cost trend rate would increase the accumu-

For the years
ended December 31,

lated postretirement benefit obligation by $2,493,223 at 1995 1994
December 31, 1995, and the net periodic benefit cost bpther Revenues
$253,220 for the year. The assumed salary trend rate for Data processing
measuring the increase in postretirement benefits related revenue....... $4,100,517 $4,058,655
to life insurance was an average of 5.5 percent. National

The above accumulated postretirement benefit obliga- Information
tion is related to the Board sponsored health benefits and Center........ 2,070,267 2,031,876
life insurance programs. The Board has no liability for Subscription
future payments to employees who continue coverage _  fevenue....... 1,648,931 1,547,628
under the federally sponsored programs upon retiring. Relmbursablet
Contributions for active employees participating in fed- cSJ?r:\élrcg;egcies ] 383,752 441,316
erally sponsored programs totaled $3,477,300 and \jiscellaneous..... 2037.363 1.054.773
$3,510,500 in 1995 and 1994 respectively. Total other — —

The Board provides certain postemployment benefits to revenues. . .... $10,240,830  $9,134,248
eligible employees after employment but before retire-
ment. Effective January 1, 1994, the Board adoptedther Expenses
Statement of Financial Accounting Standards No. 112, Tuition, registration,
Employers’ Accounting for Postemployment Benefits and membership
(FAS 112), which requires that employers providing €eS....... R $1413,233  $1,116,155
postemployment benefits to their employees accrue the Cafert]eer;a operations, 788,506 708.394
cost of such benefits. Prior to January 1994, postemploy- Subsidies and ! '
ment bene_flt expenses were recognized on a pay-as- contributions ... 755,857 676,989
you-go basis. A one-time che_lrge for the adopuor) of FAS  Mmiscellaneous . . . . .. 957,893 922,449
112 of $965’.000 was r_ecogqlzgd as the cumulative effect Total other
of a change in accounting principle in 1994. expenses.... $3,915489  $3,423,087

(4) PROPERTY, BUILDINGS AND EQUIPMENT
(6) COMMITMENTS

The following is a summary of the components of the
Board’'s fixed assets, at cost, net of accumulated

The Board has entered into several operating leases to

depreciation. secure office, training, and warehouse space for periods
ranging from two to ten years and, in December 1994, a
As of December 31, capital lease for a new mainframe computer. Minimum
1995 1994 future commitments under those leases having an initial
Land and or remaining noncancelable lease term in excess of one
improvements ... $ 1,301,314 $1,301,314 year at December 31, 1995, are as follows:
Buildings ............ 65,298,136 65,171,774
Furniture and Operating Capital
equipment....... 52,215,976 45,742,097
118,815,426 112,215,185 iggg """"""""" gggégg? ;2238
Less accumulated ol e on ’
depreciation. .. .. 50,033,803 57,375,562 1998.. . .iiiiinnn 3,720,255 75,840
Total property, 1999... ..o 3,702,391 80,958
buildings and after 1999............ 21,136,430 —
equipment....... $59,781,623 $ 54,839,623 $35,897,552 $308,478

Rental expenses under the operating leases were

$3,301,186 and $2,987,500
respectively.

(5) OTHER REVENUES AND OTHER EXPENSES

The following are summaries of the components of

Other Revenues and Other Expenses.
(7) FEDERAL FINANCIAL INSTITUTIONS

ExamINATION COUNCIL

in 1995

and 1994

The Board is one of the five member agencies of the
Federal Financial Institutions Examination Council (the
“Council”). During 1995 and 1994, the Board paid
$269,040 and $197,200 respectively, in assessments for
operating expenses of the Council. These amounts are
included in subsidies and contributions for 1995 and
1994. During 1995 and 1994, the Board paid $126,900
and $125,900 respectively, for office space subleased

from the Council.
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1. Detailed Statement of Condition of All Federal Reserve Banks Combined,

December 31, 1995

Thousands of dollars

Gold certificate @CCOUNL . ... ...\ttt et e

Special drawing rights certificate account

C0IN Lttt e e e

Loans and securities
Loans to depository iNSttUtIONS. .. ...ttt 135,440
Federal agency obligations
Bought OUtright. . . ..o s 2,633,995
Held under repurchase agreement. ..............oiiiiiiiiiiiiiaianan. 1,100,000
U.S. Treasury securities
Bought outright
Bills 183,115,712
151,013,150
44,068,604

Total bought outright. . ......... ... 378,197,466
Held under repurchase agreement.......................... 12,762,000

Total SECUNLIES. . . ..ottt e e e e 390,959,466

Total [0ans and SECUNLIES. . .. ...ttt e

Items in process of collection
TraNSIE ITBMS. ... e 4,179,015
Other items in process of collection ..............couiuiiiiiiiiiiiiann. 1,101,279

Total items in process of ColleCtiQn . ....... ...

Bank premises

AN . 166,903
Buildings (including vaults) .................... 882,954

Building machinery and equipment............ 230,523

Construction account .. ..........oovvvvvnenan... 128,934

Total bank premises....... ... 1,242,411
Less depreciation allowance. ....................coon 283,562 958,849

Bank PremiSes, NeL. .. ... e

Other assets
Furniture and equipment. . ...... ...t 1,192,205
Less depreciation. . .......o.vuiiei i 671,613

Total furniture and equipMeENt, NEt. ... ..ottt 520,592
Denominated in foreign currencies 21,099,289

Interest accrued .................. 4,101,149
Premium 0N SECUNLIES . . ...ttt e et 5,410,827
OVEIAraftS . . oo 22,920
Prepaid expenses. 865,525
Suspense account 13,398
Real estate acquired for banking-house purpases.......................... ... 11,507
OtNer . o e 312,533
Total OthEr @SSEIS . .. o\ttt
1 U= EXS )

.. 11,050,060

10,168,000

... 424,452

394,828,901

5,280,294

.. 1,125,753

.. 32,357,740
. 455,235,200
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LIABILITIES

Federal Reserve Notes

Outstanding (issued to Federal Reserve Banks).. . 481,044,070
Less held by Federal Reserve Banks. .......... ..o, -80,108,642
Total Federal RESEIVE NOES, ML . .. ...ttt e e e 400,935,428
Deposits
DEPOSItOrY INSHIULIONS . . . o\ttt ettt et ettt e e e e e e et 29,611,156
U.S. Treasury, general account .. .. 5,979,193
Foreign, offiCial @CCOUNTS . . .. ..\ttt et e 386,182
Other deposits
Officers’ and certified CheCKS . ... ... i 25,622
International organizations 114,289
O s 794,904
Total Other dePOSILS . . ..ottt et 934,815
Deferred Credit IHEMS . .. e e s 5,049,121
Other liabilities
Discount on securities 3,613,735
Sundry items payable................. 95,718
Suspense account........ .. R 15,153
Al OB .. 682,621
Total other liabilities. . ... ... 4,407,226
Total labilities .. ... e A47,303,121
CAPITAL ACCOUNTS
Capital PAIA 1N . .t e s 3,966,402
SUIPIUS ettt e e e e e e 3,966,402
Other capital @CCOUNBS. . . ... ..t e e e 0
Total liabilities and capital aCCOUNES . .. ... ..ottt 455,235,925

Note. Amounts in boldface type indicate items in the 2. In closing out the other capital accounts at year-end,
Board’s weekly statement of condition of the Federalthe Reserve Bank earnings that are payable to the Trea-
Reserve Banks. sury are included in this account pending payment.

1. Of this amount $7,316.6 million was invested in 3. During the year, includes undistributed net income,
securities issued by foreign governments, and the balanaghich is closed out on December 31.
was invested with foreign central banks and the Bank for
International Settlements.
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2. Statement of Condition of Each Federal Reserve Bank,

December 31, 1995 and 1994

Millions of dollars

Total Boston
Item
1995 1994 1995 1994
ASSETS
Gold certificate account..................cooiia... . 11,050 11,051 575 553
Special drawing rights certificate account 10,168 8,018 511 511
[0 .. 424 320 17 15
Loans
135 223 6 6
0 0 0 0
Acceptances held under repurchase agreements. ... . 0 0 0 0
Federal agency obligations
Bought outright. . ......... ... o .. 2,634 3,637 130 190
Held under repurchase agreements. ................. . 1,100 1,025 0 0
U.S. Treasury securities
Bought outright ........... ... .. ... .. 378,197 364,519 18,600 19,082
Held under repurchase agreements.................. . 12,762 9,565 0 0
Total loans and securities ......................| . 394,829 378,969 18,736 19,278
Items in process of collection....................... . 5,280 5,199 299 293
Bank premises. ... ... ... .. 1,126 1,076 94 93
Other assets
Denominated in foreign currencigs. .................. . 21,099 22,031 799 797
Allother. ... .. 11,258 10,231 459 450
Interdistrict Settlement Account.....................\ . 0 0 7,063 -2,202
TOtal @SSeLS . .o\t .. 455,235 436,896 28,552 19,788
LIABILITIES
Federal Reserve notes. ..........c.oveeeiinennnnn . .. 400,935 381,505 26,175 17,747
Deposits
Depository institutions. . ..........oooviiiiiiiiin.. L. 29,611 30,789 1,414 1,214
U.S. Treasury, general account .....................| . 5,979 7,161 0 0
Foreign, official accounts. .................coiiuiin . 386 250 5 5
OFNEr. e .. 935 774 33 31
Total deposits .. ....oovvii i .. 36,911 38,973 1,452 1,250
Deferred credititems............... ... i, . . 5,049 4,459 359 284
Other liabilities and accrued dividen¥ls............... 4,407 4,592 225 228
Total liabilities ... .. 447,302 429,529 28,211 19,509
CAPITAL ACCOUNTS
Capital paid in..........coiiii .. 3,966 3,683 171 139
Surplus. ... 3,966 3,683 171 139
Other capital accounts 0 0 0 0
Total liabilities and capital accounts.................. . 455,235 436,896 28,552 19,788
FEDERAL RESERVE NOTE STATEMENT
Federal Reserve notes outstanding (issued to Bank) . 481,044 454,642 31,502 22,868
Less: Held by Bank. .............c.ocoviiniiiinann .. 80,109 73,137 5,327 5,121
Federal Reserve notes, net....................o..... . 400,935 381,505 26,175 17,747
Collateral for Federal Reserve notes
Gold certificate account............... ..o, . 11,050 11,051
Special drawing rights certificate account 10,168 8,018
Other eligible assets . . 0 0
U.S. Treasury and federal agency securities. .. ...... 379,717 362,437
Total collateral ..............covviiii .. .. 400,935 381,505

For notes see end of table.
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New York Philadelphia Cleveland Richmond
1995 1994 1995 1994 1995 1994 1995 1994
4,273 4,134 433 393 621 660 862 902
3,903 2,808 413 303 584 556 790 652
20 19 26 19 24 17 71 56
0 0 1 17 0 0 0 0
0 0 0 0 0 0 0 0
0 0 0 0 0 0 0 0
1,047 1,344 114 142 152 229 202 291
1,100 1,025 0 0 0 0 0 0
150,316 134,693 16,408 14,256 21,802 22,978 29,047 29,138
12,762 9,565 0 0 0 0 0 0
165,225 146,627 16,523 14,416 21,954 23,207 29,249 29,428
764 649 254 332 265 269 552 392
146 137 49 47 66 46 127 134
5,654 6,267 923 737 1,476 1,449 1,698 1,481
5,378 4,160 413 353 524 529 907 902
-26,517 5,853 -237 2,232 220 -1,332 3,822 -867
158,846 170,653 18,797 18,833 25,734 25,400 38,077 33,080
139,004 151,608 16,223 16,733 23,524 22,542 34,912 28,847
8,658 7,105 1,702 1,491 1,161 1,814 1,555 2,782
5,979 7,161 0 0 0 0 0 0
283 149 6 5 10 9 11 9
433 261 29 26 40 41 86 70
15,353 14,677 1,737 1,523 1,211 1,864 1,652 2,862
734 551 251 32 232 222 592 447
1,642 1,843 206 183 250 257 338 332
156,733 168,678 18,416 18,511 25,217 24,885 37,494 32,487
1,057 988 190 161 259 258 292 296
1,057 988 190 161 259 258 292 296
0 0 0 0 0 0 0 0
158,846 170,653 18,797 18,833 25,734 25,400 38,077 33,080
167,545 174,495 19,585 18,463 26,869 26,124 41,346 35,331
28,541 22,888 3,362 1,690 3,344 3,581 6,435 6,484
139,004 151,608 16,223 16,773 23,524 22,542 34,912 28,847
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2. Statement of Condition of Each Federal Reserve Bank,
December 31, 1995 and 1994—Continued

Millions of dollars

Atlanta Chicago
Item
1995 1994 1995 1994
ASSETS
Gold certificate account..................c.oiiia... . 556 542 1,220 1,217
Special drawing rights certificate account 523 318 1,079 1,036
[0 66 46 35 23
Loans
To depository institutions . 9 28 1 18
(=Y 0 0 0 0
Acceptances held under repurchase agreements. ... . 0 0 0 0
Federal agency obligations
Bought outright. . ......... ... i .. 122 163 304 417
Held under repurchase agreements. ................. . 0 0 0 0
U.S. Treasury securities
Bought outright ........... ... .. ... .. 17,558 16,293 43,602 41,758
Held under repurchase agreements.................. . 0 0 0 0
Total loans and securities ......................| . 17,689 16,484 43,906 42,193
Items in process of collection....................... . 688 753 519 509
Bank premises. ... ... ... .. 7 64 110 112
Other assets
Denominated in foreign currenciés. .................. i 1,954 2,073 2,401 2,527
AlLOthEr. .o . 460 423 1,119 1,069
Interdistrict Settlement Account.....................| . 13,362 1,871 -3,016 -1,048
TOtal @SSeLS . ...t .. 35375 22,573 47,374 47,638
LIABILITIES
Federal Reserve notes. ..........ooveeiiinennnnn.. .. 31,186 18,053 41,758 42,265
Deposits
Depository institutions. . ..., .. 2,481 3,018 3,539 3,397
U.S. Treasury, general account ..................... . 0 0 0 0
Foreign, official accounts. .................cocoiuiin . 13 13 16 16
OFNEr. e .. 21 29 160 148
Total depositS .. ....o.vvii i .. 2,515 3,060 3,716 3,561
Deferred credititems. .......... ..., .. 660 561 463 496
Other liabilities and accrued dividentls............... 236 217 492 479
Total liabilities ..., .. 34,597 21,891 46,428 46,800
CAPITAL ACCOUNTS
Capital paid in..........oooii - 389 341 473 419
Surplus. ... .. 389 341 473 419
Other capital accounts - 0 0 0 0
Total liabilities and capital accounts.................. . 35,375 22,573 47,374 47,638
FEDERAL RESERVE NOTE STATEMENT
Federal Reserve notes outstanding (issued to Bank). 36,869 23,368 48,453 48,257
Less: Held by Bank..............ccoooviiniininann. .. 5,683 5,315 6,695 5,992
Federal Reserve notes, net......................... . 31,186 18,053 41,758 42,265

Note. Components may not sum to totals because of 2. Valued monthly at market exchange rates.
rounding. 3. Includes exchange-translation account reflecting the
1. Includes securities loaned—fully guaranteed by U.Smonthly revaluation at market exchange rates of foreign-
Treasury securities pledged with Federal Reservexchange commitments.
Banks—and excludes securities sold and scheduled to be
bought back under matched sale—purchase transactions.
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St. Louis Minneapolis Kansas City Dallas San Francisco
1995 1994 1995 1994 1995 1994 1995* 1994 1945 1994
484 429 203 230 382 436 405 453 1,036 1,102
490 168 180 186 342 199 376 377 977 904
20 23 20 21 41 22 49 28 37 33
9 89 4 11 3 20 0 0 103 33
0 0 0 0 0 0 0 0 0 0
0 0 0 0 0 0 0 0 0 0
121 145 48 80 101 156 85 138 209 343
0 0 0 0 0 0 0 0 0 0
17,308 14,497 6,828 8,028 14,451 15,637 12,262 13,786 30,016 34,373
0 0 0 0 0 0 0 0 0 0
17,437 14,731 6,879 8,119 14,555 15,813 12,348 13,924 30,328 34,749
220 195 450 380 361 370 333 513 574 544
30 30 54 46 55 54 158 157 159 156
486 481 563 589 797 830 1,414 1,594 2,935 3,207
408 334 180 196 352 361 319 343 739 1,111
357 4,308 -1,082 -1,897 -2,610 -1,929 3,287 -1,303 5351 -3,685
19,932 20,698 7,448 7,870 14,276 16,154 18,689 16,086 42,137 38,122
18,427 19,229 5,990 6,553 12,267 13,948 15,570 12,917 35,901 31,024
876 941 741 612 1,119 1,336 2,178 2,140 4,188 4,938
0 0 0 0 0 0 0 0 0 0
3 3 4 4 5 5 9 10 20 21
30 22 2 15 26 23 21 26 55 80
909 966 746 631 1,150 1,365 2,208 2,176 4,262 5,039
195 158 412 380 361 358 258 332 533 640
205 175 102 110 194 205 161 168 357 395
19,736 20,528 7,250 7,673 13,972 15,876 18,196 15,592 41,053 37,098
98 85 99 98 152 139 246 247 542 512
98 85 99 98 152 139 246 247 542 512
0 0 0 0 0 0 0 0 0 0
19,932 20,698 7,448 7,870 14,276 16,154 18,689 16,086 42,137 38,122
20,751 21,908 7,143 8,043 13,880 15,280 19,726 16,819 47,377 43,685
2,324 2,679 1,153 1,491 1,613 1,333 4,156 3,902 11,476 12,662
18,427 19,229 5,990 6,553 12,267 13,948 15,570 12,917 35,901 31,024
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3. Federal Reserve Open Market Transactions, 1995
Millions of dollars
Type of transaction Jan. ‘ Feb. ‘ Mar. ‘ Apr.
U.S. TREASURY SECURITIES
Outright transactions (excluding matched transactions)
Treasury bills
Gross purchases. 0 0 0 0
Grosssales........... .. 0 0 0 0
Exchanges............ ... 30,150 31,530 36,449 30,983
Redemptions . 0 0 0 0
Others within 1 year
GroSS pUrChases. . .......o.viii i 0 0 0 0
Grosssales............... 0 0 0 0
Maturity shift 2,835 5,872 4,802 2,993
Exchanges............... -737 -6,025 -2,096 0
Redemptions . ...... ... 621 0 0 370
1to5years
GrOSS PUICNASES. . . ..o vt 0 0 0 2549
Grosssales............... .. 0 0 0 0
Maturity shift .. —2,145 5,872 -4,802 -477
EXChanges. . ...... ..o . 737 3,606 1,050 0
5to 10 years
Gross purchases. 0 0 0 839
Grosssales............... 0 0 0 0
Maturity shift -690 0 0 -2,516
EXChanges. .. ... ..ot 0 1,720 1,046 0
More than 10 years
Gross purchases. 0 0 0 1,138
Grosssales............... 0 0 0 0
Maturity shift 0 0 0 0
EXchanges. . ... ..o e 0 700 0 0
All maturities
GrOSS PUICHASES. . ..ot it et 0 0 0 4,526
Grosssales............... 0 0 0
Redemptions 621 0 0 370
Matched transactions
Gross purchases ..163,615 178,877 168,800 148,306
GrOSS SAlES . ..ttt e .. 164,526 176,232 170,724 147,616
Repurchase agreements
GrOSS PUICRASES. ...\t e it .. 32,201 1,300 22,070 36,314
GrOSS SIS . .ottt ettt e 39,756 3,310 16,477 39,157
Net change in U.S. Treasury securities . ................|. -9,087 634 3,669 2,004
FEDERAL AGENCY OBLIGATIONS
Outright transactions
GroSS PUICRASES. . ...t .. 0 0 0 0
Gross sales......... 0 0 0 0
Redemptions. 91 55 83 20
Repurchase agreements
Gross purchases 5,243 25 4,926 4,415
GroSsS SalesS. . ..ot 4,948 1,345 3,821 5,020
Net change in agency obligations......................]| 204 -1,375 1,022 -625
Total net change in System Open Market Account ........... -8,883 =741 4,691 1,379

Note. Sales, redemptions, and negative figures reducfigures increase such holdings. Components may not sum
holdings of the System Open Market Account; all otherto totals because of rounding.
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May ‘ June ‘ July ‘ Aug. ‘ Sept. | Oct. ‘ Nov. ‘ Dec.‘ Total
0 4,470 0 433 409 1,350 4,271 0 10,933
0 0 0 0 0 0 0 0 0
31,663 42,983 25,213 39,195 30,333 29,397 39,057 31,535 398,488
0 0 0 0 0 900 0 0 0
0 0 0 0 0 0 0 390 390
0 0 0 0 0 0 0 0 0
7,174 2,177 2,063 7,805 0 1,745 6,108 0 43,574
-7,374 -1,392 -562 -5,599 0 -2,049 -4,937 0 30,771
0 0 300 0 485 0 0 1,776
0 0 0 0 100 0 0 2,317 4,966
0 0 0 0 0 0 0 0 0
-6,694 2,177 -2,063 -3,379 0 -1,745 -5,292 0 -34,646
5,374 1,392 562 4,905 0 2,049 3,237 0 22,912
0 0 0 0 0 0 400 0 1,239
0 0 0 0 0 0 0 0 0
1,248 0 0 -319 0 0 -816 0 -3,093
2,000 0 0 1,800 0 0 1,700 0 8,266
0 0 0 0 100 0 0 1,884 3,122
0 0 0 0 0 0 0 0 0
-1,728 0 0 -525 0 0 0 0 -2,253
0 0 1,10 0 0 0 0 1,800
0 4,470 0 433 609 1,350 4,671 4,591 20,650
0 0 0 0 0 0 0 0 0
0 0 0 0 0 1,385 0 0 2,376
155,027 170,083 166,674 179,571 195,830 216,755 226,340 227,858 2,197,736
153,534 171,959 163,490 185,711 198,587 213,161 228,419 228,071 2,202,030
35,158 40,989 8,527 4,130 43,286 28,825 44,569 34,325 331,694
34,377 28,196 24,851 1,075 39,896 32,980 39,876 20,311 320,262
2,274 15,387 -13,141 -2,651 1,241 -597 7,285 18,392 25,410
0 0 0 0 0 0 0 0 0
0 0 0 0 0 0 0 0 0
30 262 333 122 46 83 120 58 1,303
6,155 1,941 711 1,610 1,434 3,740 3,763 2,888 36,851
5,955 2,180 1,172 1,510 1,459 3,605 3,973 1,788 36,776
170 -501 -794 -22 =71 52 -330 1,042 -1,228
2,444 14,886 -13,935 -2,673 1,170 -545 6,955 19,434 24,182
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4. Federal Reserve Bank Holdings of U.S. Treasury and Federal Agency Securities,
December 31, 1993-95

Millions of dollars

December 31 Change
Description
1995 ‘ 1994 ‘ 1993 1994—9# 1993-94
U.S. TREASURY SECURITIES
Held outright * ... ..390,534 372,561 339,583 17,973 32,978
By remaining maturity
Bills
191 dayS ..o ..101,564 98,129 90,186 3,435 7,943
92daystolyear...........coouiiiiiiiiiian. . 93,888 87,291 77,749 6,597 9,542
Notes and bonds
lyearorless......ooovuvuiiiiiiiiiiannnnn. .. 41,419 34,978 35,423 6,441 -445
More than 1 year through 5 years............. 85,273 90,031 79,826 -4,758 10,205
More than 5 years through 10 years........... 31,469 27,552 24,659 3,917 2,893
More than 10years.............covvuvninenn.. . 36,921 34,845 31,739 2,076 3,106
By type
Bills .. ..195,451 185,420 167,936 10,031 17,484
NOtES ..o ..151,013 144,143 132,076 6,870 12,067
BONAS. ... .. 44,069 42,998 39,572 1,071 3,426
Repurchase agreements................