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Part 1

Monetary Policy and
Economic Developments



Monetary Policy and the Economy in 1998

In 1998, the U.S. economy again peron average, as conditions in many coun-
formed impressively. Output expandedries deteriorated. The recession in
rapidly, the unemployment rate fell toJapan deepened, and several emerg-
its lowest level since 1970, and inflationing market economies in Asia, which
remained subdued. Transitory factorshad started to weaken in the wake of
most recently falling prices for imports the financial crises of 1997, contracted
and commodities, especially oil, havesharply. A worsening economic situa-
helped produce the favorable outcomeson in Russia during the summer led to
of recent years, but technological ada devaluation of the ruble and a mora-
vances and increased efficiency, likelytorium by that country on a substantial
reflecting in part heightened global com-portion of its debt payments. As the year
petition and changes in business pragrogressed, conditions in Latin America
tices, suggest that some of the improvealso weakened. Although some of the
ment will be more lasting. troubled foreign economies were show-
Sound fiscal and monetary policiesng signs of improvement by the end of
have contributed importantly to the goodthe year, others either were not yet in
economic results of recent years: Budrecovery or were still contracting.
getary restraint at the federal level has The Russian crisis in mid-August pre-
bolstered national saving and permitteaipitated a period of unusual volatility in
the Federal Reserve to maintain loweworld financial markets. The losses
interest rates than would otherwise havencurred in Russia and other emerging
been possible. This policy mix and susimarket economies heightened investors’
tained progress toward price stabilityand lenders’ concerns about other poten-
have fostered clearer price signals, morgal problems and led them to become
efficient resource use, robust businessubstantially more cautious about taking
investment, and sizable advances in then risk. The resulting effects on U.S.
productivity of labor and the real wagesfinancial markets included a substantial
of workers. The more rapid expansiorwidening of risk spreads on debt instru-
of productive potential has, in turn,ments, a jump in measures of market
helped keep inflation low even as aggreuncertainty and volatility, a drop in
gate demand surged and labor markeequity prices, and a reduction in the
tightened. liquidity of many markets. To cushion
Nonetheless, economic troubleghe U.S. economy from the effects of
abroad posed a significant threat to thénancial strains here and abroad, and
economy’s performance in 1998. Forpotentially to help reduce the strains as
eign economic growth slowed markedlywell, the Federal Reserve eased mone-
tary policy on three occasions in the
Note. The discussion here and in the nextfall. Global financial market stresses
chapter is adapted froMonetary Policy Reportto |essened somewhat after mid-autumn,
o e ot ko 15 pomrof o ellecting, in part, these poliy steps as
ernors, February 1999). The data cited in thesgv.e” as mtgrest rate. cuts m.Other indus-
two chapters are those available as of mid-Marcfifial countries and international efforts
1999. to provide support to troubled emerg-
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ing market economies. Although somdrading partners struggling, and the for-
U.S. financial flows were disrupted foreign exchange value of the dollar having
a time, most firms and householdgisen over 1997 and the first part of
remained able to obtain sufficient credit, 1998, the U.S. trade deficit widened con-
and the turbulence did not appear tsiderably in 1998. Some domestic indus-
constrain spending significantly. tries were especially affected by lower
The foreign exchange value of theforeign demand or increased competi-
dollar rose substantially against the curtion from imports. For example, a wide
rencies of the major foreign industrialrange of commodity producers, notably
countries over the first eight months ofthose in agriculture, oil, and metals,
1998, but it subsequently fell sharply,experienced sharp price declines. Parts
ending the year down a little on net. Theof the manufacturing sector also suf-
dollar's appreciation in the first half of fered adverse consequences from the
the year carried it to an eight-year highshocks from abroad. Overall, real net
against the Japanese yen. In June, théxports deteriorated sharply, as exports
strength prompted the first U.S. for-stagnated and imports continued to
eign exchange intervention operatiorsurge. The deterioration was particularly
in nearly three years, an action thamarked in the first half of the year; the
appeared to slow the dollar’s rise againstsecond half brought a further, more
the yen over the following weeks. Latermodest, net widening of the external
in the summer, concerns about the podeficit.
sible impact on the U.S. economy of Meanwhile, domestic spending con-
increasing difficulties in Latin America tinued to advance rapidly. Household
began to weigh on the dollar’'s exchangexpenditures were bolstered by gains in
value against major foreign currenciesreal income and a further rise in wealth,
After peaking in mid-August, it fell while a low cost of capital and optimism
sharply over the course of severahbout future profitability spurred busi-
weeks, reversing by mid-October thenesses to invest heavily in new capital
appreciation that had occurred earlier irequipment. Although securities markets
the year. The depreciation during thisnvere disrupted in late summer and early
period was particularly sharp against théall, credit generally remained available
yen. The reasons for this decline againdtom alternative sources. Once the
the yen are not clear, but repayment o$trains on securities markets had eased,
yen-denominated loans by internationabusinesses and households generally had
investors and decisions by Japaneseady access to credit and other sources
investors to repatriate their assets imf finance on relatively favorable terms,
light of increased volatility in global although spreads in some markets
markets seem to have contributed. Theemained quite elevated, especially for
dollar’'s exchange value fluctuated modiower-rated borrowers. All told, house-
erately against the major currencies ovelnold and business outlays rose even
the rest of the year. At year-end, themore rapidly than in 1997, and that
launch of the third stage of Europearacceleration kept the growth of real
Economic and Monetary Union fixed GDP strong even as net exports were
the eleven participating countries’ con-slumping.
version rates and created a new common Deteriorating economic conditions
currency, the euro. abroad, coupled with the strength of the
With the U.S. economy expandingdollar over the first eight months of the
rapidly, the economies of many U.S.year, helped hold down inflation in
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the United States by trimming the priceshand, troubles in many foreign econo-
of oil and other imports. These declinesmies and resulting financial turmoil both
reduced both the prices paid by consumabroad and at home seemed, at times, to
ers and the costs of production in manyaise the risk of an excessive weakening
lines of business, and the competitiorof aggregate demand.
from abroad kept businesses from rais- Over the first seven months of the
ing prices as much as they might haveear, neither of these potential tenden-
otherwise. As a result of the reducedies was sufficiently dominant to prompt
rate of price inflation, workers enjoyed aa policy action by the FOMC. Although
larger rise in real purchasing power everthe incoming data gave no evidence of a
as increases in nominal hourly compensustained slowing of output growth, the
sation picked up only slightly on aver-Committee members believed that the
age. Because of increased gains in prgace of expansion would likely moder-
ductivity, corporations in the aggregateate as businesses began to slow the rapid
were able to absorb the larger real payates at which they had been adding
increases without suffering a serioudo their stocks of inventories and other
diminution of profitability. investment goods, and as households
Monetary policy in 1998 needed totrimmed the large advances in their
balance two major risks to the economispending on homes and consumer dura-
expansion. On the one hand, with théole goods. Relatively firm real interest
domestic economy displaying considerrates, buoyed by a high real federal
able momentum and labor markets tightfunds rate resulting from the decline in
the Federal Open Market Committeghe level of expected inflation, were
(FOMC) was concerned about the posthought likely to help restrain the growth
sible emergence of imbalances thabf spending by businesses and house-
would lead to higher inflation and holds. Another check on growth was
thereby, eventually, put the sustainabilexpected to come from the effects on
ity of the expansion at risk. On the othelimports and exports of the economic
difficulties in emerging market econo-
mies in Asia and elsewhere. Indeed,

Selected Interest Rates production in the manufacturing sector
Percent slowed substantially in the first half

! Thirty-year 0 of the year, and capacity utilization

{ Treasury . dropped noticeably. Moreover, inflation

Five-year iF remained subdued, and a pickup was not
UEEENy 3 0 expected in the near-to-intermediate
term because of declining oil prices
and because economic weakness abroad
and the appreciation of the dollar were

| Three-month expected to trim the prices of imported

i Treasury }nfjendfg . goods and to increase price competi-

H ederal runas rate: ! .
Ly vo o dy Ly i tion for many U.S. producers. Nonethe-

1997 1998 less, with labor markets already quite

Note. The data are daily. Short ticks indicate days ontaui[ and aggregate_ demand growing
which the Federal Open Market Committee held a schedf@Pidly—a combination that often has
uled meeting or a policy action was announced. Verticagignajed the impending bui|dup of infla-
lines mark days on which policy actions were announced;: . :
March 25, 1997; and September 29, October 15, ar?yonary pressures—the Commlttee, atits

November 17, 1998. meetings from March through July,

Discount rate
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judged conditions to be such that, if aasset demands shifted toward safer and
policy action were to be taken in themore liquid instruments. These shifts
period immediately ahead, it more likelycaused a sharp fall in yields on Treasury
would be a tightening than an easing; itsecurities. Spreads of yields on pri-
directives to the Account Manager ofvate debt securities over those on com-
the Domestic Trading Desk at the Fedparable Treasury instruments widened
eral Reserve Bank of New York notedconsiderably further, and issuance
that asymmetry. slowed sharply. Measures of market
By the time of the August FOMC volatility increased, and liquidity in
meeting, however, the situation wasmany financial markets was curtailed.
changing. Although tight labor marketsEquity prices continued to slide lower,
and rapid output growth continued towith most broad indexes falling back by
pose arisk of higher inflation, the damp-early September to near their levels
ing influence of foreign economic devel-at the start of the year. Reflecting the
opments on the U.S. economy seemedeaker and more uncertain economic
likely to increase. The contraction ofoutlook, some banks boosted interest
the emerging market economies in Asiaate spreads and fees on new loans to
appeared to be deeper than had bedmsinesses and tightened their under-
anticipated, and the economic situatiorwriting standards.
in Japan had deteriorated. Financial Against this backdrop, the FOMC at
markets in some foreign economies alsds September meeting looked beyond
had experienced greater turmoil, andincoming data suggesting that the
the day before the Committee meteconomy was continuing to expand at a
Russia was forced to devalue the rublerobust pace, and it lowered the intended
These difficulties had been weighinglevel of the federal funds raté percent-
on U.S. asset markets. Stock prices haage point. The Committee noted that the
fallen sharply in late July and intorate cut would cushion the effects on
August as investors became concernegrospective U.S. economic growth of
about the outlook for profits, and riskincreasing weakness in foreign econo-
spreads in debt markets had widenednies and of less accommodative condi-
albeit from very low levels. Taking tions in domestic financial markets. The
account of these circumstances, thdirective adopted at the meeting sug-
Committee again left monetary policygested a bias toward further easing over
unchanged at the August meeting, buthe intermeeting period. In the days fol-
it shifted to a symmetric directive, lowing the policy move, disturbances in
reflecting its perception that the risksfinancial markets worsened. Movements
to the economic outlook, at prevailingin the prices of securities were exac-
short-term rates, had become roughlgrbated by a deterioration in market
balanced. liquidity, as some securities dealers cut
Over subsequent weeks, conditions ifback on their market-making activities,
financial markets and the economic outand by the increased anticipation of an
look in many foreign countries dete-unwinding of positions by hedge funds
riorated further, increasing the dangersind other leveraged investors. In early
to the U.S. expansion. With investorsOctober, Treasury yields briefly tum-
around the world apparently reevaluatbled to their lowest levels in many
ing the risks associated with variousyears, reflecting efforts by investors to
credits and seemingly becoming lesgxchange other instruments for riskless
willing or less able to bear such risks,and liquid Treasury securities.
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Although some measures of marketmies had receded a bit, partly reflect-
turbulence had begun to ease a bihg concerted international efforts to
by mid-October, financial marketsprovide assistance to Brazil, the foreign
remained extremely volatile, and riskeconomic outlook remained uncertain.
spreads were very wide. On October 15With downside risks still substantial,
consistent with the directive from theand in light of the cumulative effect
September meeting, the intended federalince August of the tightening in many
funds rate was trimmed anoth&r per- credit markets and the weakening of
centage point, to 5 percent. This policyeconomic activity abroad, the FOMC
move, which occurred between FOMCreduced the intended federal funds
meetings, came at the initiative of Chairrate a further/s percentage point at its
man Greenspan and followed a conferNovember meeting, bringing the total
ence call with Committee members. Atreduction during the autumn i per-
the same time, the Board of Governorgentage point. The Board of Governors
approved a¥s percentage point reduc-also approved a secoridh percentage
tion in the discount rate. These actiongoint cut in the discount rate. The Com-
were taken to buffer the domestic econmittee believed that, with this policy
omy from the impact of the less ac-action, financial conditions could rea-
commodative conditions in domesticsonably be expected to be consistent
financial markets, perhaps in part bywith fostering sustained economic
contributing to some stabilization of theexpansion while keeping inflationary
financial situation. pressures subdued. The action provided

Following the October policy move, some insurance against an unexpectedly
strains in domestic financial marketssevere weakening of the expansion, and
diminished considerably. As safe-haverthe Committee therefore established a
demands for Treasury securities ebbedgymmetrical directive. By the time of
Treasury vyields generally trendedthe December meeting, the situation in
higher, and measures of financial markefinancial markets had changed little, on
volatility and illiquidity eased. Nonethe- balance, and the Committee decided that
less, risk spreads remained very wideno further change in rates was desirable
and liquidity in many markets continuedand that the directive should remain
to be limited. Moreover, although pres-symmetrical. .
sures on some emerging market econo-



Economic and Financial Developments in 1998

The U.S. economy continued to displaying of credit markets from impairing the
great vigor in 1998, despite a sharpexpansion of activity. The final quarter
slowing of growth in foreign economiesof the year brought brisk expansion of
and an unsettled world financial envi-employment and income.
ronment. Real GDP increased more The increase in the general price level
than 4 percent over the four quarters oin 1998 was smaller than that of the
the year, according to the Commercereceding year, which had itself been
Department’s preliminary estimate. Theamong the smallest in decades. The
economic difficulties facing many U.S.chain-type price index for GDP rose
trading partners, together with theslightly less than 1 percent. The further
strength of the dollar through much ofslowing of price increases was in large
the year, led to sluggishness in reapart a reflection of sluggish conditions
exports of goods and services. Howevein the world economy, which brought
the drag on the economy from thatdeclines in the prices of many imported
source was more than offset by excepgoods, including oil and other primary
tional strength in the real expendi-commodities. In the domestic economy,
tures of households and businessethe nominal hourly compensation of
which were powered by strong realworkers picked up only slightly despite
income growth, large gains in the valuehe tightness of the labor market, and
of household wealth, ready access tonuch of the compensation increase was
finance during most of the year, andbffset by gains in labor productivity.
widespread optimism about the future ofAs a result, unit labor costs, the most
the economy. Although turmoil in finan- important item in total business costs,
cial markets seemed to threaten theose only modestly.
economy for a time in late summer and
early autumn, that threat later receded,
in part because of the steps taken by t
Federal Reserve to prevent the tightetr]fhe Household Sector
Personal consumption expenditures
Change in Real GDP increased more than 5 percent in real
Percent, Q4 to Q4 terms in 1998, the largest gain in a
decade and a half. Support for the large
spending increase came from a com-
bination of circumstances that, on the
4 whole, were exceptionally favorable
to households. Strong gains in employ-
ment and real hourly pay gave another
appreciable boost to the growth of real
labor income. At the same time, house-
hold wealth again rose substantially,
1992 1994 1996 1098 bolstered in large part by the continued

NotEe. The data are based on chained (1992) dollarglse n equny prices. Household net
and come from the Department of Commerce. worth at the end of 1998 was up more
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than 10 percent from the level at the end The increases in income and net
of 1997. The cumulative gain in house-worth that led households to boost their
hold wealth from year-end 1994 to year-consumption expenditures in 1998 also
end 1998 was nearly 50 percent. led them to invest heavily in additions to
The rise in net worth probably the stock of housing. Declines in mort-
accounts for much of the decline in thegage interest rates weighed in as well,
personal saving rate over the past fevnelping to maintain the affordability of
years, to an annual averagelafpercent housing even as house prices moved up
in 1998. Households tend to increassomewhat faster than overall inflation.
their saving from current income whenThese developments brought the objec-
they feel that they must increase theitive of owning a home within the reach
wealth to meet their longer-run objec-of a greater number of households, and
tives, but they are willing to reduce theirthe home-ownership rate, which has
saving from current income when theybeen trending up over the decade, rose
feel that their wealth is already at satto another new high.
isfactory levels. The low level of the In the single-family sector, sales of
saving rate in 1998 is not so remarknew and existing homes surged, the
able when gauged against a wealth-toformer rising more than 10 percent from
income ratio that has been running in dhe preceding year and the latter about
range well above its longer-run histori-13 percent. Construction of single-
cal average. family houses strengthened markedly.
Personal consumption expenditure¥he number of units started during the
in all three major categories—durablesyear was the largest since the late 1970s
nondurables, and services—recordednd exceeded the 1997 total by about
gains in 1998 that were the largest ofl2 percent. In the fourth quarter, unusu-
the 1990s. Spending on durable goodally mild weather permitted builders to
rose more than 12 percent over the yeamaintain activity later into the season
Within that category, expenditures onthan they normally would have and gave
home computers once again stood ougn added kick to housing starts.
rising nearly 75 percent in real terms, a In contrast to the strength in the
gain that reflected both an increase isingle-family sector, the number of
nominal outlays and a further substanmultifamily units started in 1998 was
tial decline in computer prices. Con-up only a little from 1997. After bottom-
sumer outlays on motor vehicles alsang out at a very low level early in the
rose sharply, despite some temporar§990s, construction of these units had
limitations on supply from a midyear been trending back up fairly briskly. But
strike at a major automaker. Spendingvith vacancy rates for multifamily rental
on most other types of durable goodsnits running a touch higher in 1998,
registered gains well above the averagbuilders and their creditors may have
annual increases of the past decade twecome concerned about adding too
so. Because durable goods are not comany new units to the stock. Financing
sumed all at once—but, rather, add t@ppeared generally to be in ample sup-
stocks of such goods that will be yield-ply for promising projects; during the
ing services to consumers for a numperiod of financial turmoil, the flow
ber of years—they represent a form obf credit was supported by substantial
economic saving that is not captured irpurchases of multifamily mortgages and
the measure of the saving rate in thenortgage-backed securities by Freddie
national income accounts. Mac and Fannie Mae.



Economic and Financial Developments1l

Total outlays for residential invest- of banks tightened consumer lending
ment increased about ¥2 percent in standards and terms in 1998, according
real terms during 1998, according to théo Federal Reserve surveys. However,
Commerce Department’'s preliminarythe availability of high loan-to-value and
tally. The large increase reflected nosubprime home equity loans likely was
only the construction work on new resi-reduced in the fall because of difficulties
dential units undertaken during the yeam the market for securities backed by
but also sizable advances in real outlaysuch loans.
for home improvements and in the vol- Despite the rapid increase in debt,
ume of sales activity being carried on bymeasures of household financial stress
real estate brokers, which generated sulvere relatively stable in 1998, although
stantial gains in commissions. some remained at high levels. The delin-

The robust growth in householdquency rate for home mortgages has
expenditures in 1998 was accompaniedtayed quite low in recent years, and
by an expansion of household debt ofhat for auto loans at domestic auto
nearly 9 percent, a larger rise than irfinance companies has trended lower.
other recent years. Nonmortgage debthe delinquency rate for credit card
increased % percent, about 1 percent-loans at banks fluctuated in a fairly
age point above the preceding year'siarrow range in 1997 and 1998, but it
pace but down considerably from theremained elevated after having risen
double-digit increases of 1994 and 1995substantially over the previous two
Home mortgage debt jumped nearlyears. Personal bankruptcy filings have
10 percent, its largest annual advanckllowed a broadly similar pattern:
since 1989, boosted in part by the stron@rowth ran at abdua 3 percent annual
housing market. In addition, with mort- rate, on average, from the spring of 1997
gage rates reaching their lowest levelso the autumn of 1998, down from
in many years, many households refiannual increases of roughly 25 percent
nanced existing mortgages, and someetween early 1995 and early 1997. The
likely took the opportunity to increase stability of these measures over the past
the size of their mortgages, using theouple of years is likely due in part to
extra funds to finance current expendithe earlier tightening of standards and
tures or to pay down other debts.

The growth in household debt re-Delinquency Rates on Household Loans
flected both supply and demand influ- Percent
ences. With wealth rising faster than Credit card accounts
income over the year and with consume at banks
confidence remaining at historically
high levels, _hquseholds were vyilling TEYSE i
to boost their indebtedness to financt 4q finance companies
increased spending. In addition, lender \ 3
generally remained accommodative to
ward all but the most marginal house- Mortgages 2
holds, even after the turmoil in manyW—‘r—
financial markets in the fall. After a 1988 1990 1992 1994 1996 1998
more general tightening of loan condi- Nore. The data are quarterly. Data on credit card
tions between mid-1996 and mid-199elinquencies are from bank Call Reports; data on auto
in response to a rise in losses on suc an delinquencies are from the Big Three automakers;

A g ta on mortgage delinquencies are from the Mortgage
loans, a smaller and declining fractionsankers Association and are through 1998:Q3.
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terms on consumer loans. In additiongned international competition in the
lower interest rates and longer loarmarkets for semiconductors and other
maturities, which resulted from the shiftcomputer components and by price cut-
toward mortgage finance, have helpeting to work down the stocks of some
mitigate the effects of increased borrow-assembled products.
ing on household debt-service burdens. Investment in  communications
equipment—another high-tech category
that is an increasingly important part
of total equipment outlays—rose about
Business fixed investment increased8 percent in 1998. After having traced
about 124 percent over 1998, with a out an erratic pattern of ups and downs
17 percent rise in equipment spendinghrough the latter part of the 1980s and
accounting for the entire advance. Thehe early 1990s, real outlays for this
strength of the economy and optimisntype of equipment began to record sus-
about its longer-run prospects providedained large annual increases in 1994,
underpinnings for increased investmentand the advance in 1998 was one of
Outlays were also bolstered by the effithe largest. Spending on other types of
ciencies obtainable with new technolo-equipment displayed varying degrees
gies, by the favorable prices at whichof strength across different sectors but
many types of capital equipment couldrecorded a sizable gain overall. Invest-
be purchased, and, except during thenent in transportation equipment was
period of financial market turmoil, by strong across the board, spurred by the
the ready availability and low cost of need to move greater volumes of goods
finance, either through borrowing oror to carry more passengers in an
through the issuance of equity shares. expanding economy. Spending on indus-
Real expenditures on office and comirial machinery advanced abowper-
puting equipment, after having risen atcent after having made larger gains in
an average rate of roughly 30 perceninost previous years of the expansion, a
in real terms from 1991 through 1997 pattern that mirrored a slowing of output
shifted into even higher gear in 1998 growth in the industrial sector.
climbing about 65 percent. The outsized Business investment in nonresidential
increase was likely due in part to thestructures, which accounts for slightly
efforts of some businesses to put newnore than 20 percent of total business
computer systems in place before théixed investment, was unchanged in
end of the millennium, in hopes of 1998, according to the preliminary esti-
avoiding difficulties associated with themate. Sharply divergent trends were evi-
Y2K problem. Beyond that, investmentdent within nonresidential construction,
in computers was driven by the sameanging from considerable strength in
factors that have been at work throughthe construction of office buildings to
out the expansion—namely, the intro-marked weakness in the construction of
duction of machines that offer greaterindustrial buildings. The waxing and
computing power at increasingly attracwaning of industry-specific construction
tive prices and that provide businessesycles appears to be the main explana-
new and more efficient ways of organiz-ion for the diverse outcomes of 1998.
ing their operations. Price declines inAlthough some of the more-speculative
1998 were especially large because theonstruction plans may have been
cost reductions associated with technishelved because of a tightening of
cal change were augmented by heightending terms and standards, partly in

The Business Sector
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reaction to the financial turmoil, mostan annual rate of about¥d percent.
builders appear to have been able télthough the volume of output of the
eventually obtain financing. Despite thenonfinancial companies continued to
sluggishness of spending on structuresise rapidly, profits per unit of output
the level of investment remained highwere squeezed a bit by companies’ diffi-
enough in 1998 to generate continuedulties in raising prices in step with costs
moderate growth in the real stock ofin a competitive market environment.
structures. With profits expanding more slowly
Business inventories increased abowind investment spending still on the
4Y> percent in real terms in 1998 afterupswing, businesses’ external funding
having risen more than 5 percent imeeds increased substantially in 1998.
1997. Stocks grewta 7 percent annual Aggregate debt of the nonfinancial busi-
rate in the first quarter, appreciablyness sector expanded&percent from
faster than final sales, but inventorythe end of 1997 to the end of 1998, the
growth over the remainder of the yeardargest increase in ten years. The rise
was considerably slower than in the firsteflected growth in all major types of
quarter. At year-end, stocks in most nonbusiness debt. Business borrowing was
farm industries were at levels that didalso boosted by substantial merger and
not seem likely to cause firms to restrairacquisition activity. Indeed, mergers and
production going forward. Inventoriesacquisitions, share repurchases, and for-
of vehicles may even have been a littleeign purchases of U.S. firms in 1998
on the lean side, as a result of both @verwhelmed the high level of both ini-
strike that held down assemblies througltiial and seasoned public equity issues,
the middle part of the year and excepand net equity retirements exceeded
tionally strong demand, which preventeds260 billion.
the rebuilding of stocks later in the year. The financial market disruptions in
By contrast, year-end inventories appedate summer and early fall appear to
to have been excessive in a few nonfarrhave had little effect on total business
industries that have been hurt by théorrowing but prompted a substantial
sluggish world economy. Stocks of farmtemporary shift in the sources of credit.
commodities also appear to have beewith investors favoring high credit qual-
excessive, having been boosted furthaty and liquidity, yields on lower-rated
during the year by large harvests anaorporate bonds rose despite declining
sluggish export demand. Treasury rates; the spread of yields on
The economic profits of U.S.junk bonds over those on comparable
corporations—that is, book profitsTreasury securities roughly doubled
adjusted so that inventories and fixedetween mid-summer and mid-autumn
capital are valued at their currentbefore falling back somewhat as con-
replacement cost—rose further, on neflitions in financial markets eased. The
over the first three quarters of 1998, buspread of rates on lower-tier commercial
at a much slower pace than in mospaper over those on higher-quality paper
other years of the current expansionrose substantially during the fall but
Companies’ earnings from operations irretraced much of the rise by year-end.
the rest of the world fell back a bit, as Reflecting these adverse market con-
did the profits of private financial cor- ditions, nonfinancial corporate bond
porations from domestic operations. Théssuance fell sharply in August and
profits of nonfinancial corporationsremained low through mid-October,
from domestic operations increased awith issuance of junk bonds virtually
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halted for a time. Commercial paperrapid growth of debt and the relatively
issuance rose sharply in August andgmall gain in profits. Interest rates for
September, as some firms apparentlgnany businesses fell, on balance, over
decided to delay bond issues, turninghe year, and bond yields for investment-
temporarily to the commercial papergrade firms reached their lowest level in
market instead. Bond issuance pickedhany years. Reflecting these low bor-
up again in late October, howeverrowing costs, the aggregate debt-service
and issuance was extremely heavy iburden for nonfinancial corporations,
November and remained strong inmeasured as the ratio of net interest
December. In conjunction with this payments to cash flow, remained about
rebound, commercial paper outstandin@¥2 percent, near its low of 9 percent in
fell back in the fourth quarter. 1997 and less than half the peak level

During the period when financial mar-reached in 1989. The delinquency rate
kets were strained, some borrowergor commercial and industrial loans
substituted bank loans—in some casesxtended by banks rose a bit from
under credit lines priced before the marthe trough reached in late 1997 but
kets became volatile—for other sourcesemained quite low, while that for com-
of credit, and business loans at bankmercial real estate loans fell a bit fur-
expanded very rapidly for a time beforether, on net, from the already very low
tailing off late in the year. Federallevel posted in 1997. Although Moody’s
Reserve surveys indicate that bankinvestors Service downgraded more
responded to the financial market turnonfinancial firms than it upgraded over
moil by tightening their standards andthe second half of the year, the down-
terms on new loans and credit linesgraded firms were smaller on average,
especially on loans to larger customerso the debt of those upgraded about
and those to finance commercial reaéqualed the debt of those downgraded.
estate ventures; the tightening reflectedhrough November, business failures
the less favorable or more uncertain ecaemained at the low end of the range
nomic outlook as well as a reducedseen over the past decade.
tolerance for risk at some banks.

Nonfinancial businesses remained

strong financially in 1998 despite the.l.he Government Sector

_ i In fiscal year 1998 the federal govern-
Net Interest Payments of Nonfinancial ment recorded a surplus in the unified
Corporations Relative to Cash Flow budget for the first time in nearly three
Percent .
decades. The surplus, amounting to
$69 billion, was equal to aboudt: per-
22 cent of GDP, a huge turnabout from the
deficits of the early 1990s, which in
18 some years were more tha#>4poercent
of GDP. The swing from deficit to sur-
plus over the past few years was a result
partly of fiscal policies aimed at lower-
ing the deficit and partly of the strength
I Y O B Y of the economy and the stock market.
1978 1983 1988 1993 1998 Excluding net interest payments—a
Note. The data are quarterly and are through 1998:Q3charge stemming from past deficits—the
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government recorded a surplus of moréncome taxes and payroll taxes kept to-
than $300 billion in fiscal 1998. tal federal receipts on a rising trajectory.
Because of the improvement in Unified outlays increasedya percent
the government's saving position,in fiscal year 1998 after having risen
national saving—the combined gros2¥- percent in fiscal 1997. Net interest
saving of households, businesses, amhyments and nominal expenditures for
governments—increased about 3 perdefense fell slightly, and outlays for
centage points as a share of GDP fronmcome security and Medicare rose only
1993 to 1998, even though the persona little; social security expenditures
saving rate was down sharply. Theincreased moderately but somewhat less
increase in national saving over thathan in other recent fiscal years. By con-
period helped facilitate the boom intrast, the growth of Medicaid payments
investment spending—in contrast to thepicked up to about 6 percent after hav-
1980s and early 1990s, when persisterimg increased less than 4 percent in each
large budget deficits tended to reducef the preceding two fiscal years; how-
national saving, boost interest rategver, even the fiscal 1998 rise was not
higher than they otherwise would havdarge compared with those in many ear-
been, and thereby crowd out privatdier fiscal years when both medical costs
capital formation. and Medicaid caseloads were increasing
Federal receipts in the unified budgetapidly and rates of federal reimburse-
in fiscal year 1998 were up 9 percenment to the states were being raised.
from fiscal year 1997, with much of the Emergency legislation that was passed
gain attributable to personal income taxn 1998, in an exception to statutory
receipts, which rose more than 12 perspending restrictions, will boost federal
cent for a second consecutive yearspending for a variety of functions in
These receipts have been rising fastdiscal 1999, including defense, embassy
than personal income in recent years, fosecurity, disaster relief, preparation for
several reasons: Rates for high-incom¥2K, and aid to agriculture.
taxpayers were raised by 1993 legisla- Real federal outlays for consump-
tion intended to help reduce the deficittion and investment, the part of fed-
more taxpayers have moved into higheeral spending that is counted in GDP,
brackets as their incomes have inincreased about 1 percent, on net, from
creased; and large increases in asset vahe final quarter of calendar year 1997 to
ues have raised tax receipts from capitaghe final quarter of 1998. A reduction in
gains. Social insurance tax receipts, theeal defense outlays over that period was
second most important source of federanore than offset by a jump in non-
revenue, increased 6 percent in fiscadefense spending.
1998, just a touch more than the fiscal With the budget balance shifting from
1997 increase and roughly in step withdeficit to surplus, the stock of publicly
wage and salary growth. Receipts fromheld federal debt declined in 1998 for
the taxes on corporate profits, whictthe first time since 1969. From year-end
account for about 10 percent of federall997 to year-end 1998, U.S. government
revenues, rose less rapidly than in othedebt fell 2 percent as the outstanding
recent years, restrained by the slowestock of both bills and coupon securities
growth of corporate profits. In the firstwas reduced. Despite this reduction in
three months of fiscal 1999, net receiptslebt, the federal government continued
from corporate taxes dipped below yearsubstantial gross borrowing to fund the
earlier levels, but gains in individual retirement of maturing securities. With
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the need for funds trimmed substanof spending has been trending up mod-
tially, however, the Treasury changecerately, on balance. The 1998 rise in
its auction schedules, discontinuing theeal expenditures for consumption and
three-year note auctions and moving tinvestment amounted to abouws2per-
quarterly, rather than monthly, auctionsent, according to the preliminary esti-
of five-year notes. By reducing the num-mate; the annual gain has been in the
ber of coupon security issues, the Trearange of 2 percent to32 percent in each
sury is able to boost the size of eachof the past seven years.
thereby contributing to their liquidity. Despite the rising surpluses, state
The decrease in the total volume ofand local government debt increased
coupon securities is intended to boost¥s percent in 1998, a pickup of about
the size of bill offerings over time, 2 percentage points from growth in
increasing liquidity in that market and1997. Somewhat more than half of the
also allowing, as the Treasury preferslong-term borrowing by state and local
for balanced issuance across the yieldovernments in 1998 reflected new bor-
curve. The Treasury also announced imowing to fund current and anticipated
October that all future bill and couponcapital spending on utilities, transpor-
security auctions would employ thetation, educational facilities, and other
single-price format that had alreadycapital projects. The combination of
been adopted for the two-year and fivebudget surpluses and relatively heavy
year note auctions and for auctions oborrowing likely reflected several fac-
inflation-indexed securities. The Trea-ors. First, some of these governments
sury judged that the single-price formatmay have spent the newly raised funds
had reduced servicing costs and resultesh capital projects while at the same
in broader market participation. time building up surpluses in “rainy day
The Treasury continued to auctionfunds” for later use. Second, because
inflation-indexed securities in substanstate and local governments under some
tial volume in 1998 in an effort to build circumstances are allowed to hold funds
up that part of the Treasury market. Inraised in the markets for as long as five
April, the Treasury issued its first thirty- years before spending them, some of
year indexed bond, and in September ithe money raised in 1998 may not have
announced a regular schedule of terbeen spent. Finally, there was a substan-
and thirty-year indexed security auc-tial volume of “advance refunding” in
tions. The Treasury also began offer1998. In an advance refunding, the bor-
ing inflation-indexed savings bonds inrower issues new bonds before exist-
September. ing higher-rate bonds may be called,
State and local governments recordeth anticipation of calling the old bonds
further increases in their budget surwhen that option becomes available.
pluses in 1998, both in absolute term&Vhile this sort of refinancing tempo-
and as a share of GDP. Revenue fromarily boosts total debt, it allows the
the taxes on individuals’ incomes hagyovernment entity to lock in a lower rate
been growing very rapidly, keeping totaleven if municipal bond yields rise over
receipts on a solid upward course. Athe period before the call date. The high
the same time, the growth of transfedevel of advance-refunding activity in
payments, which had threatened to overt998 was the result of lower borrowing
whelm state and local budgets earlier ircosts. Although yields on tax-exempt
the decade, has slowed substantially imunicipal securities did not decline
recent years. The growth of other typesiearly as much as those on compa-
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rable Treasury securities, they none- The increase in the current account
theless reached their lowest levels irdeficit in 1998 was due to a decline
many years. In addition, rating agenciesn net exports of goods and services
upgraded about five times as many statas well as a further weakening of net
and local government issues as thejnvestment income from abroad. Until
downgraded, trimming borrowing costs1997, net investment income had partly
further for the upgraded entities. offset persistent trade deficits. But as
the U.S. net external debt has risen in
recent years, net investment income has
The External Sector become increasingly negative, moving
from a $14 billion surplus in 1996 to a
Trade and the Current Account $5 billion deficit in 1997 and reaching a
U.S. external balances deteriorated furgleeft'ci';g;mgr?rgrﬁn iﬁ?oﬁg“ci):v?stlragﬁi
ther in 1998, largely because of the dis'became increasinpl negative durin
parity between the rapid growth of they = @7 7250 gyt gtf i b'I-g
U.S. economy and the sluggish growtt'at Pero afs o eL?e gorsmo 1abi
of the economies of many U.S. trading#ty pOSItIIOI’I gd'tt'e mtcte States ?rew
partners. The nominal trade deficit for(?rgetr._ n 61 ”(t)r:j nl_e |dn(_:orrl1§98robm
goods and services was $169 biIIionng(S:e Irsll\é)ev;/serrn?grei enC:anceontl)rllnic row(ter-l
considerably larger than the $110 biIIionI dus g : gt i
deficit in 1997. At $233 hillion, the owered Yes. €arnings on investmen

current account deficit was also substan?:éogg darlﬂéhe;pgreélatt;%n gf tehae”(]j_cr)]llar
tially larger than the 1997 deficit of u vau S Ings,

$155 billion. The large current accountWhile healthy U.S. growth supported for-

deficits of recent years have been fu”deﬁﬁﬂgﬁnﬁg&nggtse:n direct investment
with increased net foreign saving in the The rise of the trade deficit reflected

United States. As a result, U.S. gross . ease of about 10 percent in real
domestic investment has exceeded thl% Iorts of goods :nd sgrvices (Ijurin
level that could have been financed by P 90« > auring
gross national saving alone, but ato98: according to the prefiminary
the cost of a rise in net U.S. externafStimate fr_om the Commerce Depart-
ment. The increase was fueled by robust

indebtedness.
Change in Real Imports and Exports
U.S. Current Account , of Goods and Services
Billions of dollars Percent, Q4 to Q4
8 ] imports
- Exports
B Exp 1
100
8
200 4
| | | | | | |
1992 1994 1996 1998 1992 1994 1996 1998

Note. The data are from the Department of Commerce. Note. The data are from the Department of Commerce.
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growth of U.S. domestic demand and byCapital Flows
continued declines in import prices,
which stemmed in part from the strengthThe financial difficulties in a number of
of the dollar through mid-August and emerging market economies had several
in part from the effects of recessionsnoticeable effects on U.S. international
abroad. Of the major trade categories;apital flows in 1998. Financial turmoil
increases in imports were sharpest foput strains on official reserves in many
finished goods, especially capital equipemerging market economies. Foreign
ment and automotive products. Theofficial assets in the United States fell
quantity of imported oil rose apprecia-$22 billion. This decline, which began
bly as demand increased in response o the fourth quarter of 1997, was
the strength of U.S. economic activitylargest for developing countries, as
and lower oil prices, while domesticmany of them drew down their for-
production declined slightly. The priceeign exchange reserves in response to
of imported oil fell about $6.50 per exchange rate pressures. OPEC nations’
barrel over the four quarters of theforeign official reserves shrank in the
year. World oil prices fell in responsefirst three quarters of 1998, as oil
to reduced demand associated withevenues dropped. Foreign official
the economic slowdown in many for-assets in the United States, especially
eign nations and with unusually warmthose of industrial countries, generally
weather in the Northern Hemisphererebounded in the fourth quarter.
an increase in supply from Iraq also Private capital flows also were
exerted downward pressure on oikaffected by the widespread turmoil. On
prices. a global basis, capital flows to emerging
Real exports of goods and servicesnarket economies fell substantially in
grew about 1 percent, on net, in 1998he first half of 1998 and then dropped
after posting a 10 percent rise in 1997precipitously in late summer and early
Declines during the first three quarterdall in the wake of the Russian crisis.
(especially in machinery exports) wereDuring the first half of the year, U.S.
offset by a rebound in the fourth quarterresidents acquired about $35 billion of
which was led by an increase in export$oreign securities. Net purchases virtu-
of automotive products. The price com-ally stopped in July, and in the August—
petitiveness of U.S. products decreasedctober period U.S. residents, on net,
reflecting the appreciation of the dollarsold about $40 billion worth of foreign
through mid-August. In addition, securities. In the final two months of
economic activity abroad weakenedhe year, as markets stabilized, U.S. resi-
sharply; total average foreign growthdents resumed net purchases. (In addi-
(weighted by shares of U.S. exports}ion, the financing of two large mergers
plunged from 4 percent in 1997 to anbetween U.S. firms and European firms
estimated¥z percent in 1998. A mod- resulted in a surge in U.S. residents’
erate expansion of exports to Europeholdings of foreign securities in the
Canada, and Mexico was about offsefourth quarter. When the foreign firms
by a decline in exports associatedacquired the U.S. entities, U.S. residents
with deep recessions in Japan and theeceived equity in the foreign firms.)
emerging Asian economies (particuforeign net purchases of U.S. securities,
larly in the first half of the year) and which were substantial in the first half
in South America (in the second halfof the year, likewise fell off markedly
of the year). in the July—October period but experi-
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enced a significant recovery in Novem-more than 3> percent. Stores selling

ber and December. Thus, there is somieuilding materials and home furnish-
evidence that the contraction in grossngs expanded employment rapidly, as
capital flows seen in late summer andlid firms involved in computer ser-

early fall waned somewhat in the fourthvices, communications, and managerial
quarter. services.

Private foreign purchases of U.S. Output per hour in the nonfarm busi-
Treasury securities were only $48 bil-ness sector rose¥2 percent in 1998
lion in 1998, compared with $147 bil- after having increased abou#4l per-
lion for 1997. Small net sales in the firstcent, on average, over the preceding two
and third quarters partly offset large netears; by comparison, the average rate
purchases in the second and fourth quanf rise during the 1980s and the first half
ters. Private foreigners’ purchases obfthe 1990s was just over 1 percent per
other U.S. securities shifted away fromyear. Because productivity often picks
equities and toward bonds, relative taip to a pace above its long-run trend
1997. when economic growth accelerates, the

The contraction in private portfolio results of the past three years might well
capital flows, though large, was over-be overstating the rate of efficiency gain
shadowed by huge direct investmenthat can be maintained in coming years.
capital flows, which resulted in partHowever, reasons for thinking that the
from the above-mentioned and othetrend may have picked up somewhat are
very large cross-border mergers. Witthecoming more compelling in view of
the effects of the mergers, foreign direcincoming data. The 1998 gain in output
investment into the United States totalegher hour was particularly impressive,
more than twice the previous record of
$93 billion posted in 1997. Merger ac-Labor Market Conditions
tivity also buoyed U.S. direct investment Thousands of jobs, average monthly change
abroad, bringing the annual total to Nonfarm payroll employment
$132 billion, surpassing the previous

record of $122 billion in 1997. 400
200
The Labor Market 5

The rapid growth of output in 1998 was
associated with both increased hiring
and continued healthy growth in labor.
productivity. The number of jobs on
nonfarm payrolls rose abou¥2percent 8
from the end of 1997 to the end of 1998,

a net increase of 2.8 million. Manu- M 6
facturers reduced employment over the

year, but the demand for labor in othel 4
parts of the economy continued to | | | | | | ||
rise rapidly. The construction industryigeo 1992 1994 1996 1998
boosted employment about 6 percent Nore. The data are from the Department of Labor.
over the year, and both the serviceghe break_in the un_employment rate data at January 1994
industry and the finance, insurance, anmarks the introduction of a redesigned survey; data from

. : at point on are not directly comparable with those of
real estate industry posted increases @#rlier periods.

| | | | | | | |
Percent

Civilian unemployment rate
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in part because it came at a timepower of nominal earnings, perhaps to a
when many businesses were divertingreater degree than workers might have
resources to correct the Y2K problem, anticipated. According to the Labor
move that likely imposed a bit of drag Department’s employment cost index,
on the growth of output per hour. Higherthe hourly compensation of workers in
rates of capital formation are raising theprivate nonfarm industries rosé/3per-
growth of capital per worker, and work-cent in nominal terms during 1998, a
ers are likely becoming more skilled intouch more than in 1997 arié percent-
using the new technologies. Businesseage point more than in 1996. Taking the
not only are increasing their capitalconsumer price index as the measure of
inputs but also are continuing to imple-price change, this increase in nominal
ment changes to their organizationahourly compensation translated into a
structures and operating procedures th& percent increase in real hourly pay,
may enhance efficiency and bolsteone of the largest on record in a series
profit margins. that goes back to the early 1980s; the
The rising demand for labor contin-gain was larger still if the chain-type
ued to strain supply in 1998. The civil- price index for personal consumption
ian labor force rose just a bit moreexpenditures is used as the measure of
than 1 percent from the fourth quarter oconsumer prices. Moreover, the employ-
1997 to the fourth quarter of 1998, andnent cost index does not capture some
with the number of persons holding jobsof the forms of compensation that
rising somewhat faster than the laboemployers have been using to attract
force, the civilian unemployment rateand retain workers—stock options and
fell still further. The unemployment rate signing bonuses, for example.
was 4.3 percent at the end of 1998; the Because of the rapid growth in labor
average for the full year—4.5 percent—productivity, unit labor costs have been
was the lowest of any year in almostrising much less rapidly than hourly
three decades. The percentage of theompensation in recent years. The
working age population that was outsidéncrease in unit labor costs in the non-
the labor force and was interested irfarm business sector was onlyslper-
obtaining work but not actively seekingcent in 1998. Businesses were unable to
it edged down further in 1998 and wasraise prices sufficiently to recoup even
in the lowest range since the collectiorthis small increase in costs, however.
of these data began in 1970. With thd.abor gained a greater share of the
supply of labor so tight, businessesncome generated from production, and
reached further into the pool of individu-the profit share, though still high, fell
als who do not have a history of strongoack a little from its 1997 peak.
attachment to the labor force; persons
attempting to move from welfare to
work were among the beneficiaries.
Workers have realized large increase$he broader measures of aggregate price
in real wages and real hourly compensachange showed inflation continuing
tion over the past couple of years. Thdo slow in 1998. The consumer price
increases have come partly througlindex moved up ¥ percent over the
faster gains in nominal pay than in thefour quarters of the year after having
mid-1990s but also though reductions irincreased nearly 2 percent in 1997. A
the rate of price increase, which havesteep decline in energy prices in the CPI
been enhancing the real purchasinghore than offset a small acceleration

Prices
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Change in Consumer Prices 1¥4 percent over the preceding year. The

Percent, Q4to Q4 rise in the chain-type price index for

gross domestic product of slightly less

than 1 percent was about one-half the

6 1997 increase of% percent.

Developments in the external sector

4 helped bring about the favorable in-

flation outcome of 1998. Consumers

2 benefited directly from lower prices of

finished goods purchased from abroad.

Lower prices for imports probably

1990 1992 1994 1996 1998 also held down the prices charged by
Note. Consumer price index for all urban consumers.domestic producers, not onIy because
Based on data from the Department of Labor. businesses were concerned about Iosing
] ] market share to foreign competitors but
in the prices of other goods and sergjso because declines in commodity

vices. Only part of the deceleration inprices in sluggish world markets helped
the total CPI was attributable to tECh'reduce domestic production costs to

nical changes in data collection andsome degree.

aggregatiort. ) In manufacturing, one of the sectors
Measures of aggregate price changgost heavily affected by the softness in
from the national income and productgemand from abroad, the rate of plant
accounts, which draw heavily on datacapacity utilization fell noticeably over
from the CPI but also use data frornthe year—even as the unemp|oyment
other sources, showed a somewhat mokgte continued to decline. The diver-
pronounced deceleration of prices igence of these two key measures of
1998. The chain-type price index forresource use—the capacity utilization
personal consumption expenditures, theate and the unemployment rate—is
measure of consumer prices in thgnusual: They typically exhibit similar
national accounts, ros¥ percent after patterns of change over the course of the
increasing ¥ percent in 1997. The pysiness cycle. Because the unemploy-
chain-type price index for gross domesment rate applies to the entire economy,
tic purchases—the broadest measure @f presumably should be a better indi-
prices paid by U.S. households, busicator of the degree of pressure on
nesses, and governments—increasggsources in general. In 1998, however,
less than¥z percent after moving up sjack in the goods-producing sector—
a reflection of the sizable additions
1. Since the end of 1994, the Bureau of LabofO Capacity in this country and excess
Statistics has taken a number of steps to make thgapacity abroad—seemingly enforced a
consumer price index a more accurate price megjiscipline of competitive price and cost

sure. The agency also introduced new weights int
the CPI at the start of 1998. In total, these change%ontrol that affected the economy more

probably reduced the 1998 rise in the CPI bydenerally.

slightly less thar¥z percentage point, relative o Prices in 1998 tended to be weakest
the increase that would have been reported usingn the sectors most closely linked to the
the methodologies and weights in existence at thayternal economy. The price of oil fell

end of 1994. Without the changes that took effec
in 1998, the deceleration in the CPI in 1998 WouldbImOSt 40 percent from December 1997

probably have been about half as large as watP December 1'998- Th!S drop triggered
reported. steep declines in the prices of petroleum
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products purchased directly by houseAlternative Measures of Price Change
holds. The retail price of motor fuel fell percent

about 15 percent over the four quarters _ ]

of the year, and the price of home heat- Price measure 199y 1998
ing fuel also plunged. With the prices OfFixed-weight

natural gas and electricity also falling,consumer price index.............. 1.9 15
the CPI for energy was down about Excluding food and energy........ 2.2 2.4

9 percent over the year after havingchain-type
slipped 1 percent in 1997. Gross domestis purchases 1 13 3
Large declines in the prices of inter-Personal consumption expenditures|... 1.5 7
nationally traded commodities other Excluding food and energy........ 1.6 1.2
than oil pulled down the prices of many Note. Changes are based on quarterly averages and
domestically produced primary inputs_are measured to the fourth quarter of the year indicated
The producer price index for crude ma_from the fourth quarter of the previous year.
terials other than energy, which reflects
the prices charged by domestic produceonsumption expenditures excluding
ers of these goods, fell more than 10 perfood and energy—the core PCE price
cent over the year. However, becaussdex—decelerated a bit further, rising
these non-oil commodities account for at roughly half the pace of the core CPI.
small share of total production costs, theMethodological differences between the
effect of their decline on inflation wastwo measures are numerous; some of
much less visible further down the chairthe technical problems that have plagued
of production. Intermediate materialsthe CPI are less pronounced in the
prices excluding food and energy fellPCE price measure, but the latter also
about ¥2 percent over the four quartersdepends partly on imputations of prices
of the year, and the prices of finishedor which observations are not available.
goods excluding food and energy ros&oth measures, however, seem to sug-
about %2 percent. The latter index wasgest that the underlying trend of con-
boosted in part by an unusually largesumer price inflation remained low. A
hike in tobacco prices that followed thesimilar message came from surveys of
settlement in the fall of states’ litigation consumers, which showed expectations
against tobacco companies. In the foodf future price increases easing a bit
sector as well, the effects of declin-further in 1998—although, as in other
ing commodity prices became less visrecent years, the expected increases
ible further down the production chain;remained somewhat higher than actual
the PPI for finished foods was aboutincreases.
unchanged, on net, over the year, and

rice increases at the retail level, though . .
gmall, were somewhat larger than tho%g's' Financial Markets
of the preceding year. U.S. interest rates fluctuated in fairly

Consumer prices excluding thosenarrow ranges over the first half of 1998,
for food and energy continued to riseand most equity price indexes posted
in 1998, but not very rapidly. The CPI substantial gains. However, after the
measure of these prices—the core CPIl-financial crisis in Russia in August and
increased about?2 percent from the subsequent difficulties in other emerging
final quarter of 1997 to the final quartermarket economies, investors appeared
of 1998, a shade more than in 1997to reassess the risks and uncertainties
The chain-type price index for personafacing the U.S. economy and concluded
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that more cautious postures were irStates and may also have boosted the
order. That sentiment was reinforced bydemand for safe Treasury securities rela-
the prospect of an unwinding of posi-tive to other instruments.

tions by some highly leveraged inves- Treasury rates changed little, on net,
tors. The resulting shift toward safe,in the early summer, but they slipped
liquid investments led to a substantialower in August, reflecting increased
widening of risk spreads on debt instruconcern about the Japanese economy
ments and to volatile changes in thend financial problems in Russia. The
prices of many assets. Financial markedefault by Russia on some government
volatility and many risk spreads returneddebt obligations and the devaluation
to more normal levels later in the yearof the ruble in mid-August not only
as lower interest rates and robust ecaesulted in sizable losses for some inves-
nomic data seemed to reassure marké&drs but also undermined confidence in
participants that the economy wouldother emerging market economies. The
remain sound, even in the face of addieurrencies of many of these economies
tional adverse shocks from abroadcame under substantial pressure, and the
However, lenders remained more caumarket value of the international debt
tious than they had been in the first parbbligations of some countries declined
of the year, especially in the case ofharply. U.S. investors shared in the
riskier credits. resulting losses, and U.S. economic
growth and the profits of U.S. compa-
nies were perceived to be vulnerable. In
these circumstances, many investors,
Over the first half of 1998, short-termboth here and abroad, appeared to reas-
Treasury rates moved in a narrow rangesess the riskiness of various counterpar-
anchored by unchanged monetary potlties and investments and to become less
icy, while yields on intermediate- andwilling to bear risk. The resulting shift
long-term Treasury securities varied inof demand toward safety and liquidity
response to the market's shifting asses$ed to declines of 40 to 75 basis points
ment of the likely impact of foreign

economic difficulties on the U.S. econ-gpreads of Corporate Bond Yields

omy. In late 1997 and into 1998, Spreadover Treasury Security Yields

Interest Rates

ing financial crises in Asia were associ- Percentage points
ated with declines in U.S. interest rates

as investors anticipated that weaknes High-yield

abroad would constrain U.S. economic 6
growth and cushion the impact of tight

U.S. labor markets on inflation. How- 4
ever, interest rates moved back up late BBB

in the first quarter of 1998, as the U.S. 2
economy continued to expand at & e

healthy pace, fueled by hefty gains in= | | [ ™ |
domestic demand. After a couple of 3 F M A M J J A S OND
months of small changes, Treasury rates 1998

fell in May and June, when CONCErNS Note. The data are daily. The spread of high-yield
about foreign economies, particu|ar|y inbonds compares the yield on the Merrill Lynch Master I
Asia, once again led some observers (Y, e o T e

expect weaker growth in the Unitedindexes with that on a ten-year Treasury.
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in Treasury coupon yields between midmaturity, and the yields on these more
August and mid-September. In contrastactively traded “on-the-run” securities
yields on higher-quality private securi-fell noticeably relative to those available
ties fell much less, and those on issuesn “off-the-run” issues, the ones that
of lower-rated firms increased sharplyhad been outstanding longer.
As a result, spreads of private rates over Conditions in U.S. financial markets
Treasury rates rose substantially, reactdeteriorated further following revela-
ing levels not seen for many yearstions in mid-September of the magni-
and the issuance of corporate securitieside of the positions and the extent of
dropped sharply. the losses of a major hedge fund, Long-
Investors’ desire to limit risk-taking Term Capital Management. LTCM indi-
as markets became troubled in the lateated that it sought high rates of return
summer showed up clearly in mutualmostly by identifying small discrepan-
fund flows. High-yield bond funds, cies in the prices of different instru-
which had posted net inflows of morements relative to historical nhorms and
than $1 billion each month from May then taking highly leveraged positions
through July, saw a $3.4 billion out-in those instruments in the expectation
flow in August and inflows of less thanthat market prices would revert to such
$400 million in September and Octobemorms over time. In pursuing its strat-
before rebounding sharply in Novemberegy, LTCM took very large positions,
By contrast, inflows to government bondsome of which were in relatively small
funds jumped from less than $1 billionand illiquid markets.
in July to more than $2 billion a month LTCM was quite successful between
in August and September. Equity mutuall995 and 1997, but the shocks hitting
funds posted net outflows totaling nearlyworld financial markets in August of
$12 billion in August, the first monthly 1998 generated substantial losses for the
outflow since 1990, and inflows over thefirm. Losses mounted in September, and
rest of the year were well below thosebefore new investors could be found, the
earlier in the year. firm encountered difficulties meeting
In part, the foreign difficulties were liquidity demands arising from its col-
transmitted to U.S. markets by lossesateral agreements with its creditors
incurred by leveraged investors—and counterparties. With world financial
including banks, brokerage houses, antharkets already suffering from height-
hedge funds—as the prospects for disened risk aversion and illiquidity, offi-
tress sales of riskier assets by suchials of the Federal Reserve Bank of
investors weighed on market sentimentNew York judged that the precipitous
depressing prices. Many of these entitieanwinding of LTCM’'s portfolio that
did reduce the scale of their operationsvould follow the firm’'s default would
and trim their risk exposures, respondeompound market difficulties by distort-
ing to pressures from more cautiousng market prices and imposing poten-
counterparties. As a result, liquidity intially large losses, not just on LTCM’s
many markets declined sharply, withcreditors and counterparties but also on
bid-asked spreads widening and largether market participants not directly
transactions becoming more difficultinvolved with LTCM.
to complete. Even in the market for In an effort to avoid these difficulties,
Treasury securities, investors showethe Federal Reserve Bank of New York
an increased preference for the liquiditycontacted the major creditors and coun-
offered by the most recent issues at eaderparties of LTCM to see if an alterna-
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tive to forcing LTCM into bankruptcy the potential for future increases in
could be found. At the same time,exposures from changes in market val-
Reserve Bank officials informed someues. This shortcoming was especially
of their colleagues at the Federaimportant in dealings with a firm like
Reserve Board, the Treasury, and othdfTCM, which had such large positions
financial regulators of their activities.in illiquid markets that its liquidation
Subsequent discussions among LTCM'svould likely have moved prices sharply
creditors and counterparties led to amgainst its creditors. In such cases, credi-
agreement by the private-sector partie®rs need to take further steps to limit
to provide an additional $3 billion of their potential future exposures, which
capital to LTCM in return for a 90 per- might include requiring additional col-
cent equity stake in the firm. lateral or simply scaling back their activ-
Because of the potential for firmsity with such firms.
such as LTCM to have a large influence The private-sector agreement to
on U.S. financial markets, Treasuryrecapitalize LTCM allowed its positions
Secretary Robert Rubin asked thedo be reduced in an orderly manner over
President’s Working Group on Financialtime, rather than in an abrupt fire sale.
Markets to study the economic and regNonetheless, the actual and anticipated
ulatory implications of the operationsunwinding of LTCM’s portfolio, as well
of firms like LTCM and their relation- as actual and anticipated sales by other
ships with their creditors. In addition, similarly placed leveraged investors,
the extraordinary degree of leverage thdtkely contributed materially to the tre-
LTCM was able to amass led the federainendous volatility of financial markets
agencies responsible for the prudentiah early October. Market expectations of
oversight of the fund’'s creditors andasset price volatility going forward, as
counterparties to undertake reviews ofeflected in options prices, rose sharply,
the practices those firms employed iras bid-asked spreads and the premium
managing their risks. These reviewdor on-the-run securities widened. Long-
suggested significant weaknesses in thterm Treasury yields briefly dipped to
risk-management practices of manyheir lowest levels in more than thirty
firms in their dealings with LTCM years, in part because of large demand
and—albeit to a lesser degree—in their
dealings with other highly leveraged
entities. Few counterparties seem t
have had a complete understanding of
LTCM's risk profile, and their credit ;5
decisions were heavily influenced by the_ S&P 500
firm’s reputation and strong past perfor-
mance. Moreover, LTCM’s counterpar-* —
ties did not impose sufficiently tight lim- 10
its on their exposures to LTCM, in part ¢
because they relied on collateral agreey _
ments requiring frequent marking to
market to limit the risk of their expo- !~ <— Long-term Treasury bond
sures. Although these agreementsgener- . = v » v 3 J A S o N b
ally provided for collateral with a value 1998
sufficient to (?OVGI’ current credit eXp(?' Note. The data are daily. Implied volatilities are cal-
sures, they did not deal adequately withulated from options prices.
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shifts resulting from concerns aboutcorporate profits, a weakening economic
the safety and liquidity of private andoutlook for Europe, and renewed con-
emerging market securities. Spreads aferns about the situation in Brazil. In
rates on corporate bonds over thosaddition, with risk a greater-than-usual
on comparable Treasury securities roseoncern, some market participants were
considerably, and issuance of corporatikely less willing to hold lower-rated
bonds, especially by lower-rated firmssecurities over year-end, when they
remained very low. would have to be reported in annual
By mid-October, however, marketfinancial statements. As a result, liquid-
conditions had stopped deterioratingity in some markets appeared to be cur-
and they began to improve somewhat irtailed, and price movements were exag-
the days and weeks following the cut ingerated. These effects were particularly
the federal funds rate on October 15noticeable in the commercial paper
between Federal Open Market Commitmarket: The spread between rates on
tee meetings. Internationally coordi-top-tier and lower-tier thirty-day paper
nated efforts to help Brazil cope with itsjumped almost 40 basis points on
financial difficulties, culminating in the December 2, when that maturity crossed
announcement of an IMF-led supportyear-end, and then reversed the rise late
package in mid-November, contributedn the month.
to the easing of market strains. In the
Treasury market, bid-asked spreads nar-
rowed a bit and the premium for on-the-Equity Prices
run issues declined. With the earlier
flight to quality and liquidity unwinding, Most equity indexes rose strongly, on
Treasury rates backed up considerablyalance, in 1998, with the Nasdaq Com-
Corporate bond spreads reversed a pabsite Index up nearly 40 percent, the
of their earlier rise, and investment-S&P 500 Composite Index rising more
grade bond issuance rebounded sharplthan 25 percent, and the Dow Jones
In the high-yield bond market, investorsindustrial Average and the NYSE
appeared to be more hesitant, especiallgomposite Index advancing more than
in regard to all but the best-known issu-15 percent. Small capitalization stocks
ers, and the volume of junk bondunderperformed the stocks of larger
issuance picked up less. In the commeffirms, with the Russell 2000 Index off
cial paper market, yields on higher-3 percent over the year. The variation in
quality paper declined; vyields onstock prices over the course of the year
lower-quality paper remained elevatedwas extremely wide. Prices increased
however, and some lower-tier firms re-substantially over the first few months,
portedly drew on their bank lines foras concerns eased that Asian economic
funding, giving a further boost to bankproblems could lead to a slowdown in
business lending, which had begun tdhe United States and to a consequent
pick up during the summer. decline in profits. The major indexes
Market conditions improved a bit declined, on balance, over the following
further immediately after the Federalcouple of months before rising sharply,
Reserve’s November rate cut, but som& some cases to new records, in late
measures of market stress rose again ilune and early July, on increasing con-
late November and in December. Thdidence about the outlook for earnings.
deterioration reflected in part wide-The main exception was the Russell
spread warnings of lower-than-expecte@000; small capitalization stocks fell
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Major Stock Price Indexes of earnings over the coming twelve
Index, January 2, 1998 = 100 months to prices in the S&P 500 fell
back, ending the year below its level
at the end of 1997. The decline in this
130 measure likely reflected in part lower
real long-term bond yields. For example,
110 as measured by the difference between
the ten-year nominal Treasury yield and
o Inflation expectations reported in the
Russell 200 Philadelphia Federal Reserve Bank’s
S&P 500 ;
T TR A survey of professional forecasters, real
1997 1998 yields fell appreciably between late
1997 and late 1998. (The yield on
ten-year inflation-indexed Treasury
more substantially in the spring, andsecurities actually rose somewhat over
their rise in July was relatively muted. 1998. However, the increase may have
Rising concerns about the outlook forreflected the securities’ lack of liquidity
Japan and other Asian economies, asnd the substantial rise in the premium
well as the deepening financial prob-investors were willing to pay for liquid-
lems in Russia, caused stock prices tdy.) From mid-1998 on, the real interest
retrace their July gains by early Augustrate declined somewhat more than the
After Russia devalued the ruble andorward earnings yield on stocks, and
defaulted on some debts in mid-Augustthe spread between the two conse-
prices fell further, reflecting the generalquently increased a bit, perhaps reflect-
turbulence in global financial markets.ing the greater sense of risk in finan-
By the end of the month, most equitycial markets. Nonetheless, the spread
indexes had dropped back to roughlyemained quite small relative to histori-
their levels at the start of the year. Com<€al norms: Investors may have been
mercial bank and investment bank
stocks fell particularly sharply, as inves-— _ . : R
tors beca{me_co.ncerned gibout the eﬁe gg:t;l/n\t/ggsttlggtznd Long-Term
on these institutions’ profits of emerging Percent
market difficulties and of substantial
declines in the values of some asset:

NotE. The data are daily.

Equity prices rose for a time in Septem- S&P 500 earnings—price ratio 16
ber but then fell back by early Octobe 1
before rebounding as market disloca
tions eased and interest rates on mar 8
private obligations fell. By December,
most major indexes were back near theij 4

Ten-year real interest rat

July highs, although the Russell 200C
remained below its earlier peak. S
The increase in equity prices in 1998,190 1983 1986 1989 1992 1995 1998

; H i Norte. The data are monthly. The earnings—price ratio
coupled with the SIOWIng of eammgsis based on the I/B/E/S International, Inc., consensus
growth, left many valuation measureSstimate of earnings over the coming twelve months. The
beyond their historical ranges. Afterreal interest rate is the yield on the ten-year Treasury note
P . . less the ten-year inflation expectations from the Federal
tICklng hlgher in late summer and earIyReserve Bank of Philadelphia Survey of Professional

autumn, the ratio of consensus estimat@srecasters.
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anticipating rapid long-term earningssubstantially expanded their lending
growth—consistent with the expecta-to financial firms through repurchase
tions of securities analysts—and theyagreements and loans to purchase and
may still have been satisfied with acarry securities. As a result, the growth
lower risk premium for holding stocks of total bank credit, adjusted to remove
than they have demanded historically. the effects of mark-to-market account-
ing rules, accelerated to ¥dpercent on

a fourth-quarter to fourth-quarter basis,
the largest annual increase in more than
a decade.

Debt and the
Monetary Aggregates

Debt and Depository Intermediation

From the fourth quarter of 1997 to theThe Monetary Aggregates
fourth quarter of 1998, the total debtThe broad monetary aggregates ex-
of the U.S. household, government, angpanded very rapidly in 1998. From the
nonfinancial business sectors increasddurth quarter of 1997 to the fourth
about 6 percent, in the top half of thequarter of 1998, M2 increased/8per-
3 percent to 7 percent range establishecent, placing it well above the upper
by the FOMC and considerably fastetbound of the 1 percent to 5 percent
than nominal GDP. Buoyed by strongrange established by the FOMC. How-
spending on durable goods, housinggver, as the Committee noted in Febru-
and business investment, as well as bgry 1998, this range was intended as
merger and acquisition activity that sub-a benchmark for money growth under
stituted debt for equity, nonfederal debttonditions of stable prices, real eco-
expanded about8 percent in 1998, nomic growth near trend, and historical
more than 2 percentage points fastevelocity relationships. Part of the excess
than in 1997. By contrast, federal debbf M2 above its range was the result of
declined ¥4 percent, following a rise of faster growth in nominal spending than
¥ percent over the preceding year. would likely be consistent with sus-
Credit market instruments on thetained price stability. In addition, the
books of depository institutions rose at avelocity of M2 (defined as the ratio of
somewhat faster pace than did the delstominal GDP to M2) fell 3 percent.
aggregate, posting a¥b percent rise Some of the decline resulted from the
in 1998, about one-quarter percentagdecrease in short-term market interest
point higher than in 1997. Growth inrates in 1998—as usual, rates on depos-
depository credit picked up in the sec4ts fell more slowly than market rates,
ond half of the year, as the turbulenceeducing the opportunity cost of holding
in financial markets apparently ledM2 (defined as the difference between
many firms to substitute bank loans forthe rate on Treasury bills and the aver-
funds raised in the markets. Banks alsage return on M2 assets).
added considerably to their holdings of However, the bulk of the decline
securities in the third and fourth quar-cannot be explained on the basis of
ters, in part reflecting the attractivethe historical relationship between the
spreads available on non-Treasury dehtelocity of M2 and this measure of its
instruments. opportunity cost. Three factors not cap-
Financial firms also appeared to turrtured in that relationship likely con-
to banks for funding when the financialtributed to the drop in velocity. First,
markets were volatile, and U.S. bank$ouseholds seem to have allocated an
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Growth of Money and Debt

Percent
Period M1 M2 M3 Domestic
nonfinancial debt
Annuaft
1988 ..t 4.2 5.6 6.4 9.1
1989 L .6 5.2 4.1 7.5
1990 ..o 4.2 4.2 1.9 6.7
1991 L 8.0 3.1 1.2 4.5
1992 L 14.3 1.8 .6 4.5
1993 L 10.6 1.3 1.0 4.9
1994 L 2.5 .6 1.7 4.9
1995 .. -1.6 3.9 6.1 5.4
1996 .o -4.5 4.6 6.8 5.3
1997 (o -1.2 5.8 8.8 4.9
1998 Lo 1.8 8.5 11.0 6.1
Quarterly (annual rate}
8l 3.2 7.6 10.3 5.8
2 . 1.0 75 10.1 6.0
P . -2.0 6.9 8.6 5.9
Ao . 5.0 11.0 13.3 6.3

Note. M1 consists of currency, travelers checks, Debt consists of the outstanding credit market debt of the
demand deposits, and other checkable deposits. M2 cok.S. government, state and local governments, house-
sists of M1 plus savings deposits (including money marholds and nonprofit organizations, nonfinancial busi-
ket deposit accounts), small-denomination time depositsjesses, and farms.
and balances in retail money market funds. M3 consists 1. From average for fourth quarter of preceding year to
of M2 plus large-denomination time deposits, balances iraverage for fourth quarter of year indicated.
institutional money market funds, RP liabilities (over- 2. From average for preceding quarter to average for
night and term), and Eurodollars (overnight and term)quarter indicated.

increased share of savings flows tsince 1981 and left the aggregate well
monetary assets rather than equities foabove the top end of its 2 percent to
lowing several years of outsized gains ir6 percent growth range. As with M2,
stock market wealth. Second, some evihowever, the FOMC established the M3
dence suggests that in the 1990s the

dem"?“f‘d for M2 assets has, become monGo Velocity and M2 Opportunity Cost
sensitive to longer-term interest rategaio scale Percentage points, ratio scale
and to the slope of the yield curve; the
decline in long-term Treasury yields in M2 velocity
1998, and the consequent fIatteniné'O B == _
of the yield curve, may thereby have, 4

increased the relative attractiveness of :\)"pzponun@
M2 assets. Finally, a critical source of;g — cost

the especially rapid M2 expansion in the
fourth quarter likely was an increased; 7
demand for safe, liquid assets as inves-
tors responded to the heightened finan- v v
cial market volatility. 1978 1983 1988 1993 1998
M3 expanded even faster than M2 in Nore. The data are quarterly. The velocity of M2 is
1998, posting an 11 percent rise on &he ratio of nominal gross domestic product to the stock
.. of M2. The opportunity cost of M2 is a two-quarter
fourth-quarter to fourth-quarter ba‘Sls'moving average of the three-month Treasury bill rate less
e weighted average return on assets included in M2.
Growth over the year was the fastesh

P NDWwhk
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range as a benchmark for growth undeshifted back to transactions accounts
conditions of stable prices, sustainablevhen needed, depositors’ access to their
output growth, and the historical behav{funds is not affected by these programs.
ior of velocity. The rapid growth of M3 However, banks benefit from the reduc-
in part simply reflected the rise in M2.tion in holdings of required reserves,
In addition, the non-M2 components ofwhich do not pay interest. Over 1998,
M3 increased 1% percent over the year, sweep programs for demand deposit
following an even larger advance inaccounts became more popular, contrib-
1997. The substantial rise in these comdting to a 44 percent decline in such
ponents in 1998 was partly the result obalances. By contrast, new sweep pro-
the funding of the robust growth in bankgrams for other checkable deposits,
credit with managed liabilities, many of which had driven double-digit declines
which are in M3. However, M3 growth in such deposits over the previous
was boosted to an even greater extent lijiree years, were less important in 1998,
flows into institution-only money funds, and, with nominal spending strong and
which have been expanding rapidlyinterest rates lower, other checkable
in recent years as such funds haveeposits were about unchanged on the
increased their share of the corporatgear.
cash management business. BecauseAs a result of the introduction of
investments in these money funds subretail sweep accounts, the average level
stitute for business holdings of short-of required reserve balances (balances
term assets that are not in M3, their risehat must be held at Reserve Banks to
has generated an increase in M3 growthmeet reserve requirements) has trended
In addition, institution-only funds pay lower over the past few years. The
rates that tend to lag movements in mardecline has been associated with an
ket rates; thus, their relative attractive{increase in banks’ required clearing bal-
ness was temporarily enhanced—andnces, which are balances that banks
their growth rate boosted—by declinesagree in advance to hold at their Federal
in short-term market interest rates late irReserve Bank to facilitate the clear-
1998. ing of their payments. Unlike required
M1 increased ¥ percent over the reserve balances, banks earn credits on
four quarters of 1998, its first annualtheir required clearing balances that can
increase since 1994. Currency expanddake applied to the use of Federal Reserve
at an &u percent pace, its largest risepriced services. Despite the increase
since 1994. The increase apparentlin required clearing balances, required
reflected continued strong foreign ship-operating balances, which are the sum
ments, though at a slower pace than iof required reserve balances and re-
1997, and a sharp acceleration in domesuired clearing balances, have declined
tic demand. Deposits in M1 declinedover the past few years and in late 1998
further in 1998, reflecting the continuedreached their lowest level in several
introduction of retail “sweep” pro- decades.
grams. Growth of M1 deposits has been The decline in required operating bal-
depressed for a number of years by thesences has generated concerns about a
programs, which shift—or “sweep”— possible increase in the volatility of the
balances from household transactiontederal funds rate. Because a bank’s
accounts, which are subject to reserveequired level of operating balances
requirements, into savings accountsmust be met only on average over a
which are not. Because the funds aréwo-week maintenance period, banks are
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free to allocate their reserve holdings In the latter part of 1998, however,
across the days of a maintenance periathe federal funds rate was more volatile.
in order to minimize their reserve costsThe increase may have been due partly
However, banks must also manage theto further reductions in required operat-
reserves in order to avoid overdraftsing balances resulting from new sweep
which the Federal Reserve discouragegsrograms, but other factors were prob-
through administrative measures andbly more important, at least for a time.
financial penalties. Thus, as requiredMarket participants were scrutinizing
operating balances decline toward théorrowing banks more closely, and in
minimum level needed to clear banks'some cases lenders pared or more tightly
transactions, banks are less and less aldeministered their counterparty credit
to respond to fluctuations in the federalimits, or shifted more of their place-
funds rate by lending funds when thements from term to overnight maturi-
rate is high and borrowing when the ratdies. The heightened attention to credit
is low. As a result, when required oper-quality also made banks less willing to
ating balances are low, the federal fundborrow at the discount window, out of
rate is likely to rise further than it other- concern that other market participants
wise would when demands for reservesnight detect their borrowing and inter-
are unexpectedly strong or suppliegpret it as a sign of financial weakness.
weak; conversely, the federal fundsAs a result, many banks that were net
rate is likely to fall more in the event takers of funds in short-term markets
of weaker-than-expected demand oattempted to lock in their funding earlier
stronger-than-expected supply. One wain the morning. On net, these forces
to ease this difficulty would be to payboosted the demand for reserves and
interest on required reserve balancegut upward pressure on the federal
which would reduce banks’ incentivesfunds rate early in the day. To buffer the
to expend resources on sweeps and otheffect of these changes on volatility in
efforts to minimize these balances. the federal funds market, the Federal
Despite the low level of required Reserve increased the supply of reserves
operating balances, the federal fundand, at times, responded to the level of
rate did not become noticeably morehe federal funds rate early in the day
volatile over the spring and summer ofwhen deciding on the need for market
1998. This result reflected in part moreoperations. Because demand had shifted
frequent overnight open market operato earlier in the day, however, the fed-
tions by the Federal Reserve to betteeral funds rate often fell appreciably
match the daily demand for and supplhjbelow its target level by the end of the
of reserves. Banks also likely improvedday.
the management of their accounts at the At its November meeting, the FOMC
Federal Reserve Banks. Moreover, largamended the Authorization for Domes-
banks apparently became more willingic Open Market Operations to extend
to borrow at the discount window. Thethe permitted maturity of System repur-
Federal Reserve’s decision to return tehase agreements from fifteen to sixty
lagged reserve accounting at the end afays. Over the remainder of 1998, the
July also likely contributed to reducedDomestic Trading Desk made use of
volatility in the federal funds market by this new authority on three occasions,
enhancing somewhat the ability of botharranging System repurchase agree-
banks and the Federal Reserve to forenents with maturities of thirty to forty-
cast reserve demand. five days to meet anticipated seasonal
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reserve demands over year-end. While At the beginning of 1998, many Asian
the Desk had in the past purchasedurrencies were declining or were under
inflation-indexed securities when roll-pressure. The Indonesian rupiah dropped
ing over holdings of maturing nominal sharply in January, amid widespread
securities, it undertook its first outrightrioting and talk of a coup, and fell again
open market purchase devoted solely t,m May and June, as the deepening
inflation-indexed Treasury securities inrecession prompted more social unrest
1998, thereby according those securitieand, ultimately, the ouster of President
the same status as other Treasury secuuharto. Some of the rupiah’s losses
ties in open market operations. were reversed in the second half of the
year, following the relatively orderly
transition of power to President Habibie.
Tighter Indonesian monetary policy,
Emerging Economies which pushed short-term interest rates
Developments in international finan-2> high as 70 percent by July, -con-
cial markets in 1998 continued to betrlbumd to the rupiah’s recovery. On
balance, between December 1997 and

dominated by the unfolding crises i'.1December 1998 the rupiah depreciated

emerging markets that had begun i :
Thailand in 1997. Financial market tur-r}n(l);ectgri?a?;? Ft)ﬁ éc.ﬁ?;ia SZETSQAZGK%?QZE

bulence spread to other emerging marv'von, which had declined sharply in

kets around the.globe,spn!mg qverfromlggz gained more than 20 percent
Korea, Indonesia, Malaysia, Singapore

the Philippines, and Hong Kong in Iatea\gainst the dollar over the course of
1997 and the first part of 1998 to Russi 1998. Policy reforms and stable political

in the summer, and to Latin Americaaenwronments helped boost these curren-

particularly Brazil, shortly thereafter.’ues' The currencies of the Philippines,

; - . Malaysia, Singapore, and Taiwan fluctu-
The Asian crisis contributed t0 a deePe4in 4 narrower range and ended the
ening recession in Japan, and as tg

ear proaressed. arowth in several othered” little changed against the dollar. In
year progres 9 . ! eptember, Malaysia imposed capital
major foreign industrial economies

slowed as well apd exchange controls, fixing the ring-
: git's exchange rate against the dollar.

: The Hong Kong dollar came under pres-
Exchange Velue o Seecieq ASn sure a times during the year, but it
Index, December 1996 = 100 P€J O the U.S. dollar remained intact,

although at the cost of interest rates that
were at times considerably elevated.
Short-term interest rates in Asian econo-

go Mies other than Indonesia declined in
1998, and as some stability returned to
Indonesian markets near the end of the

40 Year, short-term rates in that nation

began to retreat from their highs.

As the year progressed, the financial
L storm moved from Asia to Russia. At
1997 1998 first the Russian central bank was able

Norte. Dollars per unit of foreign currency. The data tO. de,fend the ruble‘s peg to the dollar
are monthly. with interest rate increases and sporadic

International Developments

Thai baht

Korean won

Indonesian rupia
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intervention. By midyear, however, thecan assets fell precipitously. The spreads
government’s failure to reach a newbetween yields on Latin American
assistance agreement with the Intern&Brady bonds and comparable U.S. Trea-
tional Monetary Fund, reported short-suries widened considerably (with in-
falls in tax revenues, and the disruptiorcreases ranging from 900 basis points
of rail travel by striking coal miners in Argentina to 1500 basis points in
protesting late wage payments broughBrazil), peaking in early September
to the fore the deep structural and politibefore retracing part of the rise. Latin
cal problems faced by Russia. In addiAmerican equity prices plunged 25 per-
tion, declining oil prices were lowering cent or more. Several currencies came
government revenues and worseningnder pressure despite sharp increases
the current account. As a result ofin short-term interest rates.
these difficulties, the ruble came under Anticipation of an IMF-led financial
renewed pressure, forcing Russian inteassistance package for Brazil helped
est rates sharply higher, and Russiaspur a partial recovery in Latin Ameri-
equity prices fell abruptly. A disburse-can asset markets in late September and
ment of $4.8 billion from the IMF in October. The details of the $41.5 bil-
July was quickly spent to keep the curdion loan package were announced in
rency near its level of 6.2 rubles perNovember. After the IMF approved the
dollar, but the lack of progress on fiscalpackage in early December, however,
reform put the next IMF tranche in Brazil's Congress rejected a part of
doubt. the government’s fiscal austerity plan,
On August 17, Russia announced aparking renewed financial turmoil. In
devaluation of the ruble and a morato-mid-December, $9.3 billion of the loan
rium on servicing official short-term package was disbursed, but continuing
debt. Subsequently, the ruble deprecipressure from investors seeking to take
ated more than 70 percent against thiinds out of Brazil put the long-term
dollar, the government imposed condiviability of the real's crawling exchange
tions on most of its foreign and domes+ate peg in doubt. Brazil's central bank
tic debt that implied substantial losseglefended the peg through the end of the
for creditors, and many Russian finanyear, drawing down a substantial portion
cial institutions became insolvent. Theof the $75 billion in foreign exchange
events in Russia precipitated a globateserves it had amassed as of April
increase in financial market turbulence19982
including a pullback of credit to highly The Mexican peso, which was also
leveraged investors and a widening ofveakened by the effects of falling oil
credit spreads in both emerging markeprices, depreciated 18 percent against
economies and many industrial counthe dollar over the year. The Colombian
tries. The turmoil did not abate until peso and the Ecuadorian sucre were
after the central banks of a number oflevalued, but Argentina’s currency
industrial countries eased policy in theboard arrangement survived.
fall. The fallout from the financial crises
Latin American financial markets that hit several Asian emerging market
were only moderately disrupted by theeconomies in late 1997 triggered a fur-
Asian and Russian problems duringher decline in output in the region in
the first half of 1998. The reaction to the
Russian default was swift and strong, 2. |n mid-January 1999, theal was devalued
however, and the prices of Latin Ameri-and soon after was allowed to float.
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early 1998. In the countries most heavilyannual rate during the latter part of the
affected—Thailand, Korea, Malaysia,year.

and Indonesia—output dropped at In Latin America, the pace of eco-
double-digit annual rates in the first halfnomic activity slowed only moderately
of the year, as credit disruptions, wide-n the first half of 1998, as the spillover
spread failures in the financial and corfrom the Asian financial turbulence was
porate sectors, and a resulting high ddimited. The Russian financial crisis in
gree of economic uncertainty depressedugust, in contrast, had a strong impact
activity severely. Output in Hong Kong on real activity in Latin America, par-
also dropped in early 1998, as interesticularly in Brazil and Argentina, where
rates rose sharply amid pressure on itgiterest rates moved sharply higher in
currency peg. Later in the year, withresponse to exchange rate pressures.
financial conditions in most of the AsianOutput in both countries is estimated
crisis countries stabilizing somewhatto have declined in the second half of
output started to bottom out. the year at annual rates of about 5 per-

The Asian crisis had a relatively mod-cent. Activity in Mexico and Venezuela
erate effect on China. Growth remainedvas also depressed by lower oil export
fairly strong throughout the year despiteevenues. Inflation rates in Latin Ameri-

a dramatic slowdown in the growth ofcan countries were little changed in
exports. A salutary effect of the crisis1998 and ranged from 1 percent in
may have been the encouragement thétrgentina and 3 percent in Brazil to
it seemed to give authorities in China to31 percent in Venezuela.

move ahead more quickly with various
financial sector reforms.

Inflation in the Asian developing
economies rose only moderately orThe dollar’'s value, measured on a trade-
average in 1998, as the inflationaryweighted basis against the currencies of
effects of currency depreciations in thea broad group of important U.S. trading
region were largely offset by the defla-partners, rose almost 7 percent during
tionary influence of very weak domesticthe first eight months of 1998 but then
activity. The current account balances of
the ASIaﬂ crisis countries swung m.toNominaI Dollar Exchange Rate Indexes
substantial surplus. These countries Index
experienced a significant improvement
in their competitive positions after the
substantial depreciations of their cur-
rencies in late 1997 and early 1998. Ir
addition, their imports fell sharply with
the falloff in domestic demand.

In Russia, economic activity declined
in 1998 as interest rates were pushe : _
up in an attempt to fend off pressure or Vel SIS
the ruble. After the August debt mora- \ \ | |
torium and ruble devaluation, output 1994 1995 1996 1997 1998
dropped sharply, ending the year down Nore. The data are monthly. Indexes are trade-
about 10 percent from its year-earliert e ancies (Varch 1673 = 100) and in
level. The ruble collapse triggered -

A . . i -~ “terms of a broad group of important U.S. trading partners
a surge in inflation to a triple-digit @anuary 1997 = 100).

Industrial Economies
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fell, returning by December to a levellar resumed its appreciation against the
about 2 percent above that of a yeayen, albeit at a slower pace, in July and
earlier. (When adjusted for changes irearly August.
U.S. and foreign consumer price levels, The turning point in the dollar—yen
the value of the dollar in Decemberrate came after the Russian collapse,
1998 was about 1 perce¢lowits level amid the global flight from risk that
in December 1997.) Before the Russiamaused liquidity to dry up in the markets
default, the dollar was supported by thdor many assets. During the first week
robust pace of U.S. economic activity,of October, the dollar dropped nearly
which at times generated expectationd4 percent against the yen in extremely
that monetary policy would be tight- illiquid trading conditions. Although
ened. Healthy U.S. growth also confundamental factors in Japan, such as
trasted with weakening economic ac{progress on bank reform, fiscal stimu-
tivity abroad, especially in Japan. Occalus, and the widening trade surplus may
sionally, however, the positive influencehave helped boost the yen against the
of the strong economy was counterediollar, market commentary at the time
by worries about growing U.S. externalfocused on reports that some interna-
deficits. From August through Octobertional investors were buying large
in the aftermath of the Russian financiabmounts of yen. These large purchases
meltdown, concerns that increased diffireportedly were needed to unwind posi-
culties in Latin America might affect tions in which investors had used yen
the U.S. economy disproportionately, asoans to finance a variety of specula-
well as expectations of lower U.S. inter-tive investments. On balance, the dollar
est rates, weighed on the dollar’s valuedepreciated almost 10 percent against
and it fell sharply. The broad index ofthe yen in 1998, reversing most of its
the dollar's exchange value eased a bitet gain over 1997.
further during the fourth quarter of the Japanese economic activity con-
yeatr. tracted in 1998, as the country remained
Against the currencies of the majorin its most protracted recession of the
foreign industrial countries, the dollarpostwar era. Business and residential
declined 2 percent in nominal terms oveinvestment plunged, and private con-
1998, on balance, reversing some of itsumption stagnated, more than offset-
10 percent appreciation over the preceding positive contributions from govern-
ing year. Among these currencies, the
dollqr’s value fluctuated most widely ;g Exchange Rate with Japan
against the Japanese yen. The dollar rose Yen per dollar
against the yen during the first half of
the year as a result of concerns about th
effects of the Asian crisis on the already- 140
weak Japanese economy and furthe
signs of deepening recession and pel
sistent banking system problems in tha
country. It reached a level of almost
147 yen per dollar in mid-June, prompt- 100
ing coordinated intervention by U.S. and
Japanese authorities in foreign exchang \ \ \ \
markets that helped to contain further 1994 1995 1996 1997 1998
downward pressure on the yen. The dol- Nore. The data are monthly.
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ment spending and net exports. Core Between December 1997 and Decem-
consumer prices declined slightly, whileber 1998, the average value of the dollar
wholesale prices fell almost¥4 per- changed little against the British pound
cent. In April, the Japanese governmenbut rose 8 percent against the Canadian
announced a large fiscal stimulus packdollar. Weakness in primary commaodity
age. During the final two months of theprices, including oil, likely depressed
year, the government announced anothé¢he value of the Canadian dollar. The
set of fiscal measures slated for impleBank of Canada raised official rates in
mentation during 1999, which includedJanuary 1998 and again in August, in
permanent personal and corporateesponse to currency market pressures.
income tax cuts, incentives for invest-The Bank of England raised official rates
ment, and further increases in publidn June 1998 to counter inflation pres-
expenditures. sures. Tighter monetary conditions in
Against the German mark, the dollarboth countries, as well as a decline in
depreciated about 6 percent, on net, overet exports associated with global diffi-
1998. Late in the year the dollar movedculties, contributed to a slowing of out-
up against the mark, as evidence of @ut growth in the second half of the
slowdown of European growth raisedyear. The deceleration was sharper in
expectations of easier monetary condithe United Kingdom than in Canada.
tions in Europe. In the event, monetaryU.K. inflation eased slightly to near its
policy was eased sooner than marketrget rate, while Canadian inflation
participants had expected, with a coordiremained near the bottom of its target
nated European interest rate cut comingange. In response to weaker economic
in early December. activity as well as to the expected effects
A major event at the turn of the yearof the global financial turmoil, both the
was the birth of the euro, which markedBank of Canada and the Bank of
the beginning of Stage Three of Euro-England lowered official interest rates in
pean Economic and Monetary Unionthe latter part of the year.
(EMU). On December 31, the rates lock- The general trend toward easier
ing the euro with the eleven legacymonetary conditions was reflected in
currencies were determined; based odeclines in short-term interest rates in
these rates, the value of the euro at thalmost all the G-10 countries during
moment of its creation was $1.16675. 1998. Interest rates in the euro area con-
In the eleven European countriesverged to relatively low German levels
whose currencies were fixed against tha anticipation of the launch of the third
euro, output growth slowed moderatelystage of EMU. Yields on ten-year gov-
over the course of 1998, as net exporternment bonds in the major foreign
weakened and business sentiment worsdustrial countries declined signifi-
ened. Unemployment rates came downantly over the course of the year, as
slightly, but on average these rategconomic activity slowed, inflation con-
remained in the double-digit range. Continued to moderate, and investors sought
sumer price inflation continued to slow,safer assets. Between December 1997
helped by lower oil prices. In December,and December 1998, ten-year interest
the harmonized CPI for the eleven counrates fell 180 basis points in the United
tries stood¥s percent above its year- Kingdom and 150 basis points in
earlier level, meeting the EuropeanGermany. The ten-year rate fell only
Central Bank’s primary objective of 30 basis points in Japan, on balance,
inflation below 2 percent. declining about 90 basis points over the
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first ten months of the year but backingU.S. and Foreign Interest Rates

up in November and December, at least Percent
in part because of market participants Three-month

concerns that the demand for bond German/euro-area interbank

would be insufficient to meet the surge
in debt issuance associated with th
latest fiscal stimulus package.

Share prices on European stock ex
changes again posted strong advanct
in 1998, with price indexes rising 8 per- | | \
cent in the United Kingdom, about S
15 percent in Germany, nearly 29 per: United States
cent in France, and 41 percent in Italy

8
In contrast, Japanese equity prices fe \‘
more than 9 percent over the year, an Gelmany
Canadian share prices declined 4 pei 4

U.S. large CD

Japanese CD

cent. After a considerable run-up earliel Japan
in the year, share prices around the glob | | | | | |
fell sharply in late summer, but they 1992 1994 1996 1998

subsequently rebounded as the Federakore. The data are monthly.
Reserve and several other central banks

eased monetary policy. System did not realize any gains or
' _ losses.
Foreign Exchange Operations On November 17, the FOMC voted

On June 17, the U.S. monetary authoridnanimously to reauthorize Federal

ties intervened in foreign exchange marXeserve participation in the North

kets, selling a total of $833 million American  Framework ~Agreement

for Japanese yen. The sales were spﬁ[\‘AFA.)' established in 1994, and in the
evenly between the Federal Reservgssomated bilateral reciprocal currency
System and the U.S. Treasury. No othe wap arrangements with the Bank of
foreign exchange intervention opera- anade;) an;j ;‘Ee ganktof Msﬁ]co.TOn
tions for the accounts of the System o ecem t?\r ! de ecre ?ryfoth eT rea-
the Treasury were conducted during théury, authorized renewarl of the frea-
year. Reported net sales of dollars byUrY'S Participation in the NAFA and of
major central banks were $29 billion int'€ associated Exchange Stabilization
1998, versus $10 billion in 1997. Agreement with MeX|co._Other bilateral
At the end of the year, the FederaSWap arrangements with the Federal

Reserve held the equivalent of $19,76gt¢Serve—those with the Bank for Inter-
million. valued at current exchange”at'onal Settlements, the Bank of Japan,

rates, in marks and yenWith the dol- and many European central banks—

lar's depreciation versus both currencied/¢'¢ allowed to lapse in light of their

in 1998, the cumulative gains on Systen’?”s'use over the past fifteen years "j.md in
foreign currency holdings increaseaIhe presence of ot_her weI_I-establlshed
$1.870 million. to $2.228 million arrangements for international mone-

Absent sales of foreign currencies, th ary cooperation. The swap arrangement

' etween the Treasury’s Exchange Stabi-

3. At the beginning of 1999, the System’s hold-lization Fund and the German Bundes-
ings of marks were converted to euros. bank was also allowed to lapse. .
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Monetary Policy Reports to the Congress

The reports in this chapter were sub-accompany inflationary instability, the
mitted to the Congress on February 24more long-term investment, innovation,
and July 21, 1998, pursuant to the Fulland enterprise are enhanced.
Employment and Balanced Growth Act The circumstances that prevailed
of 1978. through most of 1997 required that the
Federal Reserve remain especially atten-
tive to the risk of a pickup in inflation.
Report on February 24, 1998  Labor markets were already tight when
the year began, and nominal wages had
. started to rise faster than previously.
'I\Eﬂggﬁct)zrir:%(: Fg&',{?go?(nd the Persistent strength _in demanql over the
year led to economic growth in excess
The U.S. economy turned in anothewf the expansion of the economy’s
excellent performance in 1997. Growthpotential, intensifying the pressures on
was strong, the unemployment ratdabor supplies. In earlier business expan-
declined to its lowest level in nearly asions, such developments had usually
quarter-century, and inflation slowedproduced an adverse turn in the infla-
further. Impressive gains were alsdion trend that, more often than not,
made in other important respects: Thevas accompanied by a worsening of
federal budget moved toward balanceconomic performance on a variety of
much more quickly than almost anyondronts, culminating in recession.
had anticipated; capital investment, a Robust growth of spending early in
critical ingredient for long-run growth, the year heightened concerns among
rose sharply further; and labor producmembers of the Federal Open Market
tivity, the ultimate key to rising living Committee (FOMC) that growing
standards, displayed notable vigor. strains on productive resources might
Among the influences that havetouch off a faster rate of cost and price
brought about this favorable perfor-rise that could eventually undermine
mance are the sound fiscal and monetampe expansion. Financial market partici-
policies that have been pursued in recergants seemed to share these concerns:
years. Budgetary restraint at the federdhtermediate- and long-term interest
level has raised national saving, easingates began moving up in December
the competition for funds in our capital 1996, effectively anticipating Federal
markets and thereby encouraging great&eserve action. When the FOMC firmed
private investment. Monetary policy, forpolicy slightly at its March meeting by
its part, has sought to foster an environraising the intended federal funds rate
ment of subdued inflation and sustainfrom 5Ya2 percent to %2 percent, the
able growth. The experience of recenmarket response was small.
years has provided additional evidence The economy slowed a bit during the
that the less households and businesssscond and third quarters, and inflation
need to cope with a rising price level, ormoderated further. In addition, the
worry about the sharp fluctuations inprogress being made by the federal gov-
employment and production that usuallyernment in reducing the size of the defi-
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cit was becoming more apparent. As dhe problems they encountered gener-
consequence, by the end of Septembaeally resulted in severe downward pres-
longer-term interest rates félk percent- sures on the foreign exchange values of
age point from their peaks in mid-April, their currencies; in many cases, steep
leaving them abou¥s percentage point depreciations occurred despite substan-
below their levels at the end of 1996.tial upward movement of interest rates.
The decline in interest rates, along withAsset values in Asia, notably equity and
continued reports of brisk growth inreal estate prices, also declined apprecia-
corporate profits, sparked increases ibly in some instances, leading to losses
broad indexes of equity prices of 20 perby financial institutions that had either
cent to 35 percent between April andnvested in those assets or lent against
September. them; nonfinancial firms began to
Even with a more moderate pace ofencounter problems servicing their obli-
growth, labor markets continued togations. In many instances the debts of
tighten, generating concern among the@onfinancial and financial firms were
FOMC members over this period thatdenominated in dollars and unhedged.
rising costs might trigger a rise in infla- Concerted international efforts to bring
tion. Consequently, at its meetings fromeconomic and financial stability to the
May through November, the Committeeregion are under way, and some progress
adopted directives for the conduct ofhas been made, but it is evident that in
policy that assigned greater likelihoodseveral of the affected economies the
to the possibility of a tightening of pol- process of adjustment will be painful.
icy than to the possibility of an easingMeanwhile, economic activity in Japan
of policy. Even though the Committeestagnated, in part because of the devel-
kept the nominal federal funds rateopments elsewhere in East Asia, and the
unchanged, it saw the rise in the realveaknesses in the Japanese financial
funds rate resulting from declining infla- system became more apparent.
tion expectations, together with the The steep depreciations of many
increase in the exchange value of thésian currencies contributed to a sub-
dollar, as providing some measure oftantial further appreciation of the U.S.
additional restraint against the possibl@ollar. Measured against a broad set
emergence of greater inflation pressure®f currencies that includes those of
In the latter part of the year, develop-the advanced developing countries of
ments in other parts of the world begamsia, the exchange value of the dollar,
to alter the perceived risks attending thedjusted for relative consumer prices,
U.S. economic outlook. Foreign econ-has moved up about 8 percent since
omies generally had seemed to be o@ctober and has increased about 16 per-
a strengthening growth path when theent from its level at the end of 1996.
Federal Reserve presented its midyedrhe dollar has also appreciated, on bal-
monetary policy report to the Congressaince, against an index of currencies of
last July. But over the remainder of thethe G-10 (Group of Ten) industrial coun-
summer and during the autumn, severgries; this G-10 trade-weighted index of
financial strains surfaced in a number oflollar exchange rates is up about 13 per-
advanced developing countries in Asiagent in nominal terms since the end of
weakening somewhat the outlook for1996.
growth abroad and thus the prospects The difficulties in Asia contributed to
for U.S. exports. Although the circum-additional declines o¥4 to ¥ percent-
stances in individual countries variedage point in the yields on intermediate-
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and long-term Treasury securities imegative effects of the Asian problems
the United States between mid-autumiseen by market participants as mostly
and the end of the year. These decreasésiited to particular sectors, broad
were due in part to an internationalindexes of equity prices have risen
flight to the safe haven of dollar assetsappreciably, many to new highs.
but they also reflected expectations that
these difficulties would exert a moderat-
ing influence on the growth of aggregateE
demand and inflation in the UnitedThe outlook for 1998 is clouded with a
States. Equity prices were quite volatilegreater-than-usual degree of uncertainty.
but showed little trend in the fourth Part of that uncertainty is a reflection of
quarter. In light of the ongoing difficul- the financial and economic stresses that
ties in Asia and the possible effects orhave developed in Asia, the full conse-
the United States, the FOMC not onlyquences of which are difficult to judge.
left interest rates unchanged in DecemBut there are some other significant
ber, but shifted its instructions to thequestion marks as well, many of them
Manager of the System Open Markegrowing out of the surprising perfor-
Account to symmetry between ease anthance of the U.S. economy in 1997:
tightening in the near term. Growth was considerably stronger and
Some spillover from the problems ininflation considerably lower than Fed-
Asia has recently begun to appear ireral Reserve officials and most private
reports on business activity in the Unitecanalysts had anticipated.
States. Customers in the advanced Some of the key forces that gave rise
developing countries reportedly haveto this favorable performance can be
canceled some of the orders they haceadily identified. An ongoing capital
previously placed with U.S. firms, andspending boom, encouraged in part
companies more generally are expres®y declining prices of high-technology
ing concerns about the possibilities ofequipment, provided stimulus to aggre-
both reduced sales to Asia and morgate demand and at the same time cre-
intense price competition here as thated the additional capacity to help meet
result of the sharp changes in exchangtat demand. A further jump in labor
rates. Nonetheless, the available statigroductivity that was fueled partly by
tics suggest on balance that overalthe buildup of capital helped firms over-
growth of output and employment hascome the production and pricing chal-
remained brisk in the early part of 1998lenges posed by tight labor markets. A
Confronted with the marked crosscursurprisingly robust stock market bol-
rents described above—involving bothstered the finances of households and
upside and downside risks to the growtlenabled them to spend more freely. Fall-
of output and prospects for inflation—ing world oil prices reduced the prices
the FOMC earlier this month once agairof petroleum products and helped
chose to hold its federal funds ratehold down the prices of other energy-
objective unchanged. In credit marketsintensive goods. Finally, a rising dollar
interest rates have fallen further thismposed additional restraint on inflation,
year as the effects of the Asian turmoilas prices of imported goods fell appre-
seemed even more likely to restrain angiably. Circumstances as favorable as
tendencies toward unsustainable growtthose of 1997 are not likely to persist,
and greater inflation in the Unitedalthough several elements in the recent
States. With interest rates lower and thenix could help maintain, for some time,

conomic Projections for 1998
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a more favorable economic performanceveaknesses in Asian economies and by
than historical relationships wouldthe lagged effects of the appreciation
suggest. of the dollar since 1995. Moreover, with
In assessing the situation, the memthe rise in the dollar's value making
bers of the Board of Governors and themports less expensive, some U.S. busi-
Reserve Bank presidents, all of whormesses and consumers will likely switch
participate in the deliberations of thefrom domestic to foreign sources for
FOMC, think that the most likely out- some of their purchases. But the timing
come for 1998 will be one of moderateand magnitude of these developments
growth, low unemployment, and low are hard to predict.
inflation. Most of them have placed their In contrast to the slower growth that
point estimates of the rise in real grosseems to be in prospect for exports,
domestic product from the fourth quar-domestic spending seems likely to main-
ter of 1997 to the fourth quarter of 1998tain considerable strength in coming
in the range of 2 percent t&¥2 percent. quarters. Households as a group are
The civilian unemployment rate in thequite upbeat in their assessments of their
fourth quarter of 1998 is expected to bgpersonal finances—as might be expected
at about its recent level. For the mosin conjunction with expanding job
part, the forecasts have the total conepportunities, rising incomes, and huge
sumer price index for all urban con-gains in wealth. Recently, many house-
sumers rising between¥1 percent and holds have taken advantage of lower
2% percent this year. These predictiondong-term interest rates by refinancing
do not differ appreciably from those their home mortgages, and this will pro-
recently put forth by the Administration. vide a little additional wherewithal for
Although developments in Asia overspending. Moreover, the decline in mort-
the past few months have not yetgage rates is also bolstering housing
affected aggregate U.S. economic pereonstruction.
formance in a measurable way, these Business outlays for fixed investment
influences will likely become more vis- seem likely to advance at a relatively
ible in coming months. Growth of U.S. brisk pace in the coming year, although
exports is expected to be restrained bgains as large as those of the past couple

Economic Projections for 1998
Percent

Federal Reserve governors
and Reserve Bank presidents
Indicator Administration
Central
Range tendency
Change, fourth quarter
to fourth quarte#
Nominal GDP ...t . B3-5 Fa—bY> 4.0
RealGDP ... ...t . 31-3 2-2s 2.0
Consumer price iNdeX. ...............oo..n. . L-2Y> 1¥4—2Ya 2.2
Average level,
fourth quarter
Civilian unemploymentrate ............... 4>-5 about 4 5.0

1. Change from average for fourth quarter of 1997 to 2. Chain-weighted.
average for fourth quarter of 1998. 3. All urban consumers.
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of years may be difficult to match. Out-pay increases will eventually squeeze
lays for computers, which have domi-profit margins and place upward pres-
nated the investment surge of the pastures on prices, even with exceptional
few years, should climb substantiallyproductivity gains. The strains in labor
further as businesses press ahead witharkets therefore constitute an ongoing
new investment in the latest technolinflationary risk that will have to be
ogies, encouraged in part by ongoingnonitored closely.
price declines. With labor markets tight, In the near term, however, there are
firms continue to see capital investmenseveral factors that should lessen the
as the key in efforts to increase effi-risk of a step-up in inflation. Manu-
ciency and maintain competitivenessfacturing capacity remains ample, and
Internally generated funds remain adebottlenecks are not hampering produc-
quate to cover the bulk of businessestion. The recent appreciation of the dol-
investment outlays, and those firms turnkar should damp inflation both because
ing to the debt and equity markets areof falling import prices and because the
most often finding financing generouslyadded competition from imports may
available on good terms. Inventoryinduce domestic producers to hold down
growth will likely put less pressure on prices. Oil prices have weakened con-
business cash flow this year; after addsiderably since the latter part of 1997 in
ing to stocks at a substantial clip inresponse to abundant supplies, the soft-
1997, businesses seem likely to scalening of demand in Asia, and a mild
back such investment somewhat, espavinter. Ample supplies and the prospect
cially as they perceive a moderation inof softer global demand have been
sales increases. depressing the prices of many other
The Federal Reserve policymakerscommodities, both in agriculture and in
forecasts of the average unemploymerihdustry. Perhaps most important, as the
rate in the fourth quarter of 1998 arelow level of inflation that has prevailed
mostly around # percent. The persis- in recent years gets built into wage
tence for another year of this degree ohgreements, other contracts, and indi-
tightness in the labor market means thatiduals’ inflation expectations, it will
firms will likely continue to face diffi- provide an inertial force helping sustain
culties in finding workers and that hiringthe favorable price performance for a
and retaining workers could becomeime.
more costly. Indeed, there are indica- Although many of the factors cur-
tions that wage inflation picked up fur-rently placing restraint on inflation are
ther at the end of last year. Improve-not necessarily long lasting, the Com-
ments in labor productivity have becomenmittee judged that their effect in 1998
more sizable in the past couple of yearsyould about offset the pressures from
and if such gains can be extended, wagight labor markets. Consequently, the
increases of the magnitude of those oBoard members and Reserve Bank
1997 need not translate into greater pricpresidents anticipate that the rate of
inflation. The more rapid growth in pro- price inflation will change little this
ductivity is consistent with the high year. Again in 1998, the FOMC will be
level of capital investment in recentmonitoring a variety of price measures
years, but the extent to which the trendn addition to the CPI for indications of
in productivity has picked up is still changes in inflation and will be assess-
uncertain. Furthermore, if momentum ining movements in the CPI in the context
nominal wages continues to build, theof ongoing technical improvements by
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the Bureau of Labor Statistics that arelhat drift probably reflected some con-
likely to damp the reported 1998 rise intinued, albeit more moderate, redirec-
that index. tion of savings into bond and equity
markets, especially through the purchase
of mutual funds. However, last year the
Money and Debt Ranges for 1998 drift abated. There was little change, on
In establishing the ranges for growth ofbalance, in the opportunity cost of hold-
broad measures of money over 1998, thimg M2, and M2 velocity also was about
Committee recognized the considerablenchanged, as M2 grew¥5 percent,
uncertainty that still exists about thenearly the same as nominal GDP. Never-
behavior of the velocities of these aggretheless, the upward drift could resume in
gates. The velocity of M3 (the ratio of the years ahead as financial innovations
nominal GDP to the monetary aggre-or perceptions of attractive returns lead
gate) in particular has proved difficulthouseholds to further shift their savings
to predict. Last year, the growth of thisaway from M2 balances. Or velocity
aggregate relative to spending wasnight be pushed downward if volatility
affected by the rapid increase in deposier setbacks in bond and stock mar-
tory credit and by the way in which thatkets were to lead investors to seek the
increase was funded, as well as by theafety of M2 assets, which have stable
changing cash management practices @frincipal.
corporations, which have been using the In light of the uncertainties about the
services of institution-only money fundsbehavior of velocities, the Committee
in M3. These factors boosted M3 growthfollowed its practice of recent years and
last year to 81 percent, 3 percentageestablished the ranges for 1998 not as
points faster than nominal GDP—anexpectations for actual money growth,
unusually large decline in M3 velocity. but rather as benchmarks for M2 and
Going forward, it seems likely that M3 M3 behavior that would be consistent
growth will continue to be buoyed by with sustained price stability, assuming
robust credit growth at depositories andrelocity change in line with pre-1990
continuing shifts in cash managementhistorical experience. Thus, the ranges
Thus, its velocity is likely to decline for fourth-quarter to fourth-quarter
further, though the amount of decline isgrowth are unchanged from those in
difficult to predict. 1997: 1 percent to 5 percent for M2, and
The relationship of M2 to spending in 2 percent to 6 percent for M3. Given the
recent years has come back more intoentral tendency of the Committee’s
line with historical patterns in which the forecast for growth of nominal GDP of
velocity of M2 tended to be fairly con-
stant, except for the effects of the changranges for Growth of Monetary
ing opportunity cost of M2—the spreadand Debt Aggregates
between vyields that savers could earpgcent
holding short-term market instruments
and those that they could earn holding Aggregate 1996 1997 1998
M2. In the early 1990s, M2 velocity
departed from this pattern, rising sub-mg ---------
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3%4 percent to #- percent, M2 is likely credit, and, from April onward, declin-
to be in the range, perhaps in the uppéang intermediate- and long-term interest
half, if short-term interest rates do notrates. In the aggregate, private domestic
change much and velocity continuespending on consumption and invest-
recent patterns. For M3, however, a conment rose nearly 5 percent on an
tinuation of recent velocity behavior inflation-adjusted basis. The strength of
could imply growth around the upperspending, along with a further sizable
end of, if not above, the price-stability appreciation of the foreign exchange
range. value of the U.S. dollar, brought a surge
Debt of the nonfinancial sectors grewof imports, the largest in many years.
434 percent in 1997, near the middle ofExport growth, while lagging that of
the range of 3 percent to 7 percent estabmports, also was substantial despite the
lished by the Committee last Februaryappreciation of the dollar and the emer-
As with the monetary aggregates, thegence after midyear of severe financial
Committee has left the range for debdifficulties in several foreign economies,
unchanged for 1998. The range it haparticularly among the advanced devel-
chosen encompasses the likely growtbping countries in Asia.
of debt given Committee members’ Meanwhile, inflation slowed from the
forecasts of nominal GDP. Except foralready reduced rates of the previous
the 1980s, the growth of debt has tendetew years. Although wages and total
to be reasonably in line with the growthhourly compensation accelerated in a
of nominal GDP. tight labor market, the inflationary
Although the ranges for money andimpulse from that source was more than
debt are not set as targets for monetargffset by other factors, including rising
policy in 1998, the behavior of thesecompetition from imports, the price
variables, interpreted carefully, can atestraint from increased manufacturing
times provide useful information aboutcapacity, and a sizable gain in labor
the economy and the workings of theproductivity.
financial markets. The Committee will
continue to monitor the movements of
money and debt—along with a wideThe Household Sector
variety of other financial and eco-
nomic indicators—to inform its policy
deliberations.

Consumption Spending, Income,
and Saving

Bolstered by increases in income and
wealth, personal consumption expendi-
. tures rose substantially during 1997—
[E)g;/lglggr&ents in 1997 and a}bout F4 percent, ac_cording to the ini-
tial estimate. Expenditures strengthened
The past year has been an exceptionallpr a wide variety of durable goods.
good one for the U.S. economy. InitialReal outlays on home computers con-
estimates indicate that real GDPtinued to soar, rising even faster than
increased nearly 4 percent over the fouthey did over the previous few years.
quarters of 1997. Household and busStrength also was reported in purchases
iness expenditures continued to risef furniture and home appliances—
rapidly, owing in part to supportive products that tend to do well when home
financial conditions, including a strongsales are strong. Consumer expenditures
stock market, ample availability of on motor vehicles rose moderately, on

Economic and Financial
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net, more than reversing the smalfor the construction of multifamily units
declines of the previous two years. Reatontinued to recover from the extreme
expenditures on services increased moilews that were reached earlier in the
than 4 percent in 1997, the largest gainlecade. Real outlays for home improve-
of recent years. Personal service categoaents and brokers’ commissions, cate-
ries such as recreation, transportatiorgories that have a combined weight of
and education recorded large increasemore than 35 percent in total residential
Consumers also boosted their outlaygvestment, moved up substantially from
for business services, including outlayshe final quarter of 1996 to the final
related to financial transactions. quarter of 1997. Spending on mobile
Real disposable personal income—homes, a small part of the total, also
after-tax  income  adjusted foradvanced.
inflation—is estimated to have increased The indicators of single-family hous-
about 34 percent during 1997, a gaining activity were almost uniformly
that was exceeded on only one occasiostrong during the year. Sales of houses
in the previous decade. Income wasurged, driven by declines in mortgage
boosted this past year by sizable gains imterest rates and the increasingly
wages and salaries and by another yeéavorable economic circumstances of
of large increases in dividends. households. Annual sales of new single-
Measured in terms of annual averfamily houses were up about/s per-
ages, the personal saving rate fell furthecent from the number sold in the pre-
in 1997, according to current estimatesceding year, and sales of existing homes
The 1997 average of 3.8 percent wasnoved up about 3 percent. House prices
about ¥2 percentage point below themoved up more quickly than prices
1996 average and roughly a full perin general. Responding to the strong
centage point below the 1995 averagedemand, starts of new single-family
It also was the lowest annual readingunits remained at a high level, only a
in several decades. Various surveys dbuch below that of 1996; the annual
households show consumers to havitals for single-family units have now
become increasingly optimistic aboutexceeded 1 million units for six con-
prospects for the economy, and this rissecutive years, putting the current
ing degree of optimism may have ledexpansion in single-family housing con-
them to spend more freely from currentstruction nearly on a par with that of
income. Support for additional spendinghe 1980s in terms of longevity and
came from the further rise in the stockstrength. In January of this year, starts of
market, as the capital gains accruing tand permits for single-family units were
households increased the chances dbth quite strong.
their meeting longer-run net worth Starts of multifamily units increased
objectives even as they consumed & 1997 for the fourth year in a row and
larger proportion of currentincome.  were about double the record low of
1993. The increased construction of
these units was supported by a firming
of rents, abundant supplies of credit, and
Preliminary data indicate that real resi-a reduction in vacancy rates in some
dential investment increased nearlymarkets. The national vacancy rate came
6 percent during 1997. Real outlays fodown only slightly, however, and it has
the construction of new single-family reversed only a portion of the sharp
structures rose moderately, and outlaysin-up that took place in the 1980s. This

Residential Investment
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January, starts of multifamily units fell An element in the slowing of con-
back to about the 1997 average aftesumer credit growth may have been
having surged to an exceptionally highassessments by some households that
level in the fourth quarter. they were reaching the limits of their
The home-ownership rate—the num-<capacity for carrying debt and by some
ber of households that own their dwell-lenders that they needed to tighten selec-
ings divided by the total number oftively their standards for granting new
households—moved up further in 1997]oans. In the mid-1990s, the percentage
to about 634 percent, a historical high. of household income required to meet
The rate had fallen in the 1980s but haslebt obligations rose to the upper end of
risen almost 2 percentage points in thigts historical range, in large part because
decade. of a sharp rise in credit card debt.
Between 1994 and 1996 personal bank-
ruptcies grew at more than a 20 percent
annual rate, to some extent because
Household net worth appears to havef households’ rising debt burden; a
grown roughly $3> trillion during 1997, change in the federal bankruptcy law
ending at its highest multiple relative toand a secular trend toward associating
disposable personal income on recordess social stigma with bankruptcy also
Most of this increase in net worth wasmay have contributed. Over the same
the result of upward revaluations ofperiod, delinquency and charge-off
household assets rather than additionaates on consumer loans increased
saving. In particular, capital gains onsignificantly.
corporate equities accounted for about Last year, however, because the
three-fourths of the increase in nefgrowth of household debt only slightly
worth. Flows of household assets intmutpaced that of income while interest
mutual funds, pensions, and other vehirates drifted lower, the household debt-
cles for holding equities indirectly were service burden did not change. Reflect-
exceeded by outflows from directly helding in part the stability of the aggregate
equities. household debt burden, delinquency
Household borrowing not backed byrates on many segments of consumer
real estate, including credit card balcredit plateaued, although charge-off
ances, auto loans, and other consumeates generally continued to rise some-
credit, increased 3% percent in 1997. what. Personal bankruptcies advanced
These obligations grew at double-digitagain last year but showed some signs
rates in 1994 and 1995, but their growttof leveling off in the third quarter.
has slowed fairly steadily since then. Some of the apparent leveling out of
Mortgage borrowing, by contrast, hashousehold debt-repayment problems
experienced relatively muted swings inmay also have resulted from efforts by
growth during the current expansionlenders to stem the growth of losses on
Home mortgages are estimated to haveonsumer loans. For the past two years,
grown 7 percent last year, only a bita large percentage of the respondents to
slower than in 1996. Within this cate-the Federal Reserve’s quarterly Senior
gory of credit, however, home equityLoan Officer Opinion Survey on Bank
loans have advanced sharply, reflectingending Practices have reported tight-
in part the use of these loans in refinancened standards on consumer loans. But
ing and consolidating credit card andhe percentages reporting tightening
other consumer obligations. have fallen a bit in the last few surveys,

Household Finance
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suggesting that many banks feel thatontinued to be spurred by rapid growth
they have now altered their standardsf the economy, favorable financial con-
sufficiently. ditions, attractive purchase prices for
Although banks pulled back a bitnew equipment, and optimism about the
from consumer lending, most housefuture. Business outlays for equipment,
holds had little trouble obtaining creditwhich account for more than three-
in 1997. Bank restraint has most comfourths of total business fixed invest-
monly taken the form of imposing lower ment, moved up about 12 percent this
credit limits or raising finance chargespast year, making it the fourth year of
on outstanding balances; credit cardhe last five in which the annual gains
solicitations continued at a record pacehave exceeded 10 percent. As in previ-
Furthermore, many respondents to theus years of the expansion, real invest-
Federal Reserve’s January 1998 surveyent rose fastest for computers, the
of loan officers said their banks hadpower of which continued to advance
eased terms and standards on honrapidly at the same time their prices
equity loans, providing consumers easiecontinued to decline. Spending also
access to an alternative source ofmoved up briskly for many other types
finance. of equipment, including communica-
Mortgage rates fell last month to lev-tions equipment, commercial aircraft,
els that led many households to applyndustrial machinery, and construction
for loan refinancing. When householdsnachinery.
refinance, they may choose among Real outlays for nonresidential con-
options that have differing implications struction, the remaining portion of busi-
for cash flow, household balance sheetsiess fixed investment, declined some-
and spending. Some households mayhat in 1997 after moving up in each of
decide to reduce their monthly pay-the four previous years. Construction of
ments, keeping the size of their mort-office buildings continued to increase in
gages unchanged. Others may keep thei®97, but sluggishness was apparent in
monthly payments unchanged, eithethe expenditure data for many other
speeding up their repayments or increadypes of structures. Nonetheless, a tone
ing their mortgages and taking out castof underlying firmness was apparent in
in the process, perhaps to augment cucther indicators of market conditions.
rent expenditures. In any case, the wav¥acancy rates declined, for example,
of refinancings is likely having only a and rents seemed to be picking up. In
small effect on the overall economysome areas of the country, more builders
because the current difference betweehave been putting up new office build-
the average rate on outstanding mortings on “spec’—that is, undertaking
gages and the rate on new ones is natew construction before occupants have
very large. been lined up. The new projects are
apparently being spurred to some degree
by the ready availability of financing.
Business inventory investment picked
up considerably in 1997. According to
the initial estimate, the level of inven-
Adjusted for inflation, businesses’ out-tories held by nonfarm businesses rose
lays for fixed investment rose aboutabout 5 percent in real terms over the
8 percent during 1997 after gainingcourse of the year after increasing
about 12 percent during 1996. Spendingoughly 2 percent in 1996. Accumula-

The Business Sector
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tion was especially rapid in the commerthe strong expansion of spending on
cial aircraft industry, in which produc- capital equipment and inventories. Fur-
tion has been ramped up in response tihermore, on net, firms continued to
a huge backlog of orders for new jetsretire a large volume of equity, adding
With the rate of inventory growth out- further to borrowing needs, as substan-
pacing the growth of final sales last yeartial gross issuance was swamped by
the stock-to-sales ratio in the nonfarnstock repurchases and merger-related
sector ticked up slightly, after a smallretirements. Given these financing
decline in the preceding year. Althoughrequirements, the growth of nonfinan-
inventory accumulation does not seential corporate debt picked up to more
likely to persist at the pace of 1997,than a 7 percent rate last year.
businesses in general do not appear to With the debt of nonfinancial corpora-
be uncomfortable with the levels oftions advancing briskly, the ratio of their
stocks they have been carrying. interest payments to cash flow was about
unchanged last year, after several years
of decline that had left it at quite a low
level. Consequently, measures of debt-
repayment difficulties also were very
The economic profits of U.S. corpo-favorable last year: The default rate on
rations (book profits after inventory corporate bonds remained extremely
valuation and capital consumptionlow, and the number of upgrades of debt
adjustments) increased at more than about equaled the number of down-
14 percent annual rate over the first thregrades. Similarly, only small percent-
quarters of 1997, and the profits of nonages of business loans at banks were
financial corporations from their domes-delinquent or charged off. The rate of
tic operations grew at a ¥3 percent business bankruptcies increased a bit but
annual rate. In the third quarter, nonwas still fairly low.
financial corporate profits amounted to Businesses continued to find credit
nearly 14 percent of that sector's nomi-amply supplied at advantageous terms
nal output, up from %2 percent in 1982 last year. The spread between yields on
and the highest share since 1969. Thmvestment-grade bonds and yields on
elevated profit share reflects both th&reasury securities of similar maturities
high level of cash flow before interestremained narrow, varying only a little
costs, which also stands at a multiyeaduring the year. The spreads on below-
peak relative to output, and the reducinvestment-grade bonds fell over the
tions in interest costs that have taketyear, touching new lows before widen-
place in the 1990s. Fourth-quarter profitng a bit in the fall and early this year;
announcements indicate that year-ovethe widening occurred in large part
year growth in earnings was fairly because these securities benefited less
strong; few corporations reported thafrom the flight to U.S. assets in response
they had experienced much fallout yeto events in Asia than did Treasury secu-
from the events in Asia, but manyrities. Banks also appeared eager to lend
warned that profits in the first half of to businesses. Large percentages of the
1998 will be significantly affected. respondents to the Federal Reserve's
Despite the rapid growth in profits, surveys, citing stiff competition as the
the financing gap for nonfinancialreason, said they had eased terms—
corporations—capital expenditures lesparticularly spreads—on business loans
internal cash flow—widened, reflectinglast year. Much smaller percentages

Corporate Profits
and Business Finance
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reported having eased standards on thesger 20 percent. The set of factors that
loans. The high ratios of stock prices tchave combined to bring about this result
earnings suggest that equity finance wascludes implementation of fiscal poli-
also quite cheap last year. Neverthelessjes aimed at reducing the deficit, which
the market for initial public offerings of has helped slow the growth of discre-
equity was cooler than in 1996—newtionary spending and spending on some
issues were priced below the expectedocial and health services programs, and
range more often than above it, andhe strength of the economy, which has
first-day trading returns were smaller orreduced outlays for income support.
average. In nominal terms, small to moderate

The pickup in business borrowingincreases were recorded in most major
was widespread across funding sourcesxpenditure categories in fiscal 1997.
Outstanding commercial paper, whichNet interest outlays, which have been
had declined a bit in 1996, posted strongccounting for about 15 percent of total
growth in 1997, as did bank businessunified outlays in recent years, rose only
loans. Gross issuance of bonds waa small amount in 1997, as did nominal
extremely high, particularly bonds with outlays for defense and those for income
ratings below investment grade. Suctsecurity. Expenditures on Medicaid rose
lower-rated bonds made up nearly halmoderately for a second year after hav-
of all issuance, a new record. Althoughing grown very rapidly for many years;
sales of new investment-grade bondspending in this category has been
slowed a bit in the fall, corporationsrestrained of late by the strong economy,
were apparently waiting out the mar-the low rate of inflation in the medical
ket volatility at that time, and issu- area, and policy changes in the Medi-
ance picked back up in January. Banks;aid program. Policy shifts and the
real estate investment trusts, andtrongeconomy also cut into outlays for
commercial-mortgage-backed securitiefood stamps, which fell about 10 percent
were the most significant sources ofn fiscal 1997. By contrast, spending on
funds for income properties—residentiaMedicare continued to rise at about three
apartments and commercial buildings—times the rate of total federal outlays.
the financing of which expanded furtherGrowth of outlays for social security
last year. also exceeded the rate of rise of total
expenditures.

Real federal outlays for consumption
and gross investment, the part of federal
spending that is counted in GDP, were
unchanged, on net, from the last quarter
of 1996 to the final quarter of 1997.
Real outlays for defense, which account
Nominal outlays in the unified budgetfor about two-thirds of the spending for
increased about %2 percent in fiscal consumption and investment, declined
year 1997 after moving up 3 percent irslightly, offsetting a small increase in
fiscal 1996. Fiscal 1997 was the sixttnondefense outlays. Because of much
consecutive year that the growth oflarger declines in most other recent
spending was less than the growth ofears, the level of real defense outlays at
nominal GDP. During that period, the end of 1997 was down about 22 per-
spending as a percentage of nominatent from its level at the end of the
GDP fell from about 22> percent to just 1980s; total real outlays for consump-

The Government Sector
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tion and investment dropped about Lastyear saw the firstissuance by the
14 percent over that period. Treasury of inflation-indexed securities.
Federal receipts rose faster than nomifhe Treasury sold indexed ten-year
nal GDP for a fifth consecutive year innotes in January and April of last year
fiscal 1997; receipts were ¥9 percent and again this January, and sold five-
of GDP last year, up from B% percent year notes in July and October; it also
in fiscal 1992. The ratio tends to riseannounced that it would sell indexed
during business expansions, mainlyhirty-year bonds this April. Investor
because of cyclical increases in the shariaterest in the securities at those auc-
of profits in nominal GDP. In the pasttions was substantial, with the ratios of
couple of years, the ratio also has beereceived bids to accepted bids resem-
boosted by the tax increases includetlling those for nominal securities. As
in the Omnibus Reconciliation Act of expected, most of the securities were
1993, by a rising income share of high-quickly acquired by final investors, and
income taxpayers, and by receipts fronthe trading volume as a share of the
surging capital gains realizations, whichoutstanding amount has been much
raise the numerator of the ratio but nosmaller than for nominal securities.
the denominator because capital gains An important macroeconomic impli-
realizations are not part of GDP. In fis-cation of the reduced federal deficit is
cal 1997, combined receipts from indi-that the federal government has ceased
vidual income taxes and social insurto be a negative influence on the level of
ance taxes, which account for abouhational saving. The improvement in the
80 percent of total receipts, moved ugdederal government’s saving position in
about 92 percent, even more than inrecent years has more than accounted
fiscal 1996. Receipts from the taxes orfor a rise in the total gross saving of
corporate profits were up about 6 perhouseholds, businesses, and govern-
centin fiscal 1997 after increasing aboutnents, from about 24 percent of gross
9% percent in the preceding fiscal yearnational product earlier in the decade,
The total rise in receipts in fiscal 1997 when federal government saving was at
coupled with the subdued rate ofa cyclical low and highly negative, to
increase in nominal outlays, resulted irmore than 17 percent in the first three
a budget deficit of $22 billion, down quarters of 1997. This rise in domestic
from $107 billion in the preceding fiscal saving, along with increased borrowing
yeatr. from abroad, has financed the rise in
With the budget moving close to bal-domestic investment in this expansion.
ance, federal borrowing slowed sharphstill higher rates of saving and invest-
last year. The Treasury responded to thenent were the norm a couple of decades
smaller-than-expected borrowing nee@go, when the personal saving rate was
by reducing sales of bills in order toa good bit above its level in recent
keep its auctions of coupon securitieyears.
predictable and of sufficient volume to
maintain the liquidity of the secondaryState and Local Governments
markets. The result was an unusually
large net redemption of bills, which atThe real outlays of state and local gov-
times pushed yields on short-term billsernments for consumption and invest-
down relative to yields on other Trea-ment moved up about 2 percent over
sury securities and short-term privatehe four quarters of 1997, similar to
obligations. the average since the start of the 1990s.
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Investment expenditures, which have State and local debt expanded about
grown about 22 percent per annum this 5% percent last year after changing little
decade, rose at only half that pace ifin 1996 and declining in the two preced-
1997, according to the initial estimate.ing years. In those earlier years, munici-
However, real consumption expendi{pal debt outstanding had been held down
tures increased ¥2 percent last year, by the retirement of bonds that were
a touch above the average for théadvance refunded” in the early 1990s.
decade. Compensation of governmenh such operations, funds that had earlier
employees, which accounts for aboubeen raised and set aside were used to
three-fifths of real consumption andrefund debt as it became callable. By the
investment expenditures, rose abouend of 1996, however, the stock of such
134 percent in 1997 and has increased atebt had apparently been largely worked
an annual rate of only about/dpercent down.
since the end of the 1980s.

The efforts of state and local govern-
ments to hold down their labor e%ense@demal Sector
are {;llso reflected in the recent data OB ade and the Current Account
nominal wages and hourly compensa-
tion. According to the employment costThe nominal trade deficit for goods and
indexes, hourly compensation of theservices was $114 billion in 1997, little
workers employed by state and locathanged from the $111 billion deficit in
governments increasedy2 percent in 1996. For the first three quarters of the
1997, a little less than in 1996 andyear, the current account deficit reached
the smallest annual increase in thé&160 billion at an annual rate, some-
seventeen-year history of the series. Theehat wider than the 1996 deficit of
increase in the average hourly wage 0$148 billion. This deterioration of the
state and local employees amounted tourrent account largely reflects contin-
about Z4 percent in 1997, roughly the ued declines in net investment income,
same as the gain in 1996. The averagehich for the first time recorded deficits
hourly cost of the benefit packages proin each of the first three quarters of the
vided to state and local employees rosgear.
only 1¥4 percent, a percentage point less The quantity of imports of goods and
than the increase in 1996. services expanded strongly during

With costs contained and receiptsl997—about 13 percent according to
continuing to rise with the growth of the preliminary estimates—as the very rapid
economy, financial pressures that wergrowth experienced during the first half
evident among state and local governef the year moderated slightly during
ments earlier in the expansion havehe second half. The expansion was
diminished. The increased breathingueled by continued vigorous growth of
room in the budgets of recent years i4J).S. GDP. Additional declines in non-
apparent in the consolidated currenbil import prices—related in large part
account of these governments: Surplusds the appreciation of the dollar—
in that account, excluding those that areontributed as well. Of the major trade
earmarked for social insurance fundscategories, increases in imports were
had dipped to a low of abou# percent sharpest for capital goods and consumer
of nominal receipts in 1991, but theygoods.
have been larger than 3 percent of Export growth was also strong in
receipts in each of the past three years.1997, particularly during the first half
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of the year. The quantity of exports ofstocks were a record $55 bhillion. In
goods and services rose nearly 11 pemddition, foreign direct investment in the
cent, after a rise of @ percent the pre- United States also posted a new high of
ceding year. Despite further apprecia$78 billion, as the strong pace of acqui-
tion of the dollar, exports acceleratedsitions of U.S. companies by foreigners
in response to the strength of economicontinued.

activity abroad. Output growth in most U.S. direct investment abroad in
of our industrial-country trading part-the first three quarters of 1997 also
ners firmed in 1997 from the moderateexceeded the 1996 pace, with a record
rates observed in 1996. Among oumet outflow of $88 billion. U.S. net pur-
developing-country trading partnerschases of foreign securities in the first
robust growth continued through muchthree quarters of 1997 were $74 billion,
of the year, but the onset of crises im little below the pace for 1996. How-
several Asian economies late in 199%ver, net purchases of stocks in Japan
led to abrupt slowdowns in economicand bonds in Latin America were up
activity. Growth of exports to Latin substantially. Banks in the United States
American countries and to Canada waseported a large increase in net claims
particularly strong. Exports to Westernon foreigners in the first quarter but only
Europe also increased at a healthy pace modest increase in the next two quar-

ters combined.

Capital Flows

In the first three quarters of 1997, IargeThe Labor Market

increases were reported in both foreig%
ownership of assets in the United State
and U.S. ownership of assets abroad,
reflecting the continued trend toward theéMore than 3 million jobs were added to
globalization of both financial marketsnonfarm payrolls in 1997—a gain of
and the markets for goods. Little evi-nearly 24 percent, measured from
dence of the gathering financial storm irDecember to December. Patterns of
Asia was apparent in the data on U.Shiring mirrored the broadly based gains
capital flows through the end of Sep-in output and spending. Manufactur-
tember. Foreign official assets in theing, construction, trade, transportation,
United States rose $46 billion in the firstfinance, and services all exhibited appre-
three quarters of 1997. The increasesiable strength. In manufacturing, the
were concentrated in the holdings 0ofl997 rise in the job count followed two
certain industrial countries and memyears of little change. Elsewhere, the
bers of OPEC. Although substantial,gains in 1997 came on top of substantial
these increases were below the pace famcreases in other recent years. Espe-
the first three quarters of 1996. cially rapid increases were posted this
In contrast, increases in assets held byast year in some of the services indus-
other foreigners in the first three quardries, including computer services,
ters of 1997 surpassed those recorded management services, education, and
1996. In particular, net purchases of U.Stecreation. Employment at suppliers of
Treasury securities by private foreignergpersonnel, a category that includes the
rose to $130 billion, net purchases ofgencies that supply help on a tempo-
U.S. corporate and other bonds reachetry basis, also increased appreciably in
$96 billion, and net purchases of U.S1997, but the gains in this category fell

mployment, Productivity,
nd Labor Supply
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considerably short of those seen inndividuals likely were in pursuits that
previous years of the expansion. Helptended to preclude their workforce par-
supply firms reported that shortages oficipation, such as retirement, schooling,
workers were limiting the pace of theiror housework. The percentage of the
expansion. working age population interested in
Labor productivity has risen rapidly work but not actively seeking it moved
over the past two years. Revised datdown further in 1997, to % percent in
show the 1996 gain in output per hourtthe fourth quarter, a record low in the
in the nonfarm business sector to haveéistory of the series, which began in
been about ¥4 percent, and the increasel970.
in 1997 was larger still—about}2 per-
cent, according to the first round of esti+ :
mates. Although the average rate of pro\_Nages and Hourly Compensation
ductivity increase since the end of theAccording to the employment cost
1980s still is only a little above 1 per-indexes, hourly compensation in pri-
cent per year, the data for the past tweoate industry increased 3.4 percent from
years provide hopeful indications thatDecember of 1996 to December of
sustained high levels of investment inl997. This rise exceeded that of the
new technologies may finally be transprevious year by 0.3 percentage point
lating into a stronger trend. and was 0.8 percentage point greater
The civilian unemployment rate fell than the increase of 1995. Although the
more than¥2 percentage point from the patterns of change in hourly pay have
fourth quarter of 1996 to the fourthvaried quite a bit by industry and occu-
quarter of 1997, to an average of juspation over the past two years, the
under 44 percent. The rate held steadyoverall step-up seems to have been
at this level in January of this year. Forprompted, in large part, by the tighten-
most of the past year, the rate has beeng of labor markets. The implementa-
running somewhat below the minimumtion of a higher minimum wage also
that was reached in the expansion of theeems to have been a factor in some
1980s. A variety of survey data indicateindustries and occupations, although its
that firms have had increased difficultyimpact is difficult to assess precisely.
filling jobs. The wage and salary component of
After moving up a step in 1996, thehourly compensation rose faster in 1997
labor force participation rate contin-than in any previous year of the expan-
ued to edge higher in 1997. Withoutsion. Annual increases in the employ-
the increment to labor supply fromment cost index for wages and sala-
increased participation over these twaies in private industry amounted to
years, the unemployment rate would.8 percent in both 1994 and 1995, but
have fallen to an even lower level.the increases of 1996 and 1997 were
Changes in the welfare system perhap3.4 percent and 3.9 percent respectively.
contributed to some extent to the smallWages and salaries in the service-
rise in participation in 1997, althoughproducing industries accelerated nearly
this effect is difficult to disentangle from a full percentage point in 1997, pushed
the normal tendency of participation toup, especially, by sharp pay increases in
rise when the labor market is tight. Everthe finance, insurance, and real estate
though one-third of the adult popula-sector, in which commissions and
tion remained outside the labor forcebonuses have recently been boosted
in 1997, the vast majority of thoseby high levels of mortgage refinancing



Monetary Policy Reports, February 55

and trading activity. By contrast, hourly slowed. The CPI excluding food and
wages in the goods-producing industrieenergy—a widely used gauge of the
slowed a couple of tenths of a percentunderlying trend of inflation—rose only
age point in 1997; the annual gains i?¥s percent in 1997 after increases of
these industries have been around 3 pe8- percent in 1995 and¥2 percent in
cent, on average, in each of the past si¥996. The CPI for commodities other
years. than food and energy rose abdttper-
Although the costs of the fringe bene-cent over the four quarters of 1997 after
fits that companies provide to theirmoving up slightly more than 1 percent
employees also picked up in 1997, thén 1996. Price increases for non-energy
yearly increase of 2.3 percent was noservices, which have a much larger
large by historical standards. As in otheweight than commodities in the core
recent years, benefit costs in 1997 wer€PI, also slowed a little in 1992 3 per-
restrained by a variety of influencescent rise during the year was about
Most notably, the price of health care¥s percentage point less than the
continued to rise at a subdued pace, andcrease during 1996. Only small por-
the ongoing strength of the economytions of the slowdowns between 1996
limited the need for payments by firmsand 1997 in the total CPI and in the CPI
to state unemployment trust funds. Evemxcluding food and energy were the
though some firms reported seeingesult of technical changes implemented
renewed sharp increases in health cafgy the Bureau of Labor Statistiés.
costs during the year, the employment Other measures of aggregate price
cost data suggest that most firms stilthange also decelerated in 1997. The
were keeping those costs under fairlychain-type price index for gross domes-
tight control. tic purchases—the broadest measure of
With nominal hourly compensation in prices paid by U.S. households, busi-
almost all industries moving ahead at anesses, and governments—increased
faster pace than inflation, workers’ payabout %2 percent during 1997 after
generally increased in real terms, ananoving up 24 percent in 1996. The
the real gains were substantial in manghain-type price index for gross domes-
occupations. Indeed, the employmentic product, a measure of price change
cost index does not capture some of théor the goods and services produced in
forms of compensation that employershis country (rather than the goods and
have been using to attract and retaiservices purchased), increases: per-
workers—stock options and signing

bonuses, for example. -
1. Over the past three years, the Bureau of

Labor Statistics has introduced a number of techni-
Prices cal changes in its procedures for compiling the
CPI, with the aim of obtaining a more accurate

Indications of a slowing of inflation in measure of price change. Typically, the changes
1997 were widespread in the Variougave only a small effect on the results for any

N t . h T@articular year, but their cumulative effects are
measures or aggregate price change. Tlgmnewhat larger and are tending to hold down the

consumer price index, which had pickedeported increases of recent years relative to what
up to more tha a 3 percent rate of rise would have been reported with no changes in

over the four quarters of 1996, increaseg@rocedures. Apart from the procedural changes,

. he reported rate of rise from 1998 forward will
slightly less than 2 percent over the fOUII so be affected by an updating of the CPI market

quarters of 1_997 as energy prices tUrN€gasket, an action that the BLS undertakes approxi-
down and increases in food pricesnately every ten years.
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Alternative Measures of Price Change postwar business expansions. A gain in
Percent manufacturing production of more than
) 6 percent this past year was accompa-
Price measure 1996 1997 njed by only a moderate increase in the
) ) factory operating rate, which, at year-
Fixed-weight . .
Consumer price index. ... 3.2 19 end, remained well below the highs
Excluding food and energy ... 2.6 22 reached in other recent expansions and
Chain-type _ the peak for this expansion, which was
Personal consurption 27 1s  recorded about three years ago.
. Excltédmg f?od anfﬂ] energy .. 3-3 L }1-6 Reflecting the ample domestic supply
ross aomestic rchases.... . . e
Gross domestzc Bgoduct ....... 2.3 1.8 and the effects of Compet|t|on from

goods produced abroad, the producer
NoTE. Chag@:gsthaerefoz?tshedut;r:t ;“Sfﬁg x;ﬁgjﬁa?e rice index for finished goods declined
z;emnt]r?:?g{ﬁth quarter of theqpreceding yea):. bout¥s percent from the fourth quarter
of 1996 to the fourth quarter of 1997,
excluding food and energy, it rose only
cent in the latest year after risingfractionally. Prices of domestically pro-
2¥4 percent in 1996. The steeper slowduced materials (other than food and
ing of the price index for aggregate pur-energy) also rose only slightly, on net.
chases relative to that for aggregate profhe prices of raw industrial commodi-
duction was largely a reflection of theties, many of which are traded in inter-
prices of imports, which fell faster in national markets, declined over the year;
1997 than in 1996. Falling computerthe weakness of prices in these markets
prices were an important influence onwas especially pronounced in late 1997,
many of these measures of aggregatehen the crises in Asia were worsening.
price change—more so than on the CPIndustrial commodity prices fell further
which gave small weight to computersin the first couple of weeks of 1998,
through 1997 but has started weightindut they since have changed little, on
them more heavily this year. balance. The producer price index fell
In real terms, imports of goods andsharply in January of this year; the index
services account for approximatelyexcluding food and energy declined
15 percent of the total purchases oslightly.
households, businesses, and govern- After moving up more than 4 percent
ments located in the United States. Buin 1996, the consumer price index for
that figure probably understates thdood increased only3 percentin 1997.
degree of restraint that falling importimpetus for the large increase of 1996
prices have imposed on domestic inflahad come from a surge in the price of
tion, because the lower prices forgrain, which peaked around the middle
imports also make domestic producersf that year; since then, grain prices
of competing products less likely tohave dropped back considerably. An
raise prices. Prices have also beeacho of the up-and-down price pattern
restrained by large additions to manfor grains appeared at retail in the form
ufacturing capacity in this country, of sharp price increases for meats, poul-
amounting to more than 5 percent intry, and dairy products in 1996 followed
each of the past three years; this capaty small to moderate declines for most
ity growth helped to stave off the bottle-of those products in 1997. Moderate
necks that so often have developegrice increases were posted at retail for
in the more advanced stages of othemost other food categories last year.
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The CPI for energy has traced out aron their books expanding¥s percent,
even bigger swing than the price of foodup appreciably from growth in 1996.
over the past two years—a jump ofThe growth of bank credit, adjusted to
7%> percent over the four quarters ofremove the effects of mark-to-market
1996 was followed by a decline of aboutaccounting rules, accelerated to an
1 percent over the four quarters of 19978%4 percent pace, the largest rise in ten
As is usually the case in this sector, the/ears; and banks’ share of domestic non-
key to these developments was the pricBnancial debt outstanding climbed to its
of crude oail, which in 1997 more thanhighest level since 1988. Bank credit
reversed the run-up of the precedingccelerated in part because banks’ hold-
year. Prices of oil have been held dowrings of securities—which had run off
in recent months by ample world sup-n 1995 and had been flat in 1996—
plies, the economic problems in Asia,expanded at a brisk pace last year; secu-
and a mild winter. rities account for one-fourth of total

Survey data on inflation expectationsbank credit. Loans, which make up the
mostly showed moderate reductions durremainder of bank credit, also advanced
ing 1997 in respondents’ views of thea bit more quickly last year than in
future rate of price increase, and somé&996, though more slowly than in 1995.
of the survey data for early 1998 have The increase in bank loans occurred
shown a more noticeable downwarddespite a net decline in consumer loans
shift in inflation expectations. A lower- on banks’ books resulting both from
ing of inflation expectations has longsharply slower growth in loans origi-
been viewed as an essential ingrediemtated by banks and from continued
in the pursuit of price stability, and the securitization of those loans. Real estate
recent data are a sign that progress isans at banks, by contrast, posted solid
still being made in that regard. growth last year. This category of credit
benefited from a pickup in home mort-
gages, the rapid growth in home equity
loans, which were substituting in part
for consumer loans, an acceleration
in commercial real estate lending, and
the acquisition of thrift institutions by
The debt of the domestic nonfinanciabanks. Commercial and industrial loans
sectors grew at a34 percent rate last expanded considerably last year, reflect-
year, somewhat below the midpoint ofing both the general rise in the demand
the range established by the FOMC andly businesses for funds and an increase
less than in 1996, when it grewbper- in banks’ share of the nonmortgage bus-
cent. The deceleration was accountethess credit market as they competed
for entirely by the federal component,vigorously for business loans by easing
which, because of the reduced budgeterms.
deficit, rose less than 1 percent last year The rapid growth of banks’ assets was
after having risen 3 percent in 1996. facilitated by their continued high profit-
Nonfederal debt grew 6 percent, a bi@bility and abundance of capital; at the
more than in 1996, as the pickup inend of the third quarter, nearly 99 per-
business borrowing more than offset theent of bank assets were at well-
deceleration of household debt. capitalized institutions. Problems with

Depository institutions increased theirthe repayment performance of consumer
share of credit flows in 1997, with creditloans—which, while not deteriorating

Credit, Money, Interest Rates,
and Equity Prices

Credit and Depository Intermediation
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further, remained elevated by historical Although growth of M2 did not match
standards—hurt some banks; howevethat of M3, it increased at a brisk
overall loan delinquency and charge-of6%2 percent rate last year. As the Com-
rates stayed quite low, and measures ohittee had anticipated, the aggregate
banks’ profitability persisted at the ele-was somewhat above the upper bound
vated levels they have occupied for sevef its 1 percent to 5 percent annual
eral years. Profits at a few large bankange, which also had been chosen to
holding companies were reduced in thée consistent with expected M2 growth
fourth quarter by trading losses resultinginder conditions of price stability. Be-
from the events in Asia. Nonethelessgause short-term interest rates responded
the profits of the industry as a wholeonly slightly to System tightening in
remained robust. March, the opportunity cost of holding
The profits and capital levels of thrift M2—the interest earnings forgone by
institutions, like those of banks, wereowning M2 assets rather than money
high last year, and the thrifts also were
aggressive lenders. The outstandin
amount of credit extended by thrifts%rowth of Money and Debt
grew at about a % percent pace last """

year, but this sluggishness reflected Domestic
entirely the acquisitions of thrifts by Period ML | M2 | M3 | non
. . inancial
commercial banks; among thrifts not debt
acquired during the year, asset growth
imi Al r
was similar to that of banks. o 63 42 58 9.9
iggg ........... 4g g; 28 ?g
The Monetary Aggregates 1900, 42 a1 18 68
Boosted in part by the need to fundiges "l 1y 18 & 47
substantial growth in depository credit,1993........... 06 13 11 5.1
. 994. .. ........ 25 .6 1.7 5.1
M3 shot up last year, expandin§8per-
cent; this growth was well above thejdes----------- & 32 &1 25
2 percent to 6 percent annual rangey997........... -12 56 8.7 4.7
which was intended to suggest the ratg, ,qeny
of growth over the long run consistent(%r}’nqal ratey 60 5
with price stability. M3 was augmented1 7'821 ''''''''''''''' :i;g‘ f{ji 77 3:7
by a shift in sources of funding—mostly Q3 ....... 3 54 81 4.1
. h 4 . 8 6.8 9.8 5.2
at U.S. branches and agencies of foreign

banks—from borrowings from related Nore. M1 consists of currency, travelers checks, de-

offices abroad, which are not included irmand deposits, and other checkable deposits. M2 consists
. P . f M1 plus savings deposits (including money market
M3’ to large time deposns issued in th eposit accounts), small-denomination time deposits, and

United States, which are. Also contribut-balances in retail money market funds. M3 consists of M2

ing to th trenath in M3 was rapid Plus large-denomination time deposits, balances in institu-
g to € streng 3 S pCItional money market funds, RP liabilities (overnight and

gquth in institutior_l-only money fUﬂdS! term), and Eurodollars (overnight and term). Debt con-
which reflected gains by these funds irsists of the outstanding credit market debt of the U.S.

] overnment, state and local governments, households and
the pI’OVISI(_)n of Corporate. cash manageﬁonprofit organizations, nonfinancial businesses, and
ment services. Corporatlons that Mahnfarms.

age their own cash often keep their 1. From average for fourth quarter of preceding year to
: verage for fourth quarter of year indicated.
funds in short-term assets that are n(ﬁ 2. From average for preceding quarter to average for

included in M3. quarter indicated.
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market instruments such as Treasury M1 fell 1%4 percent last year. As has
bills—was about unchanged over thebeen true for the past four years, the
year. As M2 grew at about the same ratgrowth of this aggregate was depressed
as nominal GDP, velocity was alsoby the adoption by banks of retail sweep
essentially unchanged. The ups ang@rograms, whereby balances in trans-
downs of M2 growth last year mirrored actions accounts, which are subject to
those of the growth in nominal output.reserve requirements, are “swept” into
M2 expanded much more slowly in thesavings accounts, which are not. Sweep
second quarter than in the first, consisprograms benefit depositories by reduc-
tent with the cooling of nhominal GDP ing their required reserves, which earn
growth and almost unchanged opportuno interest. At the same time, they do
nity costs. In the second half of the yearnot restrict depositors’ access to their
M2 growth picked up, again pacing thefunds for transactions purposes, because
growth of nominal GDP. In the fall, M2 the funds are swept back into transac-
may also have been boosted a little byions accounts when needed. The initia-
the volatility in equity markets, which tion of programs that sweep funds out
may have led some households to seedd NOW accounts—until last year the
the relative safety of M2 assets. most common form of retail sweep
For several decades before 1990, Mprograms—appears to be slowing, but
velocity responded positively to changesweeps of household demand deposits
in its opportunity costs and otherwisehave picked up, leaving the estimated
showed little net movement over time.total amount by which sweep account
This pattern was disturbed in the earlypalances increased last year similar
1990s in part by households’ apparento that in 1996. Adjusted for the initial
decision to shift funds out of lower- reduction in transactions accounts
yielding M2 deposits into higher- resulting from the introduction of new
yielding stock and bond mutual funds,sweep programs, M1 expandethper-
which raised M2 velocity even as oppor-cent, a little above its sweep-adjusted
tunity costs were declining. The move-growth in 1996.
ments in the velocity of M2 from 1994 The drop in transactions accounts
into 1997 appear to have again beewaused required reserves to fal=per-
explained by changes in opportunitycent last year. Despite this decline, the
costs, along with some residual upwaranonetary base grew 6 percent, boosted
drift. This drift suggests that someby a hefty advance in currency. Cur-
households may still have been in theency again benefited from foreign
process of shifting their portfolios demand, as overseas shipments contin-
toward non-M2 assets. There was naled at the elevated levels seen in recent
uptrend in velocity over the second halfyears. Moreover, domestic demand for
of last year, perhaps because of theurrency expanded sharply in response
declining yields on intermediate- andto the strong domestic spending.
long-term debt and the greater volatility The Federal Reserve has been con-
and lower average returns posted bgerned that as the steady decline in
stock mutual funds. However, given therequired reserves of recent years is
aberrant behavior of velocity during theextended, the federal funds rate may
1990s in general, considerable uncemecome significantly more volatile.
tainty remains about the relationshipRequired reserves are fairly predictable
between the velocity and opportunityand must be maintained on only a two-
cost of M2 in the future. week average basis. As a result, the
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unavoidable daily mismatches betweenminless the Federal Reserve took counter-
reserves made available through opewailing action. Over the late spring and
market operations and desired reservesimmer, however, as growth moderated
typically have been fairly small, andsome and inflation remained subdued,
their effect on the federal funds rate hashese concerns abated significantly, and
been muted. However, banks also holtbnger-term interest rates declined. Fur-
reserve balances at the Federal Reserttger reductions came in the latter part of
to avoid overdrafts after making pay-the year as economic problems mounted
ments for themselves and their customin Asia. On balance, between the end of
ers. This component of the demand fod996 and the end of 1997, the yields on
reserves is difficult to predict, variesten-year and thirty-year Treasury bonds
considerably from day to day, and musfell about 70 basis points. Early this
be fully satisfied each day. As requiredyear, with the economic troubles in Asia
reserves have declined, the demand farontinuing, the desire of investors for
balances at the Federal Reserve hdsss risky assets, along with further
become increasingly dominated by thesesductions in the perceived risk of strong
more changeable daily payment-relatedgrowth and higher inflation, pushed
needs. Nonetheless, federal funds volasdelds on intermediate- and long-term
tility did not increase noticeably last Treasury securities down an additional
year. In part this was because the Fed25 to 50 basis points, matching their
eral Reserve intervened more frequentljevels of the late 1960s and the early
than in the past with open market operai970s, when the buildup of inflation
tions of overnight maturity in order to expectations was in its early stages.
better match the supply of and demand Survey measures of expectations for
for reserves each day. In addition, bankknger-horizon inflation generally did
made greater use of the discount winmove lower last year, but by less than
dow, increasing the supply of reserveshe drop in nominal yields. As a result,
when the market was excessively tightestimates of the real longer-term interest
Significant further declines in reserverate calculated by subtracting these
balances, however, do risk increasetheasures of expected inflation from
federal funds rate volatility, potentially nominal yields indicate a slight decline
complicating the money market operain real rates over the year. In contrast,
tions of the Federal Reserve and of thgields on the inflation-indexed ten-year
private sector. One possible solution tdl'reasury note rose about a quarter
this problem is to pay banks interest orpercentage point between mid-March
their required reserve balances, reducinfvhen market participants seem to have
their incentive to avoid holding suchbecome more comfortable with the new
balances. security) and the end of the year. The
market for the indexed securities is suf-
ficiently small that their yields can fluc-
tuate temporarily as a result of moderate
Interest rates on intermediate- and longshifts in supply or demand. Indeed,
term Treasury securities moved lowermuch of the rise in the indexed yield
on balance, last year. Yields rose earlgame late in the year, when, in an un-
in the year as market participants beeertain global economic environment,
came concerned that strength in demanidvestors’ heightened desire for liquid-
would further tighten resource utili- ity may have made nominal securities
zation margins and increase inflatiorrelatively more attractive.

Interest Rates and Equity Prices
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With real interest rates remaining lowobserved in the fifteen years for which
and corporate profits growing strongly,these data are available. Because infla-
equities had another good year in 1997%jon has trended down over the past
and major stock indexes rose 20 perceriifteen years, the implicit forecast of the
to 30 percent. Although stocks begargrowth in real earnings departs even
the year well, they fell with the upturn further from past forecasts. However,
in interest rates in February. As intereseven with this forecast of real earnings
rates subsequently declined and earmrowth, the current level of equity valu-
ings reports remained quite upbeat, thation suggests that investors are also
markets again advanced, with mostequiring a lower risk premium on equi-
broad indexes of stock prices reachingies than has generally been the case in
new highs in the spring. Advances werdghe past, a hypothesis supported by the
much more modest, on balance, ovelow risk premiums evident in corporate
the second half of the year. Valuationdond yields last year.
seemed already to have incorporated
very robust earnings growth, and in
October, deepening difficulties in Asia
evidently led investors to lower their The foreign exchange value of the dollar
expectations for the earnings of someose during 1997 in terms of the curren-
U.S. firms, particularly high-technology cies of most of the United States’ trad-
firms and money center banks. Mordang partners. From the end of December
rapid price advances have resumed df996 through the end of December
late, as interest rates fell further andl997, the dollar on average gained
investors apparently came to see th&3 percent in nominal terms against the
earnings consequences of Asian difficuleurrencies of the other G-10 countries
ties as limited. when those currencies are weighted by

Despite the strong performance oimultilateral trade shares. In terms of a
earnings and the slower rise of stockroader index of currencies that includes
prices since last summer, valuationshose of most industrial countries and
seem to reflect a combination of expecseveral developing countries, the dollar
tations of quite rapid future earningson balance rose nearly 14 percentin real
growth and a historically small risk terms during 1997.The trading desk of
premium on equities. The gap betweethe New York Federal Reserve Bank did
the market’s forward-looking earnings—not intervene in foreign exchange mar-
price ratio and the real interest ratekets during 1997.
measured by the ten-year Treasury rate During the first half of 1997, the dol-
less a survey measure of inflation expedar appreciated in terms of the curren-
tations, was at the smallest sustainedies of the other industrial countries, as
level last year in the eighteen-yearthe continuing strength of U.S. economic
period for which these data are avail-activity raised expectations of further
able. Declines in this gap generallytightening of U.S. monetary conditions.
imply either that expected real earningConcerns about the implications of the
growth has increased or that the riskransition to European Monetary Union
premium over the real rate investors use——
when valuing those earnings has fallen, 2. This index weights currencies in terms of the

importance of each country in determining the

or both. Survey estimates of stock a‘na‘g_jlobal competitiveness of U.S. exports and adjusts

|y3t3,_ expectations of I.ong-term nOminalnominal exchange rates for changes in relative
earnings growth are, in fact, the highestonsumer prices.

International Developments
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and perceptions that monetary policythey became less willing to continue to
was not likely to tighten significantly in lend, making it even more difficult for
prospective member countries also corthe Asian borrowers to meet their for-
tributed to the tendency for the dollareign currency obligations. Turbulence
to rise in terms of the mark and otherspread to Hong Kong in October. The
continental European currencies. Irdepreciation of currencies elsewhere in
response to varying indicators of theAsia, in particular the decision by Tai-
strength of the Japanese expansion, thveanese authorities to allow some down-
dollar rose against the yen early in thevard adjustment of the Taiwan dollar,
year but then moved back down throughed market participants to question the
midyear. commitment of Hong Kong authorities
The crises in Asian financial marketsto the peg of the Hong Kong dollar to
dominated developments during the sedhe U.S. dollar. In response, the Hong
ond half of the year and resulted inKong Monetary Authority raised domes-
substantial appreciation of the dollar intic interest rates substantially to defend
terms of the currencies of Korea andhe peg, driving down equity prices as a
several countries in Southeast Asia. Theonsequence. Near the end of the year,
dollar also appreciated against the yethe crisis spread to Korea, whose econ-
in response to evidence of financial secemy and financial system were already
tor fragility in Japan and faltering Japa-vulnerable as a result of numerous bank-
nese economic activity, which wereruptcies of corporate conglomerates
likely to be exacerbated by the negativestarting in January 1997; these bankrupt-
impact of the Asian situation on Japancies of major nonfinancial firms further
During the first weeks of 1998, the dol-undermined Korean financial institu-
lar has changed little, on average, irtions and, combined with the deprecia-
terms of the currencies of most othetions in competitor countries, contrib-
industrial countries, but it has moveduted to a loss of investor confidence. On
down in terms of the yen. balance, during 1997 the dollar appreci-
Pronounced asset—price fluctuationated significantly in terms of the Indone-
in Southeast Asia began in early Julysian rupiah (139 percent), the Korean
when the Thai baht dropped sharplywon (100 percent), and the Thai baht
immediately following the decision by (82 percent), while it moved up some-
authorities to no longer defend thewhat less in terms of the Taiwan dollar
baht's peg. Downward pressure soorfl9 percent) and was unchanged in
emerged on the currencies and equitierms of the Hong Kong dollar, which
prices of other southeast Asian counremains pegged to the U.S. dollar. Since
tries, in particular Indonesia and Malay-year-end, the dollar has appreciated sig-
sia. Weakening balance sheet positionsificantly further, on balance, in terms
of nonfinancial firms and financial insti- of the Indonesian rupiah and is little
tutions, rising debt-service burdens, andhanged in terms of the Korean won.
financial market stresses that resulted The emergence of the financial crisis
in part from policies of pegging local is causing a marked slowdown in eco-
currencies to the appreciating dollamomic activity in these Asian econo-
prompted closer scrutiny of Asianmies. During the first half of last year,
economies. As foreign creditors cameeal output continued to expand in most
to realize the extent to which theseof these countries at about the robust
Asian financial systems were undercapirates enjoyed in 1996. Since the onset of
talized and inadequately supervisedthe crisis, domestic demand in these
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countries has been greatly weakened by Signs that adjustment is proceed-
disruption in financial markets, substaning within these Asian economies are
tially higher domestic interest rates,already evident. For example, Thailand
sharply reduced credit availability, andand Korea have registered strong
heightened uncertainty. In addition,improvements in their trade balances
macroeconomic policy has been tightin recent months. Equity prices have
ened somewhat in Thailand, the Philiprecovered in Thailand, Indonesia, and
pines, Indonesia, and Korea in connecKorea as well. At the same time, signs
tion with international support packagesof rising inflation are beginning to
from the International Monetary Fundemerge. In particular, consumer prices
(IMF) and other international finan- have accelerated in recent months in
cial institutions, and in connection with these three countries.

bilateral aid from individual countries. Spillover of the financial crisis to the
Announcement of agreement with theeconomies of China, Hong Kong, and
IMF on the support packages tempoTaiwan has been limited to date. Steps
rarily buoyed asset markets in eacho maintain the peg in Hong Kong
country, but concerns about the willing-have resulted in elevated interest rates,
ness or ability of governments to undersharply lower equity prices, and
take difficult reforms and to achieve theincreased uncertainty. However, in
stated macroeconomic goals remainedaiwan, equity prices on balance rose
Additional measures to tighten thenearly 18 percentin 1997 and have risen
Korean program were announced irsomewhat further so far this year. Real
mid-December and included improvedoutput growth in these three economies
reserve management by the Bank ofemained robust early in 1997 but may
Korea, removal of certain interest ratehave slowed somewhat in China and
ceilings, and acceleration of capitalHong Kong in recent months.

account liberalization and financial Financial markets in some Latin
sector restructuring. With the encour-American countries also came under
agement of the authorities of the G-7pressure in reaction to the intensification
and other countries, banks in industriabf the crises in Asia in late 1997. After
countries have generally rolled ovemremaining quite stable earlier in the year,
the majority of their foreign-currency- the Mexican peso dropped about 8 per-
denominated claims on Korean bankgent in terms of the U.S. dollar in late
during early 1998, as a plan for financ-October; since then, it has changed little,
ing the external obligations of Koreanon balance. In Brazil, exchange market
financial institutions was being for- turbulence abroad lowered market confi-
mulated. After the announcement ordence in the authorities’ ability to main-
January 28 of an agreement in principleain that country’s managed exchange
for the exchange of existing claims onrate regime; in response, short-term
Korean banks for restructured loans carinterest rates were raised 20 percentage
rying a guarantee from the Korean govypoints. The Brazilian exchange rate
ernment, the won stabilized. In the caseegime and the peg of the Argentine
of Indonesia, the support package wapeso to the dollar have held. Real out-
renegotiated and reaffirmed with theput growth in Mexico and Argentina
IMF in mid-January, though important remained healthy during 1997. In Brazil,
elements of the approach of the Indogrowth fluctuated sharply during the
nesian authorities remain in question agear, with the high domestic interest
this report is submitted. rates and tighter macroeconomic policy
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stance that were put in place late irpean Monetary Union (EMU), the pro-
the year weakening domestic demanctess of the transition to a single cur-
During 1997, consumer price inflationrency, and the policy resolve of the
slowed significantly in Mexico and Bra- prospective members. Later in the year
zil and remained very low in Argentina. the dollar moved back down slightly
In Japan, the economic expansiorand then fluctuated narrowly in terms
faltered in the second quarter as thef the mark, as investors concluded
effects on domestic demand of thehat the transition to EMU was likely
April increase in the consumption taxto be smooth, with the euro introduced
exceeded expectations; in addition, crion time on January 1, 1999, and with
ses in many of Japan’s Asian tradinga broad membership. On balance, the
partners late in the year weakenediollar rose about 17 percent against the
external demand and heightened cormark during 1997 and has varied little
cerns about the fragility of Japan’ssince then.
financial sector. The dollar rose about In the United Kingdom and Canada,
10 percent against the yen during theeal output growth was vigorous in
first four months of 1997 as economic1997. All the components of UK.
activity in the United States strength-domestic demand continued to expand
ened relative to that in Japan and astrongly. In Canada, more robust private
interest rate developments, including theonsumption spending and less fiscal
FOMC policy move in March, favored restraint boosted real GDP growth from
dollar assets. These gains were tempats moderate 1996 pace. Central bank
rarily reversed in May and June as marefficial lending rates were raised in both
ket attention focused on the growingcountries during the year to address the
Japanese external surplus and tentatithreat of rising inflation. The value of
indications of improving real activity. the pound eased slightly in terms of the
However, subsequent evidence of disdollar over the year, whereas the Cana-
appointing output growth, revelations ofdian dollar fell more than 4 percent in
additional problems in the financial secterms of the U.S. dollar. Much of the
tor, and concerns about the implicationgnovement in the Canadian dollar came
of turmoil elsewhere in Asia for the during the fourth quarter, as the crisis in
Japanese economy contributed to a ris&sia contributed to a weakening of
in the dollar in terms of the yen duringglobal commodity prices and thus a
the second half of the year. On net, thdikely lessening of Canadian export
dollar appreciated nearly 13 percentarnings. The Canadian dollar depreci-
against the yen during 1997; so far imated further early in 1998, reaching
1998, it has moved back down slightly,historic lows against the U.S. dollar in
on balance. January, but it has rebounded with the
In Germany and France, outputtightening by the Bank of Canada in late
growth rose in 1997 from its modestJanuary.
1996 pace, boosted in both countries by Long-term interest rates have gener-
the strong performance of net exportsally declined in the other G-10 countries
Nevertheless, the dollar rose in termsince the end of 1996. Japanese long-
of the mark and other continentalterm rates have dropped about 90 basis
European currencies through midyeapoints, with most of the decrease com-
responding not only to stronger U.S.ing in the second half of last year as
economic activity but also to concernsevidence of sluggish economic activity
about the timetable for launching Euro-became more apparent. German long-
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term rates have also fallen aboutarly 1998, reaching lows not seen since
80 basis points as expectations of tightthe late 1970s. Open discussion and,
ening by the Bundesbank diminishedjn some cases, confirmation of central
especially toward the end of the yearbank sales of gold contributed to the
The turbulence in Asian asset marketprice decline. Downward adjustment of
likely contributed to inflows into bond expectations of inflation in the industrial
markets in several of the industrial councountries in general may have added
tries, including the United States. Long-to the selling pressure on gold. More
term rates in the United Kingdom haverecently, the price of gold has moved up
declined about 150 basis points. Legislaslightly, on net.
tion to increase the independence of the
Bank of England and repeated tighten-
ing of monetary policy during the year Réport on July 21, 1998
reassured markets that some slowing of
the very rapid pace of economic growt ;
was likely and that the Bank would bgl\zﬂgg‘fgm’c 'g)t']'t‘fg’oind the
aggressive in resisting inflation in the
future. Three-month market interestThe U.S. economy posted significant
rates generally have risen in the othefurther gains in the first half of 1998.
G-10 countries, although there haverhe unemployment rate dropped to
been exceptions. Rates have moved ufs lowest level in nearly thirty years,
the most in Canada (more than 180 basiand inflation remained subdued. Real
points) and the United Kingdom output rose appreciably, on balance,
(120 basis points), in response to severalthough much of the advance appar-
increases in official lending rates. Gerently occurred early in the year. House-
man rates have risen about 40 basisold spending and business fixed invest-
points. Short-term rates in the countriesnent, supported by the ongoing rise
that are expected to adopt a single cuiin equity prices and the continued
rency on January 1 of next year confow level of long-term interest rates,
verged toward the relatively low levelsappear to have maintained considerable
of German and French rates, with Italiammomentum this year. The sizable
rates declining more than 100 basisdvance in capital spending and the
points over the year. resulting additions to the capital stock
Equity prices in the foreign G-10 should help bolster labor productivity—
countries other than Japan moved ughe key to rising living standards.
significantly in 1997. Despite some Yet the news this year has not been
volatility in these markets, particularly uniformly good. The turmoil that
in the fourth quarter following severeerupted in some Asian countries last
equity price declines in many Asianyear has generated major concerns about
markets, increases in equity pricethe outlook for those economies and the
indexes over 1997 ranged from 17 perrepercussions for other nations, includ-
cent in the United Kingdom to almosting the United States. Several Asian
60 percent in Italy. In contrast, equitycountries have had sharp contractions
prices fell 20 percent in Japan. To datén economic activity, and others have
this year, equity prices in the industrialexperienced distinctly subpar growth.
countries generally have risen. Heightened uneasiness among interna-
The price of gold declined more thantional investors has induced portfolio
20 percent in 1997 and fell further inshifts away from Asia and, to some
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extent, from other emerging markethalf of 1998 than they did in 1997, but
economies. transitory factors—the drop in oil prices,

These difficulties have created considthe run-up in the dollar, and weak eco-
erable uncertainty and risk for the U.Snomic activity in Asia—exerted consid-
economy, but they have also helpecarable downward pressure on domestic
to contain potential inflationary pres-prices. These factors will not persist
sures in the near term by reducingndefinitely. Meanwhile, the pool of
import prices and restraining aggregaténdividuals interested in working but
demand. In particular, the substantialvho are not already employed has
rise in the foreign exchange value of thecontinued to shrink. The extraordinary
dollar has boosted our real importsightness in labor markets has generated
and—together with the slower growth ina rising trend of increases in wages and
Asia—depressed our real exports. At theelated costs, although faster produc-
same time, the run-up in the dollar andivity growth has damped the effect on
slack economic conditions in Asia havebusiness costs so far.
helped produce a sharp drop in the dol- In conducting monetary policy in the
lar prices of oil and other commoditiesfirst half of 1998, the Federal Open Mar-
and have pushed down other imporket Committee (FOMC) closely scruti-
prices. Shifts in preferences towardhized incoming information for signs
dollar-denominated assets in combinathat the strength of the economy and the
tion with downward revisions to fore- taut labor market were likely to boost
casts of inflation and demand havenflation and threaten the durability of
helped to reduce our interest rates; théhe expansion. However, despite slightly
lower interest rates have boosted houséarger increases in the consumer price
hold and business spending, offsetting amdex (CPI) in some months, inflation
portion of the damping of demand fromremained moderate on the whole. More-
the foreign sector. over, the FOMC expected that aggre-

The Asian crisis is likely to continue gate demand would slow appreciably
to restrain U.S. economic activity inbecause of a rising trade deficit and
coming quarters. The size of the effect considerable slackening in domestic
will depend in large part on how quickly spending. Although the Committee was
the authorities in the Asian nations caracutely aware of the uncertainties in the
put their troubled financial systems oneconomic outlook, it believed that the
a sounder footing and carry out othedeceleration in demand—and the asso-
essential economic reforms. Deteriorateiated modest easing of pressures on
ing conditions in many countries duringresources—could well be sufficient to
the past few months created added presimit any deterioration in underlying
sures for reform, and they underscoregrice performance. On balance, the
the depth and scope of the problems th&OMC chose to keep the intended fed-
must be addressed. eral funds rate at% percent.

Despite the pronounced weakening of
our trade balance, the already tight U.S.
labor market has come under furthenjonetary Policy, Financial

strain this year owing to robust growth\parkets, and the Economy

of domestic demand. As a result, thegyer the First Half of 1998
outlook for inflation has taken on a

greater degree of risk. Consumer price®utput grew rapidly in the first quarter,
actually rose a bit less rapidly in the firstwith real gross domestic product (GDP)
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estimated to have riseriopercent at an news on corporate profits. Households
annual rate. Business fixed investmenand firms borrowed at a vigorous pace
soared after a weak fourth quarter, anth the first quarter, and growth in the
consumption and housing expendituredebt of domestic nonfinancial sectors
expanded at a strong clip. In additionpicked up from the fourth quarter of
contrary to the expectations of manyl997, as did the growth of the monetary
forecasters, inventory investment roseggregates.
substantially from its already hefty At their March meeting, the members
fourth-quarter pace, with the rise con-of the FOMC confronted unusual cross-
tributing more than ¥ percentage currents in the economic outlook. On
points to overall GDP growth. At the the price side, the FOMC noted that,
same time, the cumulative effect of thealthough the incoming data were quite
appreciation of the dollar and the fastefavorable, transitory factors were pos-
growth of demand here than abroadibly masking underlying tendencies
resulted in a sharp drop in real netoward higher inflation. Moreover, the
exports, with both rapid import growth available data on household and busi-
and the first quarterly drop in exportsness spending confirmed the impressive
in four years. Employment continuedstrength of domestic demand and high-
to advance briskly, and the unemploydighted the possibility that developments
ment rate held steady at¥4 percent. in the external sector might not provide
Hourly compensation accelerated somesufficient offset in coming quarters to
what when measured on a year-overavoid a buildup of inflation pressures.
year basis, but impressive productivityAt the same time, the FOMC noted the
growth once again helped to restrairsubstantial uncertainty surrounding the
the increase in unit labor costs. The CPprospects for the Asian economies. Bal-
rose only%s percent at an annual rateancing these considerations, the FOMC
over the first three months of the year, akept its policy stance unchanged but
a sharp drop in energy prices offset pricaoted that recent information had altered
increases elsewhere. the inflation risks enough to make tight-
Falling long-term interest rates andening more likely than easing in the
rising equity prices over the previousperiod ahead.
year provided substantial impetus to The second quarter brought both a
household and business spending imarked further deterioration in the out-
the first quarter. Interest rates droppetbok for Asia and some indications that
sharply further in early January, andthe U.S. economy might be cooling. In
although they moved up a little over theAsia, evidence of steep output declines
remainder of the quarter, nominal yieldsn several countries was combined with
on long-term Treasury securities weranounting concern that economic and
among the lowest in decades. Interedinancial problems in Japan were not
rates continued to benefit from the im-ikely to be resolved as quickly as many
provement in the federal budget and thebservers had hoped or expected. One
prospect of reduced federal borrowingesult was a further rise in the exchange
in the future; rates were also restrainedalue of the dollar and a decline in
to a significant extent by the effects oflong-term U.S. interest rates. Increasing
the Asian crisis. Equity prices increasednvestor concern about emerging market
sharply in the first quarter, extendingeconomies raised risk spreads on exter-
their remarkable gains of the previousal debts in Asia, Russia, and Latin
three years in spite of disappointingAmerica.
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The higher value of the dollar and thepositive financial conditions, had raised
depressed income in many Asian counkabor market pressures to a point that
tries continued to take their toll on U.S.might precipitate an upturn in inflation
exports and to boost imports in the secever time. Yet the FOMC believed that
ond quarter. In addition, a marked slackthe growth of economic activity would
ening in the pace of inventory accumulaslow. It also judged that the risk of
tion, which was amplified by the effectssignificant further deterioration in Asia,
of a strike in the motor vehicle industry,which could disrupt global financial
was reflected in a sharp slowing inmarkets and impair economic activity in
domestic demand. Nonetheless, the utilthe United States, was rising somewhat.
zation of labor resources remained very
high: In the second quarter, the unems- : o
ployment rate averaged a bit less tha&?ofggrg'%r? (;Oi%%téons
4Y> percent, its lowest quarterly reading
in nearly thirty years. The twelve-monthThe members of the Board of Governors
change in average hourly earnings indiand the Federal Reserve Bank presi-
cated that wages were rising somewhaltents, all of whom participate in the
more rapidly than they had a yeardeliberations of the FOMC, expect eco-
earlier. And the CPI rose faster in thenomic activity to expand moderately, on
second quarter than in the first, mainlyaverage, over the next year and a half.
reflecting a smaller drop in energyFor 1998 as a whole, the central ten-
prices. dency of their forecasts for real GDP

Financial conditions in the secondgrowth spans a range of 3 percent to
quarter and into July remained support3¥s percent. For 1999, these forecasts
ive of domestic spending. Yields on pri-center on a range of 2 percent teeder-
vate securities declined, although lessent. The civilian unemployment rate,
than Treasury yields, as quality spreadwhich averaged a bit less thaf4per-
widened a bit. Equity prices rose fur-cent in the second quarter of 1998, is
ther in early April before falling back expected to stay near this level through
over the next two months in responsehe end of this year and to edge higher
to renewed earnings disappointmentsn 1999. With labor markets remaining
Prices then rebounded substantiallytight and some of the special factors that
with most major indexes hitting recordhelped restrain inflation in the first half
highs in July. The growth of money andof 1998 unlikely to be repeated, inflation
credit slowed a little on balance fromis anticipated to run somewhat higher in
the first-quarter pace but remained buoythe second half of 1998 and in 1999.
ant. Banks and other lenders continued The economy is entering the second
to compete vigorously, extending credithalf of 1998 with considerable strength
on generally favorable terms as theyn household spending and business
responded in part to the sustainedixed investment. Consumers are enjoy-
healthy financial condition of most busi-ing expanding job opportunities, rising
nesses and households. real incomes, and high levels of wealth,

The FOMC left the intended federalall of which are providing them with the
funds rate unchanged at its May anaonfidence and wherewithal to spend.
June—-July meetings. At the May meetThese factors, in conjunction with low
ing, the FOMC reiterated its earlier con-mortgage interest rates, are also bolster-
cern that the robust expansion of domesng housing demand. Business fixed
tic final demand, supported by veryinvestment appears robust as well:
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Financial conditions remain conduciveequipment have reached such high lev-
to capital spending, and firms no doubels that gains from here are expected to
are continuing to seek out opportunitiede more moderate.
for productivity gains in an environment  With the plunge in energy prices in
of rapid technological change, fallingearly 1998 unlikely to be repeated, most
prices for high-tech equipment, and tighFOMC participants expect the CPI for
labor markets. all urban consumers to rise more rapidly
Nonetheless, a number of factors ar@n the second half of 1998 than it did in
expected to exert some restraint on théhe first half, resulting in an increase in
expansion of activity in the quartersthe CPI of B4 percent to 2 percent
ahead. The demand for U.S. exports wilfor 1998 as a whole. The pickup in the
continue to be depressed for a whilesecond half should be limited, however,
by weak activity abroad, on averagepy further decreases in non-oil import
and by the strong dollar, which will also prices, ample domestic manufacturing
likely continue to boost imports. The capacity, and low expected inflation.
effects of these external sector develLooking ahead to next year, the central
opments on employment and incoméendency is for an increase in the CPI of
growth have yet to materialize fully. In 2 percent to 2z percent. Absent a fur-
addition, although financial conditionsther rise in the dollar, the fall in non-oil
are generally expected to be supportivamport prices should have run its course.
real outlays on housing and businesMoreover, even with the expected edg-

Economic Projections for 1998 and 1999

Percent

Federal Reserve governors
and Reserve Bank presidents

Indicator Administration

Central
tendency

Range

1998

Change, fourth quarter
to fourth quartef

Nominal GDP ... . 4-5 4/>-5 4.2

RealGDP.... ... - Y2-3Ya 3-3a 2.4

Consumer price iNndeX............c..covoun.. . W—2Ya 1342 1.6

Average level

in the fourth quarter

Civilian unemploymentrate................ YAy AYs—4Y> 4.8
1999

Change, fourth quarter

to fourth quartef

Nominal GDP ......................... ... . 4 4Ys-5 4.1

RealGDP.... ..ot - 2-3 262 2.0

Consumer price iNdeX............c..covoun.. . -3 2-2/> 2.1

Average level

in the fourth quarter

Civilian unemploymentrate................ Ha—4%a AY>—4Ya 5.0

1. Change from average for fourth quarter of previous 2. All urban consumers.
year to average for fourth quarter of year indicated.
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ing higher of the unemployment ratethe domestic nonfinancial sectors. The
next year, the labor market will remainFOMC set these same ranges for 1999
tight, suggesting potential ongoing presen a provisional basis.
sures on available resources that would Once again, the FOMC chose the
tend to raise inflation a bit. The FOMCgrowth ranges for the monetary aggre-
will remain alert to the possibility of gates as benchmarks for growth under
underlying imbalances in the economyconditions of price stability and his-
that could generate a persisting pickuporical velocity behavior. For several
in inflation, which would threaten the decades before 1990, the velocities of
economic expansion. M2 and M3 (defined as the ratios of
As noted in past monetary policynominal GDP to the aggregates) be-
reports, the Bureau of Labor Statistics idaved in a fairly consistent way over
in the process of implementing a serieperiods of a year or more. M2 velocity
of technical adjustments to make theshowed little trend but varied positively
CPI a more accurate measure of prickcom year to year with changes in a
change. These adjustments and the regraditional measure of M2 opportunity
ular updating of the market basket areost, defined as the interest forgone by
estimated to have trimmed CPI inflationholding M2 assets rather than short-term
somewhat over 1995-98, and a signifimarket instruments such as Treasury
cant further adjustment is scheduled fobills. M3 velocity moved down a bit
1999. All told, the published figures for over time, as depository credit and the
CPI inflation in 1999 are expected toassociated elements in M3 tended to
be more thariz percentage point lower grow a shade faster than GDP. In the
than they would have been had thesarly 1990s, these patterns of M2 and
Bureau retained the methods and formuM3 behavior were disrupted, and the
las in place in 1994. In any event, thevelocities of both aggregates climbed
FOMC will continue to monitor a vari- well above the levels that were pre-
ety of price measures besides the CPI aticted by past relationships. However,
it attempts to gauge progress toward theince 1994 the velocities of M2 and M3
long-run goal of price stability. have again moved roughly in accord
Federal Reserve officials projectwith their pre-1990 experience, although
somewhat faster growth in real GDPtheir levels remain elevated.
and slightly higher inflation in 1998 than The recent return to historical pat-
does the Administration. The Adminis-terns does not imply that velocity will
tration’s projections for the growth in be fully predictable or even that all
real GDP and inflation in 1999 are
around the lower end of the FOMC par-Ranges for Growth of Monetary

ticipants’ central tendencies. and Debt Aggregates

Percent
Money and Debt Ranges Provisional
for 1998 and 1999 Aggregate | 1997 1998 Jor

At its most recent meeting, the FOMC
reaffirmed the ranges for 1998 growth o%% ---------

money and debt that it had establishedett........
in February: 1 percent to 5 percent for o on . R o o

OTE. ange Irom average for four quarter o
M2' 2 percent to 6 percent for M3' and receding year to average for fourth quarter of year

3 percent to 7 percent for the debt Oindicated.

WN -
~No g
WN -
~No g
WN -
~No g
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movements in velocity can be com-in velocity. Absent unusual changes in
pletely explained in retrospect. Somevelocity in 1999, policymakers’ expecta-
shifts in velocity arise from householdtions of nominal GDP growth imply that
and business decisions to adjust thei2 and M3 will be in the upper ends of
portfolios for reasons that are not captheir price-stability growth ranges next
tured by simple measures of opportunityear. The debt of the domestic nonfinan-
cost. Some shifts in velocity arise fromcial sectors is expected to remain near
decisions of depository institutions tothe middle of its range this year and in
create more or less credit or to fundl999.

credit creation in different ways. All In light of the apparent return of
these decisions are shaped by the rapictlocity changes to their pre-1990
pace of innovation in financial insti- behavior, some FOMC members have
tutions and instruments. Between 1994een giving the aggregates greater
and early 1997, M2 velocity drifted weight in assessing overall financial
somewhat higher, probably owing toconditions and the thrust of monetary
some reallocation of household savingpolicy. However, velocity remains
into bond and equity markets. But M2somewhat unpredictable, and all FOMC
velocity has declined over the past yeamembers monitor a wide variety of other
despite little change in its traditionally financial and economic indicators to
defined opportunity cost. One explanainform their policy deliberations. The
tion may be that the flatter yield curveFOMC decided that the money and debt
has reduced the return on longer-termnanges are best used to emphasize its
investments relative to the bank depositsommitment to achieving price stability,
and money market mutual funds inso it again set the ranges as benchmarks
M2. Another part of the story may befor growth under price stability and his-
the booming stock market, which hagorical velocity behavior.

reduced the share of households’ finan-

cial assets represented by moneta%Conomic and Einancial

assets and may have encouraged hou evelopments in 1998

holds to rebalance their portfolios by
increasing their M2 holdings. M3 veloc- The U.S. economy continued to perform
ity has dropped more sharply over thavell in the first half of the year. The
past year, with strong growth in largeeconomic difficulties in Asia and the
time deposits and in institutional moneystrong dollar reduced the demand for
funds that are increasingly used by busieur exports and intensified the pressures
nesses for cash management. on domestic producers from foreign
If the velocities of M2 and M3 follow competition. But these effects were
their average historical patterns oveputweighed by robust domestic final
the remainder of 1998 and the growthdemand, owing in part to supportive
of nominal GDP matches the expectafinancial conditions, including a higher
tions of Federal Reserve policymakersstock market, ample availability of
these aggregates will finish this yearcredit, and long-term interest rates that
above the upper ends of their respedn nominal terms were among the lowest
tive ranges. Part of this relatively rapidin many years. Sharp swings in inven-
money growth reflects nominal GDPtory investment were mirrored in con-
growth in excess of that consistent withsiderable unevenness in the growth of
price stability and sustainable growth ofreal GDP, which appears to have slowed
real output; the rest represents a declinmarkedly in the second quarter after
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having soared to nearly¥s percent at sonal computers and other home elec-
an annual rate in the first quarter. Nonetronic equipment. In addition, purchases
theless, over the first half as a whole, thef motor vehicles were sustained by a
rise in real output was large enough tacombination of solid fundamentals and
support sizable gains in employment anattractive pricing. Indeed, since 1994,
to push the unemployment rate down tsales of light vehicles have been run-
the range of 4 percent to 4 percent, ning at a brisk pace of 15 million units
the lowest in decades. (annual rate), and in the second quarter,
The further tightening of labor mar- a round of very attractive manufactur-
kets in recent quarters has been reflectezts’ incentives helped lift sales to a pace
in a more discernible uptilt to the trendof 16 million units.
in hourly compensation. But price Spending on services also remained
inflation remained subdued in the firstrobust in the first half of the year, with
half of the year, held down in part by ashort-run variations reflecting in part the
sharp decline in energy prices and loweeffects of weather on household energy
prices for non-oil imports. Intense com-use; outlays on personal business ser-
petition in product markets, ample plantvices, including those related to finan-
capacity, ongoing productivity gains,cial transactions, and on recreation
and damped inflation expectations alsgervices continued to exhibit remark-
helped to restrain inflation pressures irable strength. In addition, real outlays
the face of tight labor markets. for nondurable goods, which rose
only moderately last year, grew about
6%2 percent at an annual rate in the first
quarter, and they appear to have posted
another sizable increase in the second
quarter.
The factors that fueled the sizable Real disposable income—that is,
increase in household expenditures imafter-tax income adjusted for inflation—
1997 continued to spur spending in theemained on a strong uptrend in early
first half of 1998: Growth in employ- 1998: It rose about 4 percent at an
ment and real disposable income reannual rate between the fourth quarter
mained very strong, and households if 1997 and May 1998. This increase in
the aggregate enjoyed significant furthepart reflected a sharp rise in aggregate
gains in net worth. Reflecting thesewages and salaries, which were boosted
developments, sentiment indexes sugy sizable gains in both employment
gest that consumers continued to feednd real wage rates; dividends and
extraordinarily upbeat about the currennonfarm proprietors’ incomes also rose
and prospective condition of the econappreciably. However, growth in after-
omy and their own financial situations. tax income (as measured in the national
In total, real consumer outlays rose aincome and product accounts) was
an annual rate of 6 percent in the firstestrained by large increases in personal
quarter, and the available data poinincome tax payments—Ilikely owing
to another large increase in the seconith part to taxes paid on realized capital
quarter. Increases in spending wer@ains; capital gains—whether realized
broad-based, but outlays for durabler not—are not included in measured
goods were especially strong. Decliningncome. Reflecting the movements in
prices and ongoing product innovationspending and measured income, the per-
continued to stimulate demand for personal saving rate fell from an already

The Household Sector

Consumer Spending
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low level of about 4 percent in 1997 topurchases. Also, stock market gains

3Y2 percent during the first five monthshave probably boosted demand among
of 1998. higher-income groups, especially in the

trade-up and second-home segments of
the market.

After having surged in the fourth
Housing activity continued to strengthenquarter of 1997, multifamily starts
in the first half of 1998, especially in thesettled back to about 325,000 units
single-family sector, where starts ros€annual rate) over the first five months
noticeably and sales of both new andaf 1998, a pace only slightly below that
existing homes soared. Indeed, the averecorded over 1997 as a whole. Support
age level of single-family starts over thefor multifamily construction continued
first five months of the year—% mil- to come from the overall strength of the
lion units at an annual rate—was 9 pereconomy, which undoubtedly has stimu-
cent above the pace for 1997 as a wholdated more individuals to form house-
Moreover, surveys by the Nationalholds, as well as from low interest rates
Association of Homebuilders suggesteé@nd an ample supply of financing. In
that housing demand remained vigorouaddition, real rents picked up over the
at midyear, and the Mortgage Bankerpast year, and the apartment vacancy
Association reported that loan applicarate appears to be edging down.
tions for home purchases have been
around all-time highs of late. .

The strong demand for homes hayousehold Finance
contributed to some firming of houseHousehold net worth rose sharply in
prices, which are now rising in thethe first quarter, pushing the wealth-to-
neighborhood of 3 percent to 5 percenincome ratio to another record high.
per year, according to measures thaAlthough the flow of new personal
control for shifts in the regional compo-saving was quite small, the revaluation
sition of sales and attempt to minimizeof existing assets added considerably to
the effects of changes in the mix of thewealth, with much of these capital gains
structural features of houses sold. Iraccumulated on equities held either
nominal terms, these increases are wetlirectly or indirectly through mutual
within the range of recent years; howfunds and retirement accounts. Of
ever, in real terms, they are among theourse, these gains have been distrib-
largest since the mid-1980s—a developdted quite unevenly: The 1995 Survey
ment that should reinforce the investof Consumer Finances reported that
ment motive for homeownership. Of41 percent of U.S. families own equities
course, rising house prices may maké some form, but that families with
purchasing homes more difficult forhigher wealth own a much larger share
some families. But, with income growth of total equities.
strong and mortgage rates around 7 per- In the first quarter of this year, the
cent (thirty-year conventional fixed-raterun-up in wealth, together with low
loans), homeownership is as affordablénterest rates and high levels of confi-
as it has been at any time in the pastience about future economic conditions,
thirty years. Moreover, innovative supported robust household spending
programs that relax the standards foand borrowing. The expansion of house-
mortgage qualification are helpinghold debt, at an annual rate o¥47per-
low-income families to finance homecent, was above last year's pace and

Residential Investment
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once again outstripped growth in disposamong households appears to have
able income. The consumer credit comstabilized after several years of dete-
ponent of household debt grew2per- rioration. In the aggregate, estimated
cent at an annual rate in the first quarterequired payments of loan principal and
a pace roughly double that for theinterest have held about steady relative
fourth quarter of last year but near theo disposable personal income—albeit
1997 average. Preliminary data for Aprilat a high level—since 1996. Over this
and May point to a somewhat smallemperiod, the effect on debt burdens of
advance in the second quarter. faster growth of debt than income has
Mortgage debt increased/8percent been roughly offset by declining interest
at an annual rate in the first quarter, theates and the associated refinancing of
same as its fourth-quarter advance ankigher interest-rate debt, as well as by a
a little above its 1997 growth rate.shift toward mortgage debt (which has a
Fixed-rate mortgage interest rates wernger repayment period). Various mea-
15 basis points lower in the first quartersures of delinquency rates on consumer
than three months earlier and 75 basikans leveled off or declined in 1997,
points lower than a year earlier, whichand delinquency rates on mortgages
encouraged both new home purchasdsave been at very low levels for sev-
and a surge of refinancing of existingeral years. Personal bankruptcy filings
mortgages. Within total gross mortgageeached a new record high in the first
borrowing, the flattening of the yield quarter of 1998, but this represented
curve made adjustable-rate mortgagesnly 6 percent more filings than four
less attractive relative to fixed-rate mort-quarters earlier, which is the smallest
gages, and their share of originationsuch change in three years.
reached the lowest point in recent years. These developments have apparently
Net borrowing can be boosted by refisuggested to banks that they have suffi-
nancings if households “cash out” someciently tightened terms and standards
housing equity, but the magnitude ofon consumer loans. In the Federal
this effect is unclear. In any event, con-Reserve’s May Senior Loan Officer
tinued expansion of bank real estat®©pinion Survey on Bank Lending Prac-
lending and a high level of mortgagetices, relatively few banks, on net,
applications for home purchases suggeséported tightening standards on credit
a further solid gain in mortgage debt incard or other consumer loans. Little
the second quarter. Home equity credithange was reported in the terms of
at banks increased only 2 percent at aconsumer loans.
annual rate from the fourth quarter of
1997 through June 1998 after having
posted a 1% percent gain last year; thisThe Business Sector
slowdown may reflect a diminished sub-
stitution c_)f mortgage debt fo_r CONSUMEIjy o Investment
debt or simply the increase in mortgage
refinancings, which allowed householddReal business fixed investment appears
to pay down more expensive homeo have posted another hefty gain over
equity debt or to convert housing equitythe first half of 1998 as spending con-
into cash in a more advantageousinued to be boosted by positive sales
manner. expectations in many industries; favor-
Despite the further buildup of house-able financial conditions; and a per-
hold indebtedness, financial stresgeived opportunity, if not a necessity,
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for firms to install new technology in In total, real outlays on nonresidential
order to remain competitive. The excep<€onstruction flattened out in 1997 after
tional growth of investment since thefour years of gains, and they remained
early 1990s has been facilitated in parsluggish in early 1998. Construction of
by the increase in national saving associpffice buildings remained robust in the
ated with the elimination of the federalfirst half of this year, after having risen
budget deficit. It has resulted in consid-at double-digit rates in 1996 and 1997,
erable modernization and expansion o&nd outlays for institutional buildings
the nation’s capital stock, which havecontinued to trend up. However, expen-
been important in the improved per-ditures for other types of structures were
formance of labor productivity over thelackluster. Nonetheless, the economic
past few years and which should confundamentals for the sector as a whole
tinue to lift productivity in the future. remain quite favorable: Vacancy rates
Moreover, rapid investment in the man-or office and retail space have contin-
ufacturing sector in recent years hasied to fall; real estate prices, though still
resulted in large additions to productivewell below the levels of the mid-1980s
capacity, which have helped keep facin real terms, have risen appreciably in
tory operating rates from rising muchrecent quarters; and funding for new
above average historical levels in therojects remains abundant.
face of appreciable increases in output.

Rgal outlays for producers .durablelnventory Investment
equipment, which have been rising more
than 10 percent per year, on averagd,he pace of stockbuilding by nonfarm
since the early 1990s, moved sharplypusinesses picked up markedly in 1997
higher in the first half of 1998. All and is estimated to have approached
major categories of equipment spending100 billion (annual rate) in the first
recorded sizable gains in the first quarquarter of 1998—equal to an annual rate
ter; but, as has been true throughout thicrease of 8 percent in the level of
expansion, outlays for computers rosénventories and accounting for more
especially rapidly. Real computer out-than % percentage points of that quar-
lays received particular impetus in earlyter’'s growth in real GDP. The first-
1998 from extensive price-cutting. Pur-quarter accumulation was heavy almost
chases of communications equipmenacross the board. Among other things,
have also soared in recent quarters; thie included a large increase in stocks
rise reflects intense pressures to addf petroleum as the unusually warm
capacity to accommodate the growtlweather reduced demand for refined
of networking; the rapid pace of tech-products and low prices provided an
nological advance, especially in wire-incentive for refiners and distributors to
less communications; and regulatoryaccumulate stocks. However, overall
changes. As for the second quarter, datales were also very strong, and with
on shipments, coupled with anothemnly a few exceptions—notably, semi-
steep decline in computer prices, pointonductors, chemicals, and textiles—
to a further substantial increase instocks did not seem out of line with
real computer outlays. Spending orsales. In any event, fragmentary data
motor vehicles apparently continued tdor the second quarter point to a con-
advance as well while demand for othesiderable slowing in inventory invest-
types of capital equipment appears tanent that is especially evident in the
have remained brisk. motor vehicle sector, where stocks were
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depleted by the combination of strong Nonfinancial businesses realized
sales and General Motors productiorannualized economic profit growth of
shortfalls. In addition, petroleum stocksonly 1¥a percent in the first quarter.
appear to have grown less rapidly thaBecause capital expenditures (including
they did in the first quarter, and stock-inventory investment) grew much faster,
building elsewhere slowed sharply inthe financing gap—the excess of capital
April and May. expenditures over retained earnings—
widened. As a result, these businesses
used less of their cash flow to retire
outstanding equity and continued to bor-
row at the rapid pace of the fourth quar-
Businesses have financed a good part ¢ér of 1997, with debt expanding at
their investment this year through con-an annual rate of 9 percent in the first
tinued strong cash flow, but they haveguarter of 1998. Outstanding amounts of
also increased their reliance on financiaboth bonds and commercial paper rose
markets. Economic profits (book profitsespecially sharply. The decline in long-
after inventory valuation and capitalterm interest rates around vyear-end
consumption adjustments) have run agéncouraged companies to lock in those
12 percent of national income over theyields, and gross bond issuance reached
past year, well above the 1980s peak dh record high in the first quarter of 1998.
roughly 9 percent. However, the strengttBorrowing by nonfinancial businesses
in profits has resulted partly from theincreased at a slightly slower but still
low level of net interest payments, leav+apid clip in the second quarter, with
ing total capital income at roughly thelittle change in outstanding commercial
same share of national income as at thgaper but very strong net bond issuance
1980s peak. Overall, a major portion ofand some rebound in bank loans.
the increase in profits between the 1980s Despite persistent high borrowing,
and the 1990s represents a realignmemiternal funding for businesses re-
of returns from debt-holders to equity-mained readily available on favorable
holders. terms. The spreads between yields on
Although their level remains high, theinvestment-grade bonds and yields on
growth of profits has slowed: EconomicTreasury bonds widened a little from
profits rose 4. percent at an annuallow levels, with investors favoring Trea-
rate in the first quarter, compared withsury securities over corporate securities
9%- percent between the fourth quarteas a haven from Asian turmoil and, per-
of 1996 and the fourth quarter of 1997 haps, with disappointing profits lead-
This slowdown may have resulteding to some minor reassessment of the
from various causes, including risingunderlying risk of private obligations.
employee compensation and the Asiafmhe spreads on high-yield bonds also
financial crisis. Quantifying the effect of increased, in part because of heavy issu-
the Asian turmoil is difficult: Although ance of these bonds this spring, but they
only a small share of the profits of U.S.remain narrow by historical standards.
companies is earned in the directlyin the Federal Reserve’s May survey on
affected Asian countries, the crisis hakank lending practices, banks reported
reduced the prices of U.S. imports andhegligible change in business loan stan-
thereby put downward pressure ordards; moreover, yield spreads on bank
domestic prices. loans remained low for both large and

Corporate Profits and
Business Finance
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small firms. Surveys by the NationalThe Government Sector
Federation of Independent Business sug-

gest that small firms have been facing-gqeral

little difficulty in obtaining credit.

The ready availability of credit has The incoming news on the federal bud-
stemmed importantly from the healthyget continues to be very positive. Over
financial condition of many businessesthe twelve months ending in May 1998,
which have enjoyed an extended periothe unified budget registered a surplus
of economic expansion and robust profef $60 billion, compared with a deficit
its. The aggregate debt-service burdeaof $65 billion during the twelve months
for nonfinancial corporations, measureeénding in May 1997. Soaring receipts
as the ratio of net interest paymentgontinued to be the main force driving
to cash flow, dropped substantiallythe improvement in the budget, but sub-
between 1990 and 1996 and remaindued growth in outlays also played a
modest, despite edging up in the firskey role. If the latest projections from
quarter of this year. In addition, mostthe Office of Management and Budget
measures of financial distress havéOMB) and the Congressional Budget
shown favorable readings. The delin-Office (CBO) are realized, the unified
quency rate on commercial and indusbudget for fiscal year 1998 as a whole
trial bank loans has stayed very lowwill show a surplus of roughly $40 bil-
since 1995, preserving the dramatidion to $65 billion.
decline that occurred in the first half of With the federal budget having
the decade. After moving up a little shifted into surplus, the federal govern-
in 1996 and 1997, business failuresnent is now augmenting, rather than
decreased in the first five months ofdrawing on, the pool of national saving.
1998; the liabilities of failed businessedn fact, the improvement in the govern-
as a share of total liabilities was lessment’s budget position over the past
than one-quarter the value reached iseveral years has been large enough
the early 1990s. At the same timeto generate a considerable rise in gross
Moody’s upgraded significantly more domestic saving despite a decline in the
debt than it downgraded, and the rate oprivate saving rate; all told, gross saving
junk bond defaults stayed close to ity households, businesses, and govern-
low 1997 level. ments increased from about %4per-

Net equity issuance was less negativeent of gross national product in the
in the first quarter of this year thanearly 1990s, when federal saving was at
in the fourth quarter of last year, buta cyclical low, to more than 17 percent
nonfinancial corporations still retired,of GNP in recent quarters. This increase
on net, about $100 billion of equity atin domestic saving, along with increased
an annual rate. The wave of mergeborrowing from abroad, has financed
announcements this spring will likely the surge in domestic investment in this
generate strong share retirements ovexpansion. Moreover, this year's bud-
the remainder of the year. Gross equitgetary surplus will continue to pay bene-
issuance in the first half of 1998 wasfits in future years because it allows the
close to its pace of the past sevgovernment to reduce its outstanding
eral years, although investors seemedebt, which implies smaller future inter-
somewhat cautious about initial publicest payments and, all else equal, makes
offerings. it easier to keep the budget in surplus.
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If, in fact, the budget outcome over the Real federal outlays for consumption
next several years is as favorable as th@nd gross investment, the part of federal
OMB and the CBO now anticipate spending that is counted in GDP, fell
under current policies, the reductionabout 2 percent between the first quar-
in the outstanding debt could beters of 1997 and 1998. The decrease was
substantial. concentrated in real defense spending,
Federal receipts in the twelve monthavhich fell about &4 percent, roughly
ending in May 1998 were 10 percentthe same as over the preceding four
higher than in the same period a yeaquarters; real nondefense spending was
earlier—roughly twice the percentageunchanged, on balance. In the first quar-
increase for nominal GDP over the paster, real federal outlays fell at a 10 per-
year. Individual income tax receipts,cent annual rate; the drop reflected
which have been rising at double-digita plunge in defense spending, which
rates since the mid-1990s, continued tappears to have been reversed in the
do so over the past year as the surge isecond quarter.
capital gains realizations likely persisted With debt held by the public close to
and sizable gains in real income raise®4 trillion, the government will continue
the average tax rates on many housde undertake substantial gross borrow-
holds (the individual income tax struc-ing to redeem maturing securities. The
ture being indexed for inflation but notgovernment will also continue to adjust
for growth in real incomes). In contrastits issuance of short-term debt to accom-
to the ongoing strength in individual modate seasonal swings in receipts and
taxes, corporate tax payments increasespending. The surplus during the first
only moderately over the past year, echohalf of calendar year 1998—hboosted by
ing the deceleration in corporate profitsthe huge inflow of individual income
Federal expenditures in the twelvetax receipts—enabled the Treasury to
months ending in May 1998 were onlyreduce its outstanding debt $57 billion
1%z percent higher in nominal terms tharwhile augmenting its cash balance
during the twelve months ending in$40 billion. The reduction in debt
May 1997, with restraint evident in mostincluded net paydowns of coupon secu-
categories. Outlays for defense wereities and bills.
about unchanged, as were those for Looking ahead to projected surpluses
income security programs. In the lattefor coming years, the Treasury an-
category, outlays for low-income sup-nounced that it will no longer issue
port fell as economic activity remainedthree-year notes and will auction five-
robust, welfare reform capped outlays/ear notes quarterly rather than monthly.
for family assistance, and enrollmentOver the past several years, the Trea-
rates in other programs dropped. In thesury has accommodated the surprising
health area, spending on Medicaidmprovement in federal finances by
picked up somewhat after a period ofsubstantially reducing both bill and
extraordinarily small increases, whereasoupon issuance. The Treasury hopes
growth in spending for Medicare that concentrating future coupon offer-
slowed, in part because of the programings in larger, less-frequent auctions
matic changes that were legislated iwill maintain the liquidity of these secu-
1997. And, with interest rates little rities while still allowing for sufficient
changed and the stock of outstandingssuance of bills to maintain their liquid-
federal debt no longer rising, net interesity as well. These changes are also
payments stabilized. intended to prevent further upcreep in
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the average maturity of the outstanda sizable decline in the first quarter,
ing debt held by private investors,and monthly data suggest that spending
now standing at sixty-five months. Thedropped further in the spring. The weak-
Treasury continues to work on encourness in construction spending over the
aging the market for inflation-indexedpast year has cut across the major cate-
securities, issuing a thirty-year indexedjories of construction and is puzzling in
bond in April to complement the light of the sector's ongoing infrastruc-
existing five-year and ten-year indexedure needs and the good financial shape
notes. of most governments.

State and local governments re-
sponded to the low interest rates during
the first half of the year by borrowing
The fiscal position of state and localat a rapid rate, both to refinance out-
governments in the aggregate has alsstanding debt and to fund new capital
remained quite favorable. Strong growttprojects. Because debt retirements eased
of household income and consumem the first quarter relative to the fourth
spending has continued to lift revenuesquarter of 1997, net issuance increased
despite numerous small tax cuts, angubstantially. Meanwhile, credit quality
governments have continued to hold thef state and local debt continued to
line on expenditures. As a result, themprove, with much more debt upgraded
consolidated current account of the sedhan downgraded in the first half of the
tor, as measured by the surplus (net ofear.
social insurance funds) of receipts over
current expenditures in the national
income and product accounts, heIoEXternal Sector
steady_ln the first quarter at around].rade and the Current Account
$35 billion (annual rate), roughly where
it has been since 1995. State goverrnthe nominal trade deficit on goods and
ments, which have reaped the mairservices widened to $140 billion at an
benefits of rising income taxes, haveannual rate in the first quarter from
fared especially well: Indeed, all of the$114 billion in the fourth quarter of last
forty-seven states whose fiscal yeargear. The current account deficit for the
ended by June 30 appear to havérst quarter reached $189 billion (annual
achieved balance or to have run surrate), 24 percent of GDP, compared
pluses in their general funds budgets inith $155 billion for the year 1997. A
fiscal year 1998. larger deficit on net investment income

Real expenditures for consumptionas well as the widening of the deficit on
and gross investment by states anttade in goods and services contributed
localities have been rising about 2 perio the deterioration in the first quarter of
cent per year, on average, since the earthe current account balance. In April
1990s, and the increase in spending foand May, the trade deficit increased
the first half of 1998 appears to havdurther.
been a bit below that trend. These gov- The quantity of imports of goods and
ernments added jobs over the first halgervices again grew vigorously in the
of the year at about the same rate as thdirst quarter. The annual rate of expan-
did over 1997 as a whole. However, reakion at 17 percent exceeded that for
construction outlays, which have beerl997 and reflected the continued
drifting down since early 1997, postedstrength of U.S. economic activity and

State and Local
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the effects of past dollar appreciationstantial, and net purchases of U.S. gov-
Imports of consumer goods, automotiveernment agency bonds reached a record
products, and machinery were particu$21 billion. In contrast, net sales of U.S.
larly robust. Preliminary data for April Treasury securities by private foreign-
and May suggest that real import growtrers, particularly large net sales booked
remained strong. Non-oil import pricesat a Caribbean financial center, were
fell sharply through the second quarterrecorded in the first quarter. U.S. net
reflecting the rise in the exchange valug@urchases of foreign stocks and bonds
of the dollar over the past year. were modest.

The quantity of exports of goods and Foreign official assets in the United
services declined at an annual rate oBtates increased $10 billion in the first
1 percent in the first quarter, the firstquarter. However, the net increase in the
such absolute drop since the first quartesecond quarter was limited by large
of 1994. The weakness of economidollar sales by Japan.
activity in a number of our trading part-
ners, with absolute declines in sever
economies in Asia, and the strength o
the dollar, which also partly resulted
from the Asian financial crises, largely
account for the abrupt halt in the growthLabor demand remained robust during
of real exports after a 10 percent risaghe first half of 1998. Growth in pay-
last year. Declines were recorded foroll employment averaged 243,000 per
machinery, industrial supplies, and agri-month, only a little less than in 1997 and
cultural products. Exports to the emergwell above the rate consistent with the
ing market economies in Asia, particu-growth in the working-age population.
larly Korea, as well as exports to JaparThe unemployment rate held steady
were down sharply while exports toin the first quarter at % percent but
western Europe and Canada rose modedropped to the range of¥4 percent to
ately. Preliminary data for April and 4% percent in the second quarter.

May suggest that real exports declined The services industry, which accounts
further. for about 30 percent of nonfarm employ-
ment, continued to be the mainstay of
employment growth over the first half of

1998, posting increases of 115,000 per
Foreign direct investment in the Unitedmonth, on average. Within services, hir-
States and U.S. direct investment abroaithg remained brisk at computer and

continued at near record levels in thedata-processing firms and at firms
first quarter of 1998, spurred by strongproviding engineering and managerial
merger and acquisition activity acrossservices, but payrolls at temporary help
national borders. agencies rose much less rapidly than

In the first quarter, the booming U.S.they had over the preceding few years—
stock market continued to attract largeapparently in part reflecting difficulties
foreign interest. Net purchases by priin finding workers, especially for highly
vate foreigners were $29 billion, follow- skilled and technical positions. Sizable
ing record net purchases of $66 billionincreases were also posted at wholesale
in the year 1997. Foreign net purchaseand retail trade establishments and in
of U.S. corporate bonds remained subthe finance, insurance, and real estate

he Labor Market

Employment and Labor Supply

The Capital Account



Monetary Policy Reports, July 81

category. Construction payrolls wereLabor Costs and Productivity
bounced around by unusual winter
weather but, on average, rose a briskirms no doubt are continuing to rely
21,000 per month—about the same as iheavily on targeted pay increases and
1997. incentives like stock options and
In contrast to the robust gains elsebonuses to attract and retain workers.
where, manufacturing firms curbed theiBut the tightness of the labor market
hiring in the first half of 1998 in the face also appears to be exerting some upward
of slower growth in factory output. After pressure on traditional measures of
having risen a torrid B+ percent in hourly compensation, which have exhib-
1997, factory output increased at arited a somewhat more pronounced
annual rate of about/2 percent between uptrend of late. Indeed, the twelve-
the fourth quarter of last year and Maymonth change in the employment cost
1998; the deceleration reflected théndex (ECI) for private industry work-
effects of the Asian crisis as well as aers picked up to % percent in March,
downshift in motor vehicle assembliescompared with 3 percent for the twelve
and the completion of the 1996-97months ending in March 1997 and
ramp-up in aircraft production. In June,2% percent for the twelve months end-
factory output is estimated to have fallering in March 1996. Hourly compensa-
Y2 percent; the GM strike accounted fortion accelerated especially rapidly for
the decline. employees of finance, insurance, and
The labor force participation rate—real estate firms, some of whom re-
which measures the percentage of theeived sizable bonuses and commis-
working-age population that is eithersions. However, the acceleration was
employed or looking for work—trended fairly widespread across industries and
up mildly over the past couple of yearsoccupations and, given the relatively
and stood at 67.1 percent, on averagasmall rise in consumer prices over the
in the first half of 1998, slightly above past year, implies a solid increase in real
the previous cyclical highs achieved inpay for many workers.
late 1989 and early 1990. Participation The acceleration in hourly compensa-
among adult women has picked ugion costs over the past year resulted
noticeably in recent years, after havingnainly from faster growth of wages and
risen only slowly in the first half of salaries, which rose 4 percent over the
the 1990s, and participation amongwelve months ending in March; this
adult men, which had been on a graduahcrease was abodt percentage point
downtrend through mid-decade, appeatarger than the one recorded over the
to have leveled out. In contrast, participreceding twelve months. Separate data
pation rates for teenagers, for whonon average hourly earnings of produc-
school enrollment rates have risen, havéon or nonsupervisory workers also
continued to sag after having droppedghow an ongoing acceleration of wages:
sharply in the early 1990s. Strong laboiThe twelve-month change in this series
demand clearly contributed importantlywas 4.1 percent in Junéz percentage
to the rise in overall participation over point above the reading for the preced-
the past several years, but the expansidng twelve months.
of the earned income tax credit and Benefits costs have generally re-
changes in the welfare system probablynained subdued, with the increase over
provided added stimulus. the year ending in March amounting to
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only about 24 percent. According to the At least in part, the recent strong pro-
ECI, employer payments for healthductivity growth has likely been a cycli-
insurance have picked up moderately ial response to the marked acceleration
recent quarters after having been essenf output. But it is also possible that the
tially flat over the previous couple of high levels of business investment over
years, and indications are that furthethe past several years—and the associ-
increases may be in the offing. Insurersited rise in the amount of capital per
whose profit margins had been squeezeadorker—are translating into a stronger
in recent years by pricing strategiesunderlying productivity trend. In addi-
designed to gain market share reportion, productivity apparently is being
edly are raising premiums, and manyuoyed by the assimilation of new tech-
managed care plans are adding innovarologies into the workplace. In any
tions that, while offering greater flexibil- event, the faster productivity growth
ity and protections to consumers, mayf late is helping to offset the effects
boost costs. Additional upward pressur®f higher hourly compensation on unit
on premiums apparently has come fronlabor costs and prices, thereby allowing
higher spending on prescription drugswages to rise in real terms.
Among other major components of
benefits, rising equity prices have " prices
duced the need for firms to pay into
defined benefit plans, and costs for statBrice inflation remained quiescent in the
unemployment insurance and workersfirst half of this year. After having
compensation have fallen sharply. increased % percent in 1997, the con-
Labor productivity in the nonfarm sumer price index slowed to a crawl in
business sector posted another sizab&arly 1998 as energy prices plummeted,
advance in the first quarter of 1998and it recorded a rise of only about
bringing the increase over the year endi¥z percent at an annual rate over the
ing in the first quarter to an impressivefirst six months of the year. The increase
2 perceng Taking a slightly longer in the CPI excluding food and energy—
perspective, productivity has risen a bithe so-called “core CPI"—picked up to
more than ¥ percent per year, on aver-2%2 percent (annual rate) over the first
age, over the past three years, after hahalf of the year. However, this pickup
ing risen less than 1 percent per year, ofollows some unusually small increases
average, over the first half of the decaden the second half of 1997, and the

- Alternative Measures of Price Change
3. According to the published data, productiv-percent
ity rose 1.1 percent at an annual rate in the first

quarter. However, these data are distorted by 1996:Q1| 1997:Q1
inconsistencies in the measurement of hours asso- Price measure to to
ciated with varying lengths of pay periods across 1997:Q1| 1998:Q1

months. Although the Bureau of Labor Statistics_ .
has already revised the monthly hours and eardé'xed'we'ght, ind 29 15
ings data to account for these inconsistencies; Eyciiding food and energy .. 2.5 >3
it will not update the productivity statistics until

August. All else being equal, adjusting the pro-Chain-type )
ductivity data to reflect the Bureau's revisionsPersg;‘géﬁgi’:ﬁgen;pt'on 26 10
to hours would substantially raise productivity Egxcluding food and energy .. 2.3 14
growth in the first quarter, but it would have little Gross domestic product. .. ... . 2.2 1.4
effect on the change over the four quarters ending

in the first quarter. Note. Changes are based on quarterly averages.
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twelve-month change has held fairly¥z percent rise over 1997 as a whole. In
steady at about2 percent since late the main, the step-up reflected a turn-
last summer. The chain-type price indearound in prices of used cars and trucks,
for personal consumption expendituregnd prices of tobacco products and pre-
on items other than food and energyscription drugs also rose considerably
rose only ¥z percent over the year end-faster than they had in 1997. More gen-
ing in the first quarter of 1998—the erally, prices continued to be restrained
most recent information available; thisby the effect of the strong dollar on
measure typically rises less rapidly thamprices of import-sensitive goods. For
does the core CPI, in part because it isxample, prices of new vehicles fell
less affected by so-called “substitutionslightly over the first half of the year,
bias.” while prices of other import-sensitive
The relatively favorable price perfor- goods—such as apparel and audio-video
mance in the first half of 1998 reflectedequipment—were flat or down. In the
a number of factors that, taken togetheproducer price index, prices of capital
continued to exert enough restraint teequipment were little changed, on bal-
offset the upward pressures from strongnce, over the first half of 1998; they,
aggregate demand and high levels dfoo, were damped by the competitive
labor utilization. One was the drop in oil effects of falling import prices.
prices. In addition, non-oil import prices The CPI for non-energy services
continued to fall, thus further lowering increased 3 percent over the first six
input costs for many domestic industriesnonths of 1998, about the same as last
and limiting the ability of firms facing year's pace. After having fallen some-
foreign competition to raise prices forwhat last year, airfares picked up in
fear of losing sales to producers abroadhe first half of the year, and owner’s
Prices of manufactured goods were alsequivalent rent seems to be rising a bit
held in check by the sizable increasdaster than it did in 1997. In addition,
in domestic industrial capacity in recentincreases in prices of medical services,
years and by developments in Asiawhich had slowed to about 3 percent per
which, among other things, led to a conyear in 1996-97, have been running
siderable softening of commodity pricessomewhat higher so far this year. Price
Moreover, the various surveys of con-changes for most other major categories
sumers and forecasters suggest thaf services were similar to or smaller
inflation expectations stayed low—everthan those recorded in 1997.
declined in some measures. For exam- Energy prices fell sharply in early
ple, according to the Michigan survey,1998, as the price of crude oil came
median one-year inflation expectationsinder severe downward pressure from
dropped a bit further this year, after havweak demand in Asia, a decision by key
ing held fairly steady over 1996 andOPEC producers to increase output, and
1997, and inflation expectations for thea relatively warm winter in the North-
next five to ten years edged down fromern Hemisphere. After having averaged
about 3 percent, on average, in 1996 andbout $20 per barrel in the fourth quar-
1997 to Z4 percent in the second quar-ter of 1997, the spot price of West Texas
ter of 1998. intermediate dropped to a monthly aver-
The CPI for goods other than foodage of $15 per barrel in March, where
and energy rose at an annual rate af more or less remained through the
1 percent over the first six months ofspring. Crude prices dropped sharply in
1998, only a bit above the meagedune following reports of high levels
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of inventories and revised estimates o€ent at an annual rate between the fourth
oil consumption in Asia but have sincequarter of 1997 and May 1998, whereas
firmed in response to an agreement byponfederal debt increased/8percent
major oil producers to restrict supplyannualized over the same period. The
in the months ahead; they now stand ajrowth of nonfederal debt has slowed
$14Y> per barrel. Reflecting the declineonly slightly over the past several
in crude prices, retail energy prices fellmonths.
at an annual rate of 12 percent over the Credit on the books of depository
first half of the year, led by a steep dropnstitutions rose at roughly the same
in gasoline prices. pace as total credit in the first half of the
Developments in the agricultural secyear. Commercial bank credit advanced
tor also helped to restrain overall infla-rapidly in the first quarter and at a more
tion in the first half of this year. Exclud- subdued rate in the second. This slow-
ing the prices of fruits and vegetables—down was especially acute in securities
which tend to be bounced around byholdings, which had surged in both the
short-term swings in the weather—foodfourth quarter of 1997 and the first quar-
prices have been rising a scant 0.1 peter of this year. Responses to the Federal
cent per month, on average, since latReserve’s May survey on bank lending
1997. Although farmers in some regiongractices suggest that the earlier run-up
of the country are experiencing morein securities reflected the efforts of
prolonged weather problems, conditiondanks to boost returns on equity by
in the major crop-producing areas of théncreasing leverage; much of the rise in
Midwest still look relatively favorable, securities holdings was concentrated at
and it appears that aggregate farnbanks that were constrained by recent
production will be sufficient to maintain mergers from using their profits to
ample supplies over the coming yearrepurchase shares. Loan growth also
especially in the context of sluggishslowed in the second quarter, although
export demand. the various loan categories behaved
quite differently: Real estate lending
expanded most slowly in May and June,
whereas business lending rebounded in
those months after having stalled out in
March and April. Outstanding loans at
branches and agencies of foreign banks
The total debt of U.S. households, govdeclined in the second quarter, and
ernments, and nonfinancial businessesurvey responses identified an actual or
increased at an annual rate dfa5per- expected weakening in the capital posi-
cent from the fourth quarter of 1997tion of the parent banks as the primary
through May of this year. Domestic non-impetus for a tightening of loan terms
financial debt now stands a little aboveand standards.
the midpoint of the 3 percent to 7 per- The Report of Condition and Income
cent range established by the FOMC fofthe Call Report) showed that banks’
1998. Debt growth has picked up sinceeturn on equity was about unchanged in
1997, as an acceleration of private credithe first quarter, staying in the elevated
associated with strong domestic demanthnge it has occupied since 1993. Call
and readily available supply has moreReport data also indicated that delin-
than offset reduced federal borrowingguency and charge-off rates on commer-
Indeed, federal debt declined/d per- cial and industrial loans and on real

Credit and the
Monetary Aggregates

Credit and Depository Intermediation
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estate loans remain quite low, whileunder conditions of stable prices and
delinquency and charge-off rates orvelocity behavior in accordance with its
consumer loans have leveled off aftepre-1990 historical experience. In fact,
their previous rise. Indeed, bank profitmominal spending and income have
have benefited importantly in recentgrown more rapidly than is consistent
years from a low level of provision- with price stability and sustainable real
ing for loan losses. Nevertheless, banigrowth, and the velocity of M2 (defined
supervisors have been concerned thats the ratio of nominal GDP to M2) has
intense competition and favorablefallen relative to the behavior predicted
economic conditions might be leadingby the pre-1990 experience.
banks to ease standards excessively. For several decades before 1990, M2
They reminded depositories that credivelocity showed little overall trend but
assessments should take account of tharied positively from year-to-year with
possibility of less positive economicchanges in M2 opportunity cost, which
circumstances in the future. is generally defined as the interest for-
The trend toward consolidation in thegone by holding M2 assets rather than
banking industry continued in the firstshort-term market instruments such as
half of the year. Some of the announcedreasury bills. The relationship was dis-
mergers involve combinations of bankgurbed in the early 1990s by a sharp
and nonbank financial institutions, suchincrease in velocity; however, since
as thrifts and insurance companiesmid-1994, M2 velocity and opportunity
Many of the mergers were designed to
capitalize on the economies of scale anrowth of Money and Debt
diversification of risk in nationwide percent

banking; other mergers were undertaketr _
to expand the range of services offered _ Donngﬁ_s“c
to customers. Although some observers Period ML [ M2 1 M3 financial
are concerned that consolidation might debt
raise banks’ market power, greater, . .

national concentration in banking overioss .......... 43 5763 9l
the past several years has not increased™ =" ‘ : : ‘

i i i 1990 .......... 4.2 4.1 18 6.7
banking concentration in most Iocal1991 __________ 22 41 18 el
markets. 1992 .......... 144 18 6 4.5

1993 .......... 10.6 1.3 1.1 4.9
1994 .......... 25 6 1.7 4.9
The Monetary Aggregates 1995 .......... -16 39 61 54
1996 .......... -4.5 4.6 6.8 5.3
The broad monetary aggregates greweo7 .......... -12 57 88 50
more rapidly in the first half of 1998 qyareny
idi nnual ratep
than they did in _1997, although the pac i 30 80 110 60
of their expansion has slowed notice-™ g2 ... 3 73 96 na
ably in recent months. M2 grew/7per- . .
cent at an annual rate between the fourtipes .......... 9 73 98 58

quarter of last year and June of this year;

i ; i _ 1. From average for fourth quarter of preceding year to
placmg it well above the top ofits 1 per average for fourth quarter of year indicated.
cent to 5 percent growth range. When 2. From average for preceding quarter to average for

the FOMC established this range in Febduarter indicated.
3. From average for fourth quarter of 1997 to average

ruary, it noted that annual ranges I‘epref?)r.]une (May in the case of domestic nonfinancial debt).
sented benchmarks for money growth n.a. Notavailable.
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cost have again been moving roughlyncreased 1% percent at an annual rate
together, though not in lockstep. Indeedpver the first half of the year, following
velocity has declined recently despitean even faster run-up in 1997. Rapid
almost no change in the standard meaxpansion of large time deposits in the
sure of opportunity cost. The dip infirst quarter was driven importantly by
velocity may be partly attributable to thestrong credit growth at depository insti-
flatter yield curve, which has reducedtutions. More recently, gains in this cate-
the return on longer-term investmentggory have diminished as bank credit
relative to M2 assets—bank depositgrowth has slowed. Holdings of insti-
and money market mutual funds. Moneytutional money market mutual funds
demand may also be bolstered by thelimbed more than 20 percent in each of
efforts of households to rebalance theithe past three years, and that strength
portfolios in the face of a booming stockhas mounted in 1998 as businesses’
market. By the end of 1997, householdsinterest in outsourcing their cash
monetary assets had ebbed to the smallhanagement evidently has intensified.
est share of their total financial asset8ecause in-house management often
in many years, and households maynvolves short-term assets that are not
want to reduce the concentration of theiincluded in M3, the shift to mutual funds
assets in relatively risky equities andboosts M3 growth.
increase their holdings of less volatile M1 rose 1 percent at an annual rate
M2 assets. However, in spite of both thebetween the fourth quarter of 1997 and
flatter yield curve and the rebalancingune of this year. Currency expanded
motive, flows into both bond mutual 6%2 percent annualized over that period,
funds and stock mutual funds have beea bit below its increase last year. For-
quite heavy this year. eign demand for U.S. currency appar-
M2 increased Y4 percent at an annual ently weakened substantially in the first
rate in the second quarter, compareflve months of the year, with an espe-
with 8 percent in the first quarter. Acially large decline in shipments to
buildup in household liquid accounts inRussia. Deposits in M1 declined in the
preparation for individual income taxfirst half of the year owing to the contin-
payments substantially boosted moneyed introduction of “sweep” programs.
growth in April; the clearing of these M1 growth has been depressed for sev-
payments depressed May growth by &ral years by the spread of these pro-
roughly equal amount. At an annual rategrams, which sweep balances out of
M2 increased about 6 percent on avertransactions accounts, which are subject
age over April and May and about 5 perto reserve requirements, and into sav-
cent in June, suggesting a larger decelngs accounts, which are not. Depositors
eration than is shown by the quarterlyare unaffected by this arrangement
average figures. because the funds are swept back when
M3 grew %4 percent at an annual rateneeded; banks benefit because they can
between the fourth quarter of last yeareduce their holdings of reserves, which
and June, placing it far above the top okarn no interest. New sweeps of other
its 2 percent to 6 percent growth rangecheckable deposits have slowed sharply,
As with M2, the FOMC chose the but sweeps of demand deposits into
growth range for M3 as a benchmark forsavings deposits—an activity that has
growth under conditions of price stabil-become popular more recently—
ity and historical velocity behavior. The continue to spread. Because many banks
components of M3 not included in M2 have already reduced their required
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reserves to minimal levels, the total flowsupply more closely in line with
of new sweep programs is tapering offdemand. At the same time, banks have
although it remains considerable. borrowed more reserves at the discount

The drop in transactions accounts irwindow and have improved the manage-
the first half of the year caused requirednent of their accounts at Reserve Banks.
reserves to fall 31 percent at an annual Between 1995 and 1997, banks also sig-
rate, a much slower decline than innificantly increased their required clear-
1997. The monetary base grew-Fer- ing balances, which they precommit to
cent over the same period, as the runoffiold and which earn credits that can be
in required reserves was more thampplied to Federal Reserve priced ser-
offset by the increased demand fowices. Like required reserve balances,
currency. required clearing balances are predict-

The substantial decline in requiredable by the Federal Reserve and can be
reserves over the past several years hasbstituted across days within the two-
raised concern that the federal funds rateeek maintenance period. Going for-
might become more volatile. Requiredward, the Federal Reserve’s recent deci-
reserves are fairly predictable and mussion to use lagged reserve accounting
be maintained on only a two-weekrather than contemporaneous reserve
average basis. As a result, the Federalccounting will increase somewhat the
Reserve has generally been able to supredictability of reserve demand by both
ply a quantity of reserves that is close tdanks and the Federal Reserve. Still,
the quantity demanded at the federalurther declines in required reserves
funds rate intended by the FOMC, andnight increase funds-rate volatility.
banks have accommodated many unamdoreover, one-third of the banks re-
ticipated imbalances in reserve supplgponding to the Federal Reserve’s recent
by varying the quantity demandedSenior Financial Officer Survey report
across days. Banks also hold reservihat reserve management is more diffi-
balances to avoid overdrafts after makeult today than in the past. One way to
ing payments to other banks. But thiddiminish these problems would be to
precautionary demand is more variablgay interest on reserve balances, which
and difficult to predict than requirement-would reduce banks’ incentives to mini-
related demand, and it cannot be substimize those balances.
tuted across days. As required reserves
drop, more banks will hold deposits . :
at Rwe Federal Reserve only toIO meeFmanC'aI Markets
these Qay—to—day demands, reduc[ng thﬁ‘lterest Rates
potential for rate-smoothing behavior.

So far, however, the federal fundsYields on intermediate- and long-term
rate has not become noticeably mord@reasury securities moved in a fairly
volatile on a maintenance-period avernarrow band during the first half of
age basis. This outcome has occurretl998, centered a little below the levels
partly because the Federal Reserve hdlat prevailed in the latter part of 1997.
responded to the changing nature oThe thirty-year bond yield touched its
reserve demand by conducting opefowest value since the bond was intro-
market operations on more days thawuced to the regular auction calendar
had been customary and by arrangingn 1977; it was also lower than any
more operations with overnight matu-sustained yield on the twenty-year bond
rity, thereby bringing the daily reserve(the longest maturity Treasury security
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before the issuance of the thirty-yeawield fell more than 1 percentage point,
bond) since 1968. Meanwhile, the averwhereas the inflation-indexed ten-year
age yield on five-year notes in the firstyield increased a bit. Unfortunately,
half of the year was the lowest sincethe relatively recent introduction of
early 1994, inflation-indexed securities and the thin-
Several factors have contributed taness of trading makes interpreting their
the decline in intermediate- and long-yield levels and movements difficult. In
term interest rates over the past yeaparticular, light trading may lead inves-
For one, developments in the U.S. econtors to view these new securities as
omy and overseas reduced expecteoroviding less liquidity than traditional
inflation and, perhaps, uncertainty abouTreasury notes, and investors may value
future inflation. Between the secondiquidity especially highly now in the
quarter of 1997 and the second quartdace of uncertainty about developments
of 1998, the median long-term inflationin Asia.
expectation in the Michigan Survey The yield curve for Treasury securi-
Research Center survey of households$es has recently been flatter than at any
dropped ¥4 percentage point, and thepoint since the beginning of the decade.
average expectation in the Philadelphi&or example, the difference between the
Federal Reserve’'s Survey of Profesten-year-note yield and the three-month-
sional Forecasters fell almo%i percent- bill yield was smaller in the first half of
age point. Over the same period, thd 998 than in any other half-year period
variance of long-term inflation expec-since early 1990. In that earlier episode,
tations in the Michigan survey wasthe yield curve had been flattened by a
halved. This greater consensus of expesharp run-up in short-term interest rates
tations suggests that people may nows the Federal Reserve tried to check an
place less weight on the possibility of aupcreep in inflation. In the current epi-
sharp acceleration in prices; a reductioisode, short rates have held fairly steady,
in perceived inflation risk would tend to while long-term rates have declined sig-
reduce term premiums and thereby cutificantly. Some of the current flathess
long-term interest rates. A damping ofof the term structure probably stems
expected growth in real demand herdrom the apparent reduction in term pre-
and abroad, triggered importantly by themiums noted above. But the flat yield
Asian financial crisis, also has probablycurve may also reflect the expectation
pulled rates lower, as has an apparerhat short-term real interest rates, which
shift in desired portfolios away from have been boosted by the decline in
Asia and, to some extent, from otheiinflation over the past year, will drop in
emerging market economies. Lastlythe future. Supporting that notion, the
diminished borrowing by the federalyield curve for inflation-indexed debt
government has restrained interest ratdsas become inverted this year, as the
by reducing the competition for privatereturn on the five-year indexed note has
domestic saving and for borrowed fundsisen above the return on the ten-year
from abroad. indexed note, which exceeds the return
Assessing the relative importance obn the new thirty-year indexed bond.
some of these factors might be aided, in
principle, by comparing yields on nom-
inal and inflation-indexed Treasury
notes. Between the second quarters dquity markets have remained ebullient
1997 and 1998, the nominal ten-yeathis year. The S&P 500 composite index

Equity Prices
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rose sharply in the first several month®\pril, the agreement between Korean
of 1998; it then fell back a little before banks and their external bank creditors
moving up to a new record in July. Theto stretch out short-term obligations was
NASDAQ composite, NYSE composite,implemented, ending an interval of roll-
and Dow Jones Industrial Averageovers by creditors that was endorsed
followed roughly similar patterns, andby the authorities in countries that had
these indexes now stand about 17 tpledged to support the Korean program.
28 percent above their year-end markdndonesia reached a second revised
Small capitalization stocks have notagreement with the International Mone-
fared so well this year, with the Russelltary Fund (IMF) in April on a reform
2000 index up about a third as much orprogram, which was subsequently
net. derailed by political strife and the resig-
The increase in equity prices com-nation of the president in late May; the
bined with the recent slowdown in earn-change in political regime was followed
ings growth has kept many valuationby calm, and a new agreement was
measures well above their historicakreached with the IMF management in
ranges. The ratio of prices in thelate June and approved by the IMF
S&P 500 to consensus estimates of earf=xecutive Board on July 15.
ings over the coming twelve months After having risen sharply during
reached a new high in April and hasthe final months of 1997 through mid-
retreated only slightly from that point. January of 1998, the exchange value of
At the same time, the real long-termthe dollar in terms of the currencies of
bond yield—measured either by the tenKorea, Indonesia, Thailand, and other
year indexed vyield or by the differenceASEAN countries partly retraced those
between the ten-year nominal Treasurgains during February, March, and
yield and inflation expectations in April. Since then, however, market pres-
the Philadelphia Federal Reserve’'sures have again led to further sharp
survey—is little changed since year-endincreases in the exchange value of
As a result, the forward-earnings yieldthe dollar in terms of the Indonesian
on stocks exceeds the real yield omupiah while the dollar has changed
bonds by one of the smallest amounts ifittle against most of the other Asian
many years. Apparently, investors sharemerging-market currencies. Since the
analysts’ expectations of robust long-end of December, the dollar has
term earnings growth, or they are condeclined, on balance, 24 percent against
tent with a much smaller equity pre-the Korean won and nearly 14 percent
mium than the historical average. against the Thai baht and has risen mod-
erately in terms of the Taiwan dollar and
. increased about 130 percent in terms of
International Developments the Indonesian rupiah.
Events in Asia, including in Japan, have During the first weeks of the year,
continued to dominate developments irthe dollar depreciated in terms of the
global asset markets so far in 1998. Durdapanese yen as improved prospects
ing the first months of the year, manyelsewhere in Asia and market uncer-
financial markets in Asia appeared tdainty regarding potential intervention
stabilize, and progress in implementindy the Japanese monetary authorities
economic and financial reform programdent support to the yen. Indications
was made in most of the countries serithat significant measures for economic
ously affected by the crises. In earlystimulus might be announced also put
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upward pressure on the yen. In Febru- Equity prices in the Asian emerging-
ary, the dollar resumed its appreciatiormarket economies have been volatile so
with respect to the yen. The rise in thefar this year as well. These prices recov-
dollar was only temporarily interruptedered somewhat in the first weeks of
by sizable intervention purchases othe year in response to the market per-
dollars by Japanese authorities in Aprilception that the crisis was easing; after
Upward pressure on the dollar relativehaving fluctuated narrowly, they began
to the yen intensified in late May andmoving back down in March and April,
June. Renewed signs of cyclical weakfeaching new lows in June in Korea,
ness in the Japanese economy and ladiailand, and Hong Kong. On balance,
of market confidence in the announcedhese equity prices have moved down
programs for addressing the chroni@about 25 percent (Singapore and Malay-
problems within the financial sector con-sia) to up about 20 percent (Indonesia)
tributed to pessimism toward the yensince the end of last year. Equity prices
Persistent weakness in the Japane$e Japan also rose early in the year on
economy and the yen, in turn, heightimproved optimism but then gave back
ened concerns about prospects els¢hose gains over time with the release of
where in Asia; the lower yen adverselyindicators suggesting additional weak-
affected the competitiveness of goodsiess in the Japanese economy. Since the
produced in the Asian emerging-markemiddle of June, Japanese equity prices
economies and raised questions aboliave rebounded on the perception that
the sustainability of current exchangesignificant fiscal stimulus is now more
rate policies in China and Hong Kong. likely. On balance, Japanese equity
On June 17, the monetary authoritiegrices are up about 9 percent from their
in the United States and Japan cooplevel at the end of last year. Japanese
erated in foreign exchange interveniong-term interest rates continued
tion purchases of yen for dollars. Thisthrough May on their downward trend
intervention operation was the first bythat began in mid-1997, declining an
U.S. authorities since August 1995. Inadditional 50 basis points during the first
announcing the market interventionfive months. Since then, long-term inter-
Treasury Secretary Rubin cited Japaest rates have retraced more than half of
nese government plans to restore ththat decline, in part in response to the
health of their financial system and toannouncement of the plan for financial
strengthen Japanese domestic demanestructuring and in part in response
He pointed to the stake of Asia and thdo the outcome of the recent election,
international community as a whole inwhich heightened expectations of addi-
Japan’s success. The yen rose somewhtainal fiscal stimulus.
following the exchange market interven- The Asian financial crises have
tion and has since partially given backresulted in a sharp drop in the pace of
that gain. In the wake of the recenteconomic activity in the region. Output
election, which cost the Liberal Demo-declined precipitously in the first quarter
cratic Party numerous seats in the uppen those countries most affected, such
house of the Diet and precipitated theas Korea, Indonesia, and Malaysia, and
resignation of Prime Minister Hash-slowed in other Asian economies, such
imoto, the yen changed little. On bal-as China and Taiwan, that have suffered
ance, the dollar has appreciated abowt loss of competitiveness and reduced
7 percent in terms of the yen since thexternal demand as a consequence of
end of December. the crises. Data for recent months sug-
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gest that additional slowing has occurredlom lent support to the pound, counter-
and that the risk of further spread andng some tendency for weak external
deepening of cyclical weakness throughdemand to depress the currency. The
out the region cannot be ruled outCanadian dollar rebounded following a
Depreciation of their respective currentightening of monetary conditions by the
cies has led to acceleration of domestiBank of Canada on January 30. Since
prices in several of these economiessarly March, however, it has tended to
particularly in Indonesia and Thailand. move down as market participants have
Real GDP in Japan also fell sharply income to believe that further upward
the first quarter, and output indicatorsshifts of official interest rates are
suggest a further decline in the secondnlikely and as weakness in global com-
quarter. Consumer price inflation re-modity markets, partly the result of
mains very low. Japanese authoritieseduced economic activity in Asia, have
have announced a series of fiscal meaveighed on the currency. The exchange
sures that are expected to boost domesalue of the U.S. dollar in terms of the
tic demand during the second half ofCanadian dollar reached new highs in
this year. In addition, officials have July and, on balance so far this year, has
announced a package of steps directaisen about 4 percent.
at restoring the soundness of the finan- Long-term interest rates have de-
cial sector, including (1) introduction of clined, and equity prices have generally
a bridge bank mechanism to facilitaterisen strongly in European and Cana-
the resolution of failed banks while dian markets this year. Despite signs of
permitting some of their borrowers tostrengthening activity in Germany and
continue to receive credit, (2) measuresther continental European countries
to improve the disposal of bad bankand continued healthy expansion in the
loans, (3) enhanced transparency and di§}nited Kingdom and Canada, long-term
closure by banks, and (4) strengthenethtes have moved down since Decem-
bank supervision. These actions are inber; long rates are about 60 basis points
tended to restore confidence in Japanesewer in Germany and less than half that
financial institutions and in the pros-amount lower in Canada. Shifts of inter-
pects for the economy more broadly. national portfolios away from Asian
In the other major industrial coun-assets and toward those perceived to be
tries, economic developments so far thisafer have probably contributed to rate
year have generally been favorable. Thdeclines in Continental Europe and in
exchange value of the dollar in terms ofthe United States. Stock prices have also
the German mark has fluctuated nareontinued to rise in Europe and Canada.
rowly and, on balance, is little changedSince December, the gains have ranged
since the end of December. Market perfrom about 40 percent in Germany and
ceptions that progress toward the start dfrance to about 10 percent in Canada.
the final stage of European Monetary The pace of real economic activity
Union (EMU) is going smoothly and improved somewhat in the first quarter
signs of momentum in the U.S. and Gerin Germany and on average in the
man economies resulted in little preseleven countries slated to proceed with
sure in either direction on the exchangeurrency union on January 1, 1999.
rate. The dollar also fluctuated narrowly
against the U'K.' pound with “ttle. net 4. Those countries are Austria, Belgium, Fin-
change so far this year. Moves to tightefand, France, Ireland, Italy, Germany, Luxem-
monetary conditions in the United King- bourg, the Netherlands, Portugal, and Spain.
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Production and employment data forered from the very high levels to which
more recent months suggest continuethey were raised when the Asian crisis
expansion. Business confidence hasmtensified in late 1997. Equity prices in
firmed as progress toward EMU haghese three Latin American countries
continued. Domestic demand is becomhave been volatile, rising early in the
ing more buoyant in several of theseyear and giving back those gains since
countries, offsetting weakening of exter-April. On balance this year, equity prices
nal demand arising from events in Asiahave declined about 10 percent in
On average, inflation remains subdued/lexico and Argentina and have risen
within the euro area. In the United King-about 8 percent in Brazil.
dom and Canada, real output continues Real output growth remains strong in
to expand at a relatively rapid rate. U.K.Mexico and Argentina, but the rate has
inflation threatens to exceed the governslowed somewhat from last year’s vigor-
ment’'s target of 22 percent, and the ous pace. In Brazil, economic activity
Bank of England raised its official lend-has weakened more sharply, in part in
ing rate 25 basis points in June in orderesponse to the tightening of monetary
to lessen price pressures. Consumeaonditions that followed the outbreak of
price inflation in Canada remains verythe Asian crisis.
low. Lower global oil prices have com-
Events in Asia have spilled over tobined with a poorly functioning domes-
affect developments in Latin Americantic tax system to trigger a financial crisis
countries. Declines in global oil pricesin Russia. Russian officials have reached
have contributed to downward pressuragreement with IMF management on a
on the exchange value of the Mexicamevised program that includes proposed
peso. The peso declined sharply in termmcreased funds from the IMF and other
of the dollar at the start of the year butsources. To help finance this program,
then stabilized in February through Maythe General Arrangements to Borrow
as Asian markets partially recovered. lare being activated in light of the inade-
depreciated further in May and Juneguacy of IMF resources to meet actual
resulting in a net decline of about 9 per-or expected requests for financing and a
cent in terms of the dollar so far thisneed to forestall impairment of the inter-
year. The Brazilian exchange ratenational monetary system. The General
regime of a controlled crawl and theArrangements to Borrow provide the
Argentine regime of pegging the peso tdMF with supplementary lines of credit
the dollar remain in place, and Brazilianfrom the G-10 countries. .
short-term interest rates have been low-
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The Board of Governors and the
Government Performance and Results Act

Under the Government Performance and The text of the strategic and perfor-
Results Act of 1993, many federal agenmance plans is available on the Board’s
cies are required, in consultation withpublic web site. A summary of the goals
the Congress and outside stakeholderand objectives set forth in those plans is
to prepare a strategic plan covering @iven in the next section.

multiyear period and to submit annual

performance plans and performance

reports. Though not required to do soGoals and Objectives

the Board of Governors is voluntarily t. £oyeral Reserve has three interre-
complying with the requirements of theIated and mutually reinforcing goals

act. with supporting objectives:

Strategic and Performance Plans

The Board sent its strategic plan for the oal

period 1997-2002 to the Congress inf0 conduct monetary policy toward the
October 1997. The document states thachievement of maximum sustainable
Board’s mission, articulates major goaldong-term growth and stable prices

for the period, outlines strategies for
achieving those goals, and discusses ter. .
environment and other factors thatoPI€CtVes

could affect their achievement. It also. Stay abreast of recent deve|opments
addresses issues that cut across agencyand prospects in the U.S. economy
jurisdictional lines, identifies key quanti- and financial markets and in those
tative measures of performance, and dis- abroad, so that monetary policy deci-
cusses performance evaluation. sions will be well informed

In September 1998, the Board sent te Enhance our knowledge of the struc-
the Congress a performance plan for its tural and behavioral relationships in
1998-99 budget. The plan sets forth  the macroeconomic and financial
specific targets for some of the perfor- markets, and improve the quality of
mance measures identified in the strate- the data used to gauge economic
gic plan. It also describes the operational performance, through developmental
processes and resources needed to meetesearch activities
those targets and discusses validation |mplement monetary policy effec-

and verification of results. tively in rapidly changing economic

- circumstances and in an evolving
1. The act requires that a performance plan financial market structure

be submitted for each fiscal year beginning withe Contribute to the development of U.S.

fiscal 1999. The Board budgets over a calendar . - .

year, and its budget covers a two-year period. The !mematlonal pOlI_CleS and procedures,

budget for 1998-99 was approved in November IN cooperation with the Department of

1997. the Treasury and other agencies
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e Promote understanding of Federat
Reserve policy among other govern-
ment policy officials and the general
public.

Goal
To promote a safe, sound, competitive,

Heighten the positive effect of market
discipline on banking organizations by
encouraging improved disclosures,
accounting standards, risk measure-
ment, and overall market transparency
Harness benefits of technology in car-
rying out responsibilities to improve
supervisory efficiency and to reduce

and accessible banking system and burden on banking organizations

stable financial markets throughe
supervision and regulation of the na-
tion’s banking and financial systems,
through its function as the lender of last
resort, and through effective implemen-
tation of statutes designed to inform and
protect the consumer

Objectives

e Maintain ability and capacity as a
bank supervisor and central bank to
ensure that emerging financial threats
can be identified early and success-
fully resolved

* Provide comprehensive and effective
supervision of U.S. banks, bank hold-
ing companies, U.S. operations of
foreign banking organizations, and
related entities by focusing super-

visory efforts and resources on areas

of highest risk to individual organi- ¢

Maintain an understanding of the
effect of financial innovation and tech-
nology (for example, new powers and
products, new risk management and
measurement methodologies, and
electronic banking) on the operations
and risk profile of banking organiza-
tions and the payment system. Ensure
that supervisory programs accommo-
date prudent advances that benefit
consumers and businesses or improve
risk management

Remove unnecessary banking restric-
tions consistent with safety and
soundness. Refine or eliminate unnec-
essary or ineffective policies, pro-
cedures, regulations, or restrictions
to ensure that reforms are effec-
tively implemented, consistent with
safety and soundness of banking
organizations

Assure fair access to financial services

zations and the financial system as a for all Americans through vigorous

whole, and developing effective regu-
lations to promote a safe and sound
banking environment

e Promote sound practices for manag-
ing risk at banking organizations
that provide for strong internal con-
trols, active boards of directors, ance
senior management oversight and
accountability

« Promote sound banking and effective
supervisory practices among devel-
oped and emerging countries through
ongoing coordination with interna-
tional supervisory bodies and through
training programs for international
supervisors and bankers

enforcement of the Equal Credit
Opportunity, Fair Housing, Commu-
nity Reinvestment, and Home Mort-
gage Disclosure Acts and by encour-
aging state member bank involvement
in community development activities
Administer and ensure compliance
with consumer protection statutes
relating to consumer financial transac-
tions (such as the Truth in Lending,
Truth in Savings, Consumer Leasing,
and Electronic Fund Transfer Acts) to
carry out congressional intent, striking
the proper balance between protection
of consumers and burden to the
industry.
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Goal supervision, that cross jurisdictional

To foster the intearity. efficienc andIines. In particular, coordination with the
o foster, gnty, Y, Department of the Treasury and other
accessibility of U.S. dollar payment and

. agencies is evident throughout both the
settlement systems, issue currency, argag

; ; rategic and performance plans.
act as the fiscal agent and depository 0 Much of the Board's formal effort to
the U.S. government

plan jointly has been made through the
Federal Financial Institutions Examina-
- tion Council (FFIEC), a group made up
Objectives of the five federal agencies that regulate
» Provide Federal Reserve Bank pricediepository institutiond. In addition, a

payment services that maintain andoordinating committee of the chief

improve the efficiency and integrity of financial officers of the five agencies has

the U.S. dollar payment mechanism been created to address and report on
* Meet public demand for U.S. currencystrategic planning issues of mutual con-
in the United States and abroad, worlcern. This working group has been
with Treasury to implement effective meeting since June 1997 and has estab-
counterfeit-deterrence and detectiofished four subgroups to focus on exam-
features in U.S. currency, and providdnations, outreach, performance plan-
for the smooth introduction of new- ning, and planning/budget linkage.
design currency These and similar planning efforts can
Provide efficient and effective fiscalsignificantly lower data processing and
agency and depository services ormther costs for the government and the
behalf of Treasury and other govern<osts for depository institutions of com-
ment agencies pliance with federal regulations. .
e Study and monitor U.S. dollar pay-

ment, clearing, and settlement sys——— _

tems and the risk issues pertaining to 2. The FFIEC member agencies are the Board

these systems to facilitate sound p0|9f Governors, the Federal Deposit Insurance Cor-

. I . - “'poration, the National Credit Union Administra-
icy decisions that foster the integritytion, the Office of the Comptroller of the Cur-
of the nation’s payment systems. rency, and the Office of Thrift Supervision. It was
established in 1979 pursuant to title X of the
Financial Institutions Regulatory and Interest
Rate Control Act of 1978. The FFIEC is a formal
interagency body empowered to prescribe uniform

; ; rinciples, standards, and report forms for the
Interagency coordination helps focu":‘federal examination of financial institutions and to

efforts to e“mmate_ redundancy andmake recommendations to promote uniformity
lower costs. As required by the Governin the supervision of financial institutions. The
ment Performance and Results Act an@FIEC also provides uniform examiner training
in conformance with past practice theand has taken a lead in developing standardized
. ’ software needed for major data collection pro-
Board has W(.)rked Close.lg Wlt? other ams to support the requirements of the Ho_me
federal agencies to consider plans anfiortgage Disclosure Act and the Community

strategies for programs, such as bankeinvestment Act.

Interagency Coordination
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Record of Policy Actions
of the Board of Governors

Regulation B Regulation C
Equal Credit Opportunity Home Mortgage Disclosure

March 23, 1998—Amendments September 21, 1998—Amendments

The Board amended certain modelfhe Board amended Regulation C to
forms in Regulation B to reflect revi- require lenders to report dates on the
sions to the disclosures provided undeloan application register using four dig-
the Fair Credit Reporting Act that mustits for the year to bring Home Mortgage
be given to consumers who are denie®isclosure Act reporting into compli-
credit on the basis of information fromance with Year 2000 data system stan-
an affiliate of the creditor or a consumerdards, effective September 24, 1998.
reporting agency, effective April 30,

1998. Votes for this action: Mr. Greenspan,

Ms. Rivlin, and Messrs. Kelley, Meyer,

Votes for this action: Mr. Greenspan, Ferguson, and Gramlich.

Ms. Rivlin, Mr. Kelley, Ms. Phillips, and . o
Messrs. Meyer, Ferguson, and Gramlich. ~ Regulation C, which implements the
Home Mortgage Disclosure Act, re-
Regulation B requires creditors toquires most mortgage lenders in metro-
provide consumers with a notice ofpolitan statistical areas to report annu-
action taken if an application for creditally to federal supervisory agencies and
is denied, an account is terminated, oto disclose to the public information
the terms of an account are unfavorablabout their home mortgage and home
changed. The Fair Credit Reporting Actimprovement lending. The Board
requires that disclosures be provided tamended Regulation C to modify the
consumers when credit is denied on théoan application register that is used to
basis of information obtained from anreport this information to prepare for
affiliate of the creditor, or from a con- Year 2000 data systems conversion and
sumer reporting agency or a third partyto make certain other technical changes.
other than a consumer reporting agency.
The Board revised the language in seve
eral model forms to reflect 1996 amend-R
ments to the act.

egulation D
eserve Requirements
of Depository Institutions

March 23, 1998—Amendments

The Board amended Regulation D for
institutions that report deposits weekly

1. In voting records throughout this chapter, 2. Throughout this chapter, note 2 indicates that
Board members, except the Chairman and Vicene vacancy existed on the Board when the action
Chair, are listed in order of seniority. was taken.
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to move from contemporaneous reservdirects the Board to adjust annually the
maintenance to a system under whiclamount subject to the lower reserve
reserves are maintained on a laggerbquirement to reflect changes in net
basis, effective as of the maintenancéansaction accounts at depository insti-
period beginning July 30, 1998. tutions. Recent declines in net trans-
action accounts warranted a decrease to

Votes for this action: Mr. Greenspan,$46.5 million, and the Board amended

Ms. Rivlin, Mr. Kelley, Ms. Phillips, and Regulation D accordingly.

Messrs. Meyer, Ferguson, and Gramlich. The Garn-St Germain Depository
Institutions Act of 1982 establishes a
zero percent reserve requirement on the
first $2 million of an institution’s reserv-

ble liabilities. The act also provides for
eoeinnual adjustments to that exemption

. ts Th d mount based on increases in reservable
reserve requirements. The amendments,ijivies at depository institutions.

introduce a lag of thirty days betweengecent growth in reservable liabilities

the beginning of a reserve computation, »ranted an increase in the amount
period and the beginning of a reserv

laexempted from reserve requirements to

maintenance period and a similar lag fo&49 million. and the Board amended
computing the vault cash that can b‘he.gulation D accordingly.

applied to satisfy reserve requirements. For institutions reporting weekly, the

amendments are effective with the
reserve computation period beginning
November 19, 1998— December 1, 1998, and the correspond-
Amendments ing reserve maintenance period begin-

ning December 31, 1998. For institu-

The Board amended Regulation D 1G5 venorting quarterly, the amend-
decrease the amount of net transactlo'q]ents are effective with the reserve

accounts at depository institutions tocomputation period beginning Decem-

which a lower reserve requwemenL?er 15, 1998, and the corresponding

reservabie liabiiies that s exempt from ¢S€TVe Maintenance peiod beginning
P January 14, 1999.

reserve requirements, for 1999. The To reduce the reporting burden on

El?t?)rf(fj l:fgsa?oqoggiggmmﬁ%er dgsggi?'émall institutions, depository instjtutions
reporting requirements with total de_posns below speplfled Ie\(—
' els are required to report their deposits

Votes for this action: Mr. Greenspan,land reservable liabilities que_lrterly or
Ms. Rivlin, and Messrs. Kelley, Ferguson, €SS frequently. To reflect increases
and Gramlich. Absent and not voting:in the growth rate of total deposits at
Mr. Meyer2 all depository institutions, the Board
increased the deposit cutoff levels used

Under the Monetary Control Act of in determining the frequency and detail

1980, depository institutions, Edge Actof depository reporting to $81.9 million
corporations, agreement corporationdpr nonexempt depository institutions
and U.S. agencies and branches aind to $52.6 million for exempt deposi-
foreign banks are subject to reserveory institutions, beginning in Septem-

requirements set by the Board. The adber 1999.

The Board revised Regulation D to
improve the ability of the Federal
Reserve and depository institutions t
estimate accurately the quantity
reserves that will be needed to m
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Regulation E Votes for this action: Mr. Greenspan,

Electronlc Fund Transfers Ms. RiVlin, and Messrs. Ke”ey, Meyel’,
Ferguson, and Gramlich.

March 4, 1998—Interim ]

Amendment The Electronic Fund Transfer Act and

Regulation E require a financial institu-
The Board approved an interim amendtion to investigate and resolve a consum-
ment to Regulation E to permit deposi-er's claim of error within specified time
tory institutions and other entities t0limits. The amendments to Regu|ati0n E
provide disclosures electronically if therevise the time for claims involving
customer agrees, effective March 25point-of-sale and foreign-initiated trans-
1998. actions to require institutions to provide
Votes for this action: Mr. Greenspan provisional credit within ten business
Ms. Rivlin, Mr. Kelley, Ms. Phillips, aFr)1d ’days anq to complete their investigation
Messrs. Meyer, Ferguson, and Gramlich. within ninety calendar days. F_or new
accounts, the amendments revise Regu-

Electronic Fund Transfer Act, requiresbusiness days to provide provisional
depository institutions and other entitiescredit and ninety calendar days to com-
to provide consumers with disclosuredlete the investigation.

about the terms and conditions of elec-

tronic fund transfer services, account

a}ctivity, error resollution, and aL,‘thoriza'ReguIation H

tions or confirmations concerning elec‘l\/lembership of State

tronic fund transfers. 'I_'he o_IlscIo_s_uresBanking Institutions in the

generally must _be provided in writing. Federal Reserve System

Under the interim amendment, deposi-

tory institutions or other entities subject
to the act are permitted to use electroniE€bruary 13, 1998—Amendments

communication tolsat|sfy written dlsclo—The Board amended Regulation H
sure, documentation, notice, and othe

information requirements if the con-tro lengthen the examination-frequency
sumer agrees to such communicatiorﬁyde.for certain financial institutions,
The Board has sought comment on theffectlve April 2, 1998.
mterlm' a'mendment' anq on proposed Votes for this action: Mr. Greenspan,
rules similar to the interim amendment s "Riviin, Mr. Kelley, Ms. Phillips, and
to address electronic communication Messrs. Meyer, Ferguson, and Gramlich.
under Regulations B (Equal Credit
Opportunity), DD (Truth in Savings), The Board, jointly with the other fed-
M (Consumer Leasing), and Z (Truth ineral banking and thrift agencies, made
Lending). certain financial institutions eligible
to be examined on an eighteen-month
September 21, 1998—Amendment<YCle rather than a twelve-month cycle,
consistent with provisions of the Riegle
The Board amended Regulation E tacCommunity Development and Regu-
revise the time periods for investigatinglatory Improvement Act of 1994 and
certain errors, effective September 24the Economic Growth and Regulatory
1998. Paperwork Reduction Act of 1996. Insti-
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tutions with assets of $250 million or Regulation H

less and composite ratings of “1” or Membership of State

“2” under the uniform rating system Banking Institutions in the

that are well capitalized and well Federal Reserve System

managed generally would qualify for

the lengthened cycle. The amendmentRegulation P

make final an interim rule approved bySecurity Procedures

the Board on January 23, 1997.
June 26, 1998—Amendments and
Rescission of Regulation

September 28, 1998—Interim The Board amended Regulation H to
Guidelines reduce regulatory burden by simplify-

) ing and updating the regulation, and
The Board amended Regulation H tGegcinded Regulation P, which was

include guidelines that establish safety,corporated into Regulation H, effec-
and soundness standards applicable {g,e October 1, 1998.

efforts by insured depository institutions
to achieve Year 2000 readiness, effec- votes for this action: Mr. Greenspan,

tive October 15, 1998. Ms. Rivlin, Ms. Phillips, and Messrs.
Meyer, Ferguson, and Gramlich. Absent

Votes for this action: Mr. Greenspan, and not voting: Mr. Kelley.

Ms. Rivlin, and Messrs. Kelley, Meyer, .
Ferguson, and Gramlich. The amendments to Regulation H

remove outdated material, update and

The Board, jointly with the other fed- reorganize the remaining material, in-
eral banking and thrift agencies, adopte§0rporate provisions designed to reduce
interim Interagency Guidelines EstabPurden on state member banks, and
lishing Year 2000 Standards for Safetyeliminate several obsolete interpre-
and Soundness. The guidelines appl{ations. The Board also rescinded Reg-
only to insured depository institutionsulation P because its provisions were
and incorporate standards for compliincorporated into Regulation H. These
ance that previous|y had been issued CtlonS are COﬂSlSte_nt with provisions of
the agencies in several guidance paperde Riegle Community Developmeand
Under powers granted by section 39 oRRegulatory Improvement Act of 1994.
the Federal Deposit Insurance Act, as
amended, the Board may direct a stat .
member bank that does not comply witH3egulation H
the guidelines to submit an acceptabid/embership of State
corrective action plan without the necess anking Institutions in the
sity of an administrative proceeding.FeCleral Reserve System

The Board may also direct a state memg, lation Y
ber bank that fails to submit an accept; eguiation .
ank Holding Companies and

able corrective action plan or does no h in Bank Control

comply with an acceptable plan to take ange in bank L.ontro

immediate corrective action. The ageny .« 26 1998—Amendments

cies sought public comment on the ’

interim guidelines. The Board amended Regulations H and Y
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to permit institutions to include in tier 2 of nonmortgage servicing assets and
capital up to 45 percent of their unreal-purchased credit card relationships and
ized holding gains on certain equity seimpose a 10 percent discount on the
curities, effective October 1, 1998. valuation of mortgage servicing assets,

nonmortgage servicing assets, and pur-

Votes for this action: Mr. Greenspan,chased credit card relationships.
Ms. Rivlin, Ms. Phillips, and Messrs.

Meyer, Ferguson, and Gramlich. Absent
and not voting: Mr. Kelley. Regulation |
Issue and Cancellation of Federal

The Board, jointly with the other Reserve Bank Capital Stock
federal banking and thrift agencies,

amended the risk-based capital stanjune 26, 1998—Amendment

dards for banks, bank holding compa- .
nies, and thrift institutions regardingThe Board amended Regulation | to

the capital treatment of unrealized hold-reduce regulatory burden by simplifying

ing gains on certain equity Securitiesand updating its requirements, effective

The amendments permit institutions toOCtOber 1,199s.

include in supplementary (tier 2) capital votes for this action: Mr. Greenspan,
up to 45 percent of the before-tax net Ms. Rivlin, Ms. Phillips, and Messrs.
unrealized holding gains on certain Meyer, Ferguson, and Gramlich. Absent
available-for-sale equity securities. and not voting: Mr. Kelley.

The amendments simplify, modern-
July 24, 1998—Amendments ize, and condense the regulation; reflect

The Board approved amendments téhe replacement of share certificates by
Regulations H and Y to revise its capital® book-entry system; codify Board and
adequacy standards for state membétaff interpretations; provide for carry-
banks and bank holding companies t@ver of small adjustments in Reserve
address the regulatory capital treatmerf@nk stock positions; adopt a 360-day
of servicing assets on mortgage asse¥gar of 30-day months for dividend

and financial assets other than mortaccruals; and clarify certain accounting
gages, effective October 1, 1998. issues. These actions are consistent with

provisions of the Riegle Community
Votes for this action: Mr. Greenspan,Development and Regulatory Improve-
Ms. Rivlin, and Messrs. Meyer, Ferguson,ment Act of 1994.
and Gramlich. Absent and not voting:
Mr. Kelley.2
Regulation J
The amendments, adopted by theCollection of Checks and Other
Board jointly with the other federal Items by Federal Reserve Banks
banking and thrift agencies, increase the .
maximum amount of servicing assetsRegulation CC
when combined with purchased credifvailability of Funds and
card relationships, that may be included>ollection of Checks
|1r106egulatory capital from 50 percent tODecember 7, 1998—Termination of
percent of tier 1 capital. The amendpro osed Rulemakin
ments apply a further limit of 25 percent P 9
of tier 1 capital to the aggregate amounfhe Board decided not to make regu-
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latory changes with respect to certaimments provisions of the Economic
legal disparities that exist in the presentGrowth and Regulatory Paperwork
ment and settlement of checks. Reduction Act of 1996 by making cer-
tain U.S. branches and agencies of for-

Votes for this action: Messrs. Greenspangign banks eligible for an eighteen-
Kelley, Meyer, Ferguson, and Gramlich.month examination cycle rather than a
Absent and not voting: Ms. RivIiA. twelve-month cycle. U.S. branches and

In March 1998, the Board requeste gencies of foreign banks with assets

. f $250 million or less qualify for the
comment on an advance notice of proy

d rul ki h duct engthened cycle if they meet the crite-
posed rulemaking on the reduction of;, provided in the interim amendment.

elimi_nation of the remaining legal dis- The agencies also sought public com-
parities between Federal Reserve Banks,ot on the interim amendment

and private-sector banks in the present-

ment and settlement of checks and )

on the advantages and disadvantages Begulation M
the same-day settlement rule, whicHoonsumer Leasing

requires paying banks to settle in same-
day funds for checks presented to therp€Ptember 21, 1998—Amendments

by private-sector banks by 8:00 a.mThe Board amended Regulation M and
local time at a location specified by thejts commentary to clarify rules on lease
paying bank. On the basis of its ana'YS@ayments, advertisements, and rounding

of the comments received, the Boarctalculations, effective September 24,
concluded that the costs associated witlhggs.

further regulatory changes would out-
weigh any gains in efficiency for the Votes for this action: Mr. Greenspan,

payments system. Ms. Rivlin, and Messrs. Kelley, Meyer,
Ferguson, and Gramlich.

Regulation M implements the Con-
sumer Leasing Act, which requires
lessors to provide consumers with

. . uniform cost and other disclosures

ﬁmleanJrh :e}r?'? 8—Interim about consumer lease t'ransactions. The
amendments to Regulation M make sev-

The Board approved an interim amenderal technical changes to the regulation

ment to Regulation K to lengthen theand commentary concerning lease pay-

examination-frequency cycle for certainments, advertisements, and the treat-

U.S. branches and agencies of foreigment of taxes.

banks, effective August 28, 1998.

Regulation K
International Banking Operations

Votes for thi don: M G Regulation Y
otes for this action: Mr. Greenspan, i m i
Ms. Rivlin, Mr. Kelley, Ms. Phillips, and Bank Holding Companies and

Messrs. Meyer, Ferguson, and Gramlich. Change in Bank Control

The interim rule, which was issued'\/larCh 20, 1998—Clarification of

jointly with the Office of the Comptrol- Conditions
ler of the Currency and the FederalThe Board clarified that a section 20
Deposit Insurance Corporation, implesubsidiary that operates off the premises
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of a depository institution is not re- agerial weaknesses, or if they are
quired to make certain oral disclosuresnticipating or experiencing significant
to retail customers, effective March 27 ,growth.

1998.

Votes for this action: Mr. Greenspan,November 19, 1998—Amendment

Ms. Rivlin, Mr. Kelley, Ms. Phillips, and

Messrs. Meyer, Ferguson, and Gramlich. The Board amended Regulation Y to

exempt from its appraisal requirements
The Board approved a clarification@ny transaction by a section 20 subsidi-

to the operating standard on custome®'Y involving underwriting _a}nd dealm_g

disclosures applicable to the securitied? mortgage-backed securities, effective

activities of section 20 subsidiaries. AsDecember 28, 1998.

modified, a section 20 subsidiary that Votes for this action: Mr. Greenspan

operates off the premises of a depository Ms. Rivlin, and Messrs. Keliey, Ferguson',

institution may satisfy the disclosure zn4 Gramlich. Absent and not voting:
requirements of that operating standard Mr. Meyer2

by providing a one-time written dis-

closure when an investment account is The amendment permits section 20

opened. subsidiaries to underwrite and deal in
all types of mortgage-backed securities
without confirming that the underlying

May 29, 1998—Amendments loans met applicable appraisal require-

The Board amended Regulation Y tgMents when they were originated or
simplify the tier 1 leverage capital stan-Without obtaining new appraisals for
dard for bank holding companies and td0ans that lack acceptable appraisals.
incorporate the market risk capital rule

into the leverage standard, eﬁec“"ﬁ?egulation b

June 30, 1998. Truth in Lending

Votes for this action: Mr. Greenspan,
Ms. Rivlin, and Messrs. Kelley, Meyer, February 2, 1998—Amendment

Ferguson, and Gramlich. Absent and nofrhe Board amended Regulation Z to
voting: Ms. Phillips. adjust the threshold amount of mortgage
d‘ees that triggers additional disclosures

a minimum ratio of tier 1 capital to total dnd certain limitations, effective Jan-
assets (leverage ratio) of 3 percent igary 1,1998.

eStab".Shed for bank holding cor.npapi?s Votes for this action: Mr. Greenspan,
that either are rated composite “1" s Riviin, Mr. Kelley, Ms. Phillips, and
under the rating system for bank holding Messrs. Meyer, Ferguson, and Gramlich.
companies or have implemented the

Board’s risk-based capital market risk The Home Ownership and Equity
measure. The minimum leverage ratidProtection Act of 1994 imposes addi-
for all other bank holding companiestional disclosure requirements and cer-
is 4 percent. Bank holding companiedain substantive limitations on mort-
are expected to maintain higher-thangages if total points and fees payable by
normal capital ratios if they have superthe consumer exceed the greater of $400
visory, financial, operational, or man-or 8 percent of the total loan amount.

Under the amended capital standar
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The Board is required to adjust annuallydisclosures for certain time accounts,
the $400 threshold based on the annuaiffective September 24, 1998.
percentage change in the consumer price

index (CPI) as of June 1 of the preced- Votes for this action: Mr. Greenspan,
ing year. On the basis of the CPl on Ms: Rivlin, and Messrs. Kelley, Meyer,
June 1, 1997, the Board increased the Ferguson, and Gramlich.

threshold amount for 1998 to $435. The amendments to Regulation DD

implement changes to the Truth in Sav-

ings Act enacted in 1996. The changes

modify the rules for indoor lobby signs,

eliminate subsequent disclosure require-

July 9, 1998—Amendments ments for automatically renewable time
accounts with terms of one month or

The Board made final an interim ruleless, and repeal civil liability provisions

amending Regulation DD to permitas of September 30, 2001.

institutions to disclose an annual per-

centage yield equal to the contract inter-

est rate for certain deposit accountqla_eules Regarding

with maturities longer than one year, : .
effective August 28, 1998. Delegation of Authority

Votes for this action: Messrs. Greenspan',\lC’Vember 18, 1998—Amendments

Kelley, Meyer, Ferguson, and Gramlich. . .
Abse)rllt andynot voti?]g: Ms. Rivlif. The Board amended its Rules Regarding

Delegation of Authority to expand the

The Truth in Savings Act requires authority of the Director of the Division
depository institutions to provide dis-0f Consumer and Community Affairs
closure of an annual percentage yieldo perform certain administrative duties
on interest-bearing accounts calculategnd review certain technical matters
under a method prescribed by the Boardinder the Board’s consumer statutes
The amendments, which make final agnd regulations, effective November 25,
interim rule the Board adopted in Janu-1998.
ary 1995, address an anomaly for certain ) .
certificates of deposit that occurs when \,\jl%tesRi\‘:ﬁrr] tg'ns | aMCte'gg;s Mli'eu%feﬁ?y’f;‘?’
the annual percentage yield disclosure is Fer'guson,’and Gramiich. ’ ’
lower than the stated interest rate. Under

the amendments, an institution is per- The Board delegated to the director
mitted to disclose an annual percentagghe authority to issue interpretations
yield equal to the contract interest ratq nder the Fair Credit Reporting Act, to
for noncpmpoundmg time accounts_wnhadjust annually the dollar amount of
a maturity greater than one year if th§oans subject to the Home Ownership
accounts require interest distributions afng Equity Protection Act and the
least annually. threshold for exempting small deposi-

tory institutions under the Home Mort-
September 21, 1998—Amendmentdade Disclosure Act, to make certain

determinations under Regulation BB
The Board amended Regulation DD tdCommunity Reinvestment), and to
modify rules affecting lobby signs andconduct public hearings or other pro-

Regulation DD
Truth in Savings
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ceedings under applicable statutes on Meyer, Ferguson, and Gramlich. Absent

consumer-law issues. and not voting: Ms. Rivlin.

) The Board’s decision not to imple-
Policy Statements and ment an earlier opening time for the
Other Actions service at this time that had been pro-

. posed in January 1995 was based on the
March 4, 1998—Uniform Cash anticipated cost and technical difficul-
Access Policy ties identified by industry participants.
The Board revised its cash access policip connection with this action, the Board
to clarify the base level of free currencyauthorized the Reserve Banks to design
access to all depository institutions in arand implement an optional automatic
interstate branching environment, effecsecurities transfer reversal feature for
tive May 4, 1998. use by Fedline participants to give them
better control over their use of intraday

Votes for this action: Mr. Greenspan,credit.
Ms. Rivlin, Mr. Kelley, Ms. Phillips, and

Messrs. Meyer, Ferguson, and Gramlich. .
Y 9 June 17, 1998—Policy Statement

The Board clarified that each deposiON Payments System Risk

tory institution may designate Up tO1he Board approved certain revisions to
ten endpoints to receive free CUITeNCYis nolicy on payments system risk in
access from each Reserve Bank offiCgain private multilateral settlement
but may not designate an endpoint tQ,.-angements, effective January 4, 1999.
receive free cash access from more than

one Reserve Bank office. The Board also votes for this action: Mr. Greenspan,
delegated to the Director of the Division Ms. Rivlin, Mr. Kelley, Ms. Phillips, and
of Reserve Bank Operations and Pay- Messrs. Meyer, Ferguson, and Gramlich.
ment Systems the authority to interpret .

the policy, to approve changes in the The Board adopted a policy statement
base number of free endpoints and thén Privately Operated Multilateral
volume thresholds, and to waive the polSettlement Systems to provide a flex-
icy for a limited period of time if war- ible, risk-based approach to risk man-

ranted by special circumstances. agement as part of its payments system
risk reduction program. The policy inte-

) . . grates the “large-dollar” and “small-
April 6, 1998—Fedwire Securities qollar” components of the Board’s

Transfer Operating Hours and existing policy statement, which are
Receiver Controls being repealed concurrently with the

The Board decided not to adopt an ear€ffective date of the new policy, into one
lier opening time for the Fedwire securi-Comprehensive policy.

ties transfer service and authorized the

Federal Reserve Banks to design an@ctober 27, 1998—Policy
implement an optional automatic securi-Statement on Income Tax

ties transfer reversal feature for use byAllocation in a Holding Company
Fedline participants. Structure

Votes for this action: Messrs. Greensparl he Board approved a policy statement
and Kelley, Ms. Phillips, and Messrs.on intercompany tax allocation agree-
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ments among holding companies andon in the duration of settlement risk for
their depository institution subsidiaries,participants.
effective November 23, 1998.

Votes for this action: Mr. Greenspan November 23, 1998—Policy
Ms. Rivlin, and Messfs. Kelley, Meyer,’s‘tatement on Loan Loss Reserves

Ferguson, and Gramlich. The Board approved a policy statement
on the allowance for loan losses of

Consistent with provisions of the gepository institutions, issued Novem-
Riegle Community Development andper 24, 1998.

Regulatory Improvement Act of 1994,

the Board, jointly with the other federal Votes for this action: Mr. Greenspan,
banking and thrift agencies, provided Ms. Rivlin, and Messrs. Kelley, Ferguson,
guidance on the allocation and payment and Gramiich. Absent and not voting:
of taxes for banking and thrift organi- ™" Mever

zations that file income tax returns as The Board jointly with the other fed-

members of a consolidated group. The 4| hanking and thrift agencies and the
guidance generally provides that ta&Xgecyrities and Exchange Commission,
settlements between parent and depogkged the statement to better ensure
tory institution subsidiaries should beihe consistent application of loan-loss

on terms that are no less favorable Qccounting policy and to improve the
the subsidiary than if it were a separat§ ansparency of financial statements.
taxpayer.

December 7, 1998—Fedwire Funds
October 29. 1998—Notice of Transfer Segmented Settlement

Service Enhancement Period
h d d enh The Board decided to retain the current
The Board approved enhancements iﬁirty-minute settlement period at the

the net settlement services that the Feds, y'of the Fedwire funds transfer operat-
eral Reserve Banks offer to financial

AT X ing day and not to implement restric-
institutions, effective March 29, 1999.  tjons on respondent bank transfers dur-

Votes for this action: Mr. Greenspan ing the last fifteen minutes of the

Ms. Rivlin, and Messrs. Kelley, Mer}),er,’settlement perlod,. from 6:15 p.m. to

Ferguson, and Gramlich. 6:30 p.m. eastern time.

. Votes for this action: Mr. Greenspan,

Under the enhanced service, the Ms. Rivlin, and Messrs. Kelley, Me?/er,
Reserve Banks will offer a fully auto-  Ferguson, and Gramlich.
mated settlement service that provides
participants in clearing arrangements The Board decided not to implement
with finality of settlement intraday on a segmented settlement period for the
the settlement date. The service will proFedwire funds transfer service that had
vide the agent in a clearing arrangemertteen proposed in June 1998 because
with an on-line mechanism to submit ant was unclear that such an approach
electronic file of settlement informationwould significantly reduce uncertainty
to the Federal Reserve. The enhanceahd volatility for the markets as a whole
service is intended to increase operaand because of potentially costly opera-
tional efficiency and to facilitate a reduc-tional changes.
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1998 Discount Rates rate of 5 percent, its level since early

] 1996. However, two Banks concerned
During 1998, the Board of Governorsapout what they viewed as strong pros-
approved two reductions 6f2 percent- nects for rising inflation requested a
age point in the basic discount ratey, percentage point increase during the
charged by the Federal Reserve Banksj st quarter, and they were joined by
These actions, taken in mid-October anglyo other Banks by early spring. The
mid-November, lowered the basic rategpard took no action on these requests,

from 5 percent to % percent. The rates pyt the Board members agreed on the
for seasonal and extended credit, whicReed to monitor the economy for warn-

are set on the basis of market-relateghg signs of mounting inflationary
formulas, were changed more frepressures.

quently, and they exceeded the basic Qyer the spring and summer, growth
rate by varying amounts during the yearin economic activity moderated to a
pace well below that experienced dur-

. . ing the opening months of the year.
Basic Discount Rate Price inflation remained subdued, and

The Board’s decisions on the basic disWad€ inflation changed little during
count rate were made against the backl® Period. By mid-summer only one
ground of the policy actions of the Fed-Reserve Bank was proposing an increase

eral Open Market Committee (FOMC)N the basic rate, while another was
and related economic and financia[€duesting a decrease. Subsequently, the

developments. These developments afgOposal for an increase was withdrawn
reviewed more fully in part 1 of this and a growing number of Banks called
ReporT and in the minutes of the 199gf0r reductions of%s or 32 percentage

FOMC meetings, which also appear ippoint. The requests for lower rates were
this REPORT. ' submitted in the context of rising con-

cerns about the adverse effects of for-
January to September: No Changes eign economic and financial develop-
ments on the U.S. economy.
Economic activity expanded rapidly
during the early months of 1998 after
posting robust gains in the latter par
of 1997. The expansion was paced b
exceptionally strong growth in private The FOMC decided to ease the stance of
domestic spending for consumptionmonetary policy slightly in late Septem-
housing, and business equipment. Deber, thereby inducing a decline ¥f per-
spite indications of persisting pressuresentage point in the federal funds rate
on compensation associated with conto an average of aboué/s percent. The
tinued rapid growth in employment andeasing was deemed to be desirable to
tightening labor markets, price inflationcushion the likely adverse consequences
abated. Large declines in energy pricesn future domestic economic activity of
contributed to this favorable inflationthe global financial turmoil that had
result, but rapid growth in productivity weakened foreign economies and had
helped to hold down the advance incontributed in large measure to the
labor costs. Against this backgroundemergence of tighter conditions in U.S.
most Federal Reserve Banks continuefinancial markets. On October 15, the
to favor an unchanged basic discounEFOMC eased the stance of policy

October and November:
r}?asic Rate Reduced
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slightly further, with the federal funds charged on seasonal credit has been
rate expected to decline to an average aflosely aligned with short-term market
around 5 percent. In a companion actiorrates; it is never less than the basic rate
the Board approved pending requestapplicable to adjustment credit.
to reduce the basic raté percentage  The purpose of extended credit is to
point, to &4 percent. These actions wereassist depository institutions that are
taken in light of heightened concernsunder sustained liquidity pressure and
among lenders and the unsettled condare not able to obtain funds from other
tions in financial markets more genersources. The rate for extended credit is
ally that were seen as likely to restrainb0 basis points higher than the rate for
aggregate demand in the future. Orseasonal credit and is at least 50 basis
November 17, the FOMC and the Boardhoints above the basic rate. In appropri-
announced further slight easing actionate circumstances, the basic rate may be
that reduced the federal funds rate t@pplied to extended-credit loans for up
an average of around¥4 percent and to thirty days, but any further borrow-
the basic discount rate to¥4 percent. ings would be charged the flexible,
Although conditions in financial mar- market-related rate.
kets had become much more settled Exceptionally large adjustment-credit
since mid-October, unusual straindoans that arise from computer break-
remained. The further easing actionslowns or other operating problems not
together with those taken since late Sepzlearly beyond the reasonable control of
tember were expected to be sufficienthe borrowing institution are assessed
to foster financial conditions that wouldthe highest rate applicable to any credit
promote sustained economic expansioaxtended to depository institutions;
and subdued inflation. Over the balancender the current structure, that rate is
of the year, no Reserve Bank submittedhe flexible rate on extended credit.
further requests to change the basic dis- At the end of 1998, the structure of
count rate. discount rates was as follows: a basic
rate of 4.50 percent for short-term
: adjustment credit, a rate of 4.85 percent
Structure of Discount Rates for seasonal credit, and a rate of
The basic discount rate is the rate nor5.35 percent for extended credit. During
mally charged on loans to depositoryl998, the rate for seasonal credit ranged
institutions for short-term adjustmentfrom a low of 4.85 percent to a high of
credit, while flexible, market-related 5.65 percent, and that for extended
rates generally are charged on seasonaledit ranged from a low of 5.35 percent
and extended credit. These flexible rate® a high of 6.15 percent.
are calculated every two weeks in accor-
dance with formulas that are approve
by the Board. %oard Votes

The purpose of the seasonal progrartynder the Federal Reserve Act, the
is to help smaller institutions meet needboards of directors of the Federal
arising from a clear pattern of intra- Reserve Banks must establish rates on
yearly movements in their depositsloans to depository institutions at least
and loans. Funds may be provided foevery fourteen days and must submit
periods longer than those permittedsuch rates to the Board of Governors for
under adjustment credit. Since its introreview and determination. The Reserve
duction in early 1992, the flexible rateBanks are also required to submit
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requests every fourteen days to renewf the Federal Reserve Banks of Cleve-
the formulas for calculating the market-land, Richmond, and Dallas, effective
related rates on seasonal and extendé€dctober 16, 1998.

credit. Votes relating to the reestablish-

ment of the formulas for these flexibleNovember 17, 199&ffective this date,
rates are not shown in this summary. Althe Board approved actions taken by the
votes on discount rates taken by thalirectors of the Federal Reserve Banks
Board of Governors during 1998 wereof New York, Philadelphia, Dallas, and

unanimous. San Francisco to reduce the basic dis-
count rate by¥a percentage point, to
Votes on the Basic Discount Rate 4> percent.

October 15, 1998Effective this date, yotes for this action: Mr. Greenspan,
the Board approved actions taken by the Ms. Riviin, Messrs. Kelley, Meyer, Fer-

directors of the Federal Reserve Banks guson, and Gramlich. Votes against this
of Boston, New York, Philadelphia, action: None.

Atlanta, Chicago, St. Louis, Minneapo-

lis, Kansas City, and San Francisco to The Board subsequently approved

centage point, to% percent. the Federal Reserve Banks of Boston,

Richmond, Atlanta, St. Louis, and Kan-
Votes for this action: Mr. Greenspan,sas City, effective November 18, 1998,
Ms. Rivlin, Messrs. Kelley, Meyer, and and by the Federal Reserve Banks of
Ferguson. Votes against this action: NonecC|eveland, Chicago, and Minneapolis,
Absent and not voting: Mr. Gramlich. effective November 19. 1998. -

The Board subsequently approved
similar actions taken by the directors
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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 Federal Open Market Commit-
Act. That section provides that thetee: an Authorization for Domestic Open
Board shall keep a complete record oMarket Operations and a Domestic Pol-
the actions taken by the Board and bycy Directive. (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 madd998. Changes in the instruments during
at those meetings as well as'sualeof the year are reported in the minutes 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 theAAuthorization for Domestic
Committee at the time of the meeting<2P€N Market Operations
e ™ 2% &Y MY PV, Efrect January 1, 1098

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 thefank of New York, to the extent necessary

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

views is noted in the minutes. Whencgmittee:
members dissent from a decision, they
are identified in the minutes along with (a) 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 of2. In order to ensure the effective conduct of
business on the day following such meetingpen market operations, the Federal Open
and ending with the close of business on thélarket 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 t8. In order to ensure the effective conduct
nine months at the time of acceptance thadf open market operations, while assisting in
(1) arise out of the current shipment of goodshe 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 ahittee 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 acceptancgaragraph 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 otherwisavith such accounts under the provisions of
expressly authorized by the Committee, shalhis paragraph may provide for a service fee
be determined by competitive bidding, afterwhen appropriate.
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Domestic Policy Directive of 1 to 5 percent and 2 to 6 percent respec-
tively, measured from the fourth quarter of
In Effect January 1, 1998 1996 to the fourth quarter of 1997. The range

for growth of total domestic nonfinancial
The information reviewed at this meetingdebt was maintained at 3 to 7 percent for the
suggests that economic activity continued tgyear. For 1998, the Committee agreed on a
grow rapidly in recent months. Nonfarm pay-tentative basis to set the same ranges as in
roll employment increased sharply in Octo-1997 for growth of the monetary aggregates
ber and November; the civilian unemploy-and debt, measured from the fourth quarter
ment rate fell to 4.6 percent in November,of 1997 to the fourth quarter of 1998. The
its low for the current economic expansionbehavior of the monetary aggregates will
Industrial production continued to advancecontinue to be evaluated in the light of
at a brisk pace in October and Novemberprogress toward price level stability, move-
Retail sales were unchanged on balancments in their velocities, and developments
over the two months after rising sharply inin the economy and financial markets.
the third quarter. Housing starts increased In the implementation of policy for the
slightly further in October and November.immediate future, the Committee seeks con-
Available information suggests on balanceditions in reserve markets consistent with
that business fixed investment will slow frommaintaining the federal funds rate at an
the exceptionally strong increases of the secverage of around’a percent. In the context
ond and third quarters. The nominal deficitof the Committee’s long-run objectives for
on U.S. trade in goods and services widenefrice stability and sustainable economic
significantly in the third quarter from its rate growth, and giving careful consideration to
in the second quarter. Price inflation hasconomic, financial, and monetary develop-
remained subdued, despite some increase inents, a slightly higher federal funds rate or
the pace of advance in wages. a slightly lower federal funds rate might

Short-term interest rates have registerede acceptable in the intermeeting period.
small mixed changes since the day befor&he contemplated reserve conditions are
the Committee meeting on November 12gexpected to be consistent with some modera-
1997, while bond yields have fallen some-tion in the growth in M2 and M3 over com-
what. Share prices in U.S. equity marketsng months.
recorded mixed changes over the period,;
equity markets in other countries, notably
in Asia, have remained volatile. In foreignAuthorization for Foreign
exchange markets, the value of the dollar h 0 ti
risen over the intermeeting period in terms urrency OUperations
of both the trade-weighted index of the other
G-10 countries and the currencies of a numin Effect January 1, 1998
ber of Asian countries.

M2 and M3 grew rapidly in November. 1. The Federal Open Market Committee
For the vyear through November, M2authorizes and directs the Federal Reserve
expanded at a rate slightly above the uppeBank of New York, for System Open Market
bound of its range for the year and M3 at aAccount, to the extent necessary to carry out
rate substantially above the upper bound athe Committee’s foreign currency directive
its range. Total domestic nonfinancial deb&and express authorizations by the Committee
has expanded in recent months at a pagaursuant thereto, and in conformity with
somewhat below the middle of its range.  such procedural instructions as the Commit-

The Federal Open Market Committeetee may issue from time to time:
seeks monetary and financial conditions that ~ A. To purchase and sell the following
will foster price stability and promote sus-foreign currencies in the form of cable trans-
tainable growth in output. In furtherance offers through spot or forward transactions on
these objectives, the Committee at its meethe open market at home and abroad, includ-
ing in July reaffirmed the ranges it had estabing transactions with the U.S. Treasury, with
lished in February for growth of M2 and M3 the U.S. Exchange Stabilization Fund estab-
- lished by Section 10 of the Gold Reserve

1. Adopted by the Committee at its meeting onAct of 1934, with foreign monetary authori-
December 16, 1997. ties, with the Bank for International Settle-
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ments, and with other international financial Amount

institutions: Foreign bank (millions of
dollars equivalent)

Austrian schillings Italian lire Austrian National Bank . .. . 250
Belgian francs Japanese yen National Bank of Belgium 1,000
Canadian dollars Mexican pesos Bank of Canada 2,000
Danish kroner Netherlands guilders National Bank of Denmark To50
Pounds sterling Norwegian kroner Bank of England. ........... N ....3,000
French francs Swedish kronor Bank Of FranCe. .........oovvveiiiiiiinnnn. 2,000
German marks Swiss francs German Federal Bank....................... 6,000
Bankofltaly...............ooiiiiiiiiat, 3,000
Bank of Japan.................o 5,000
B. To hold balances of, and to haveRaqcin@ Bonc: 1305,
outstanding forward contracts to receive OBank of NOrWay ................ccoveeeevenn.. 250
to de"ver, the foreign currencies listed inBar)k of S\(veden .............................. 300
aragraph A above Swiss National Bank......................... 4,000
p ' Bank for International Settlements
. . Dollars against Swiss francs................ 600
C. To _draW foreign currencies and to poliars against authorized European
permit foreign banks to draw dollars under currencies other than Swiss francs.. ... 1,250

the reciprocal currency arrangements listect
in paragraph 2 below, provided that draw- . .

ings by either party to any such arrangemerNY changes in the terms of existing swap
shall be fully liquidated within 12 months arrangements, and the proposed terms of any
after any amount outstanding at that timg!€W arrangements that may be authorized,
was first drawn, unless the CommitteeShall be referred for review and approval to
because of exceptional circumstances, sp&le Committee.

cifically authorizes a delay. ) ) ) .
3. All transactions in foreign currencies

D. To maintain an overall open posi-undertaken under paragraph 1(A) above
tion in all foreign currencies not exceedingshall, unless otherwise expressly authorized
$25.0 billion. For this purpose, the overallby the Committee, be at prevailing market
open position in all foreign currencies isrates. For the purpose of providing an invest-
defined as the sum (disregarding signs) ofent return on System holdings of foreign
net positions in individual currencies. Thecurrencies, or for the purpose of adjusting
net position in a single foreign currency isinterest rates paid or received in connection
defined as holdings of balances in that curwith swap drawings, transactions with for-
rency, plus outstanding contracts for futureeign central banks may be undertaken at
receipt, minus outstanding contracts fomon—market exchange rates.
future delivery of that currency, i.e., as the
sum of these elements with due regard ta. |t shall be the normal practice to arrange
sign. with foreign central banks for the coordina-

tion of foreign currency transactions. In mak-
2. The Federal Open Market Committeeng operating arrangements with foreign
directs the Federal Reserve Bank of Newcentral banks on System holdings of foreign
York to maintain reciprocal currency currencies, the Federal Reserve Bank of
arrangements (“swap” arrangements) for theNew York shall not commit itself to maintain
System Open Market Account for periods upany specific balance, unless authorized by
to a maximum of 12 months with the follow- the Federal Open Market Committee. Any
ing foreign banks, which are among thoseagreements or understandings concerning the
designated by the Board of Governors of thedministration of the accounts maintained by
Federal Reserve System under Section 214t6e Federal Reserve Bank of New York with
of Regulation N, Relations with Foreign the foreign banks designated by the Board
Banks and Bankers, and with the approval 0bf Governors under Section 214.5 of Regu-
the Committee to renew such arrangementstion N shall be referred for review and
on maturity: approval to the Committee.
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5. Foreign currency holdings shall be C. From time to time, to transmit
invested to ensure that adequate liquidity i@ppropriate reports and information to the
maintained to meet anticipated needs and d€ational Advisory Council on International
that each currency portfolio shall generallyMonetary and Financial Policies.
have an average duration of no more than
18 months (calculated as Macaulay durag. Staff officers of the Committee are autho-
tion). When appropriate in connection withrized to transmit pertinent information on
arrangements to provide investment faC|I|t|e$ystem foreign currency operations to appro-
for foreign currency holdings, U.S. Govern-priate officials of the Treasury Department.
ment securities may be purchased from for-
eign central banks under agreements fo§ Al Federal Reserve Banks shall partici-
repurchase of such securities within 30 calpate in the foreign currency operations for
endar days. System Account in accordance with para-
6. All operations undertaken pursuant t raph 3 G(1) of the Board of Governors'
: Oétatement of Procedure with Respect to For-

the preceding paragraphs shall be reportegj), Rejationships of Federal Reserve Banks
promptly to the Foreign Currency Sub-dated January 1. 1944
committee and the Committee. The Foreign Y '

Currency Subcommittee consists of the

Chairman and Vice Chairman of the Com-

mittee, the Vice Chairman of the Board of

Governors, and such other member of th(l,\:
Board as the Chairman may designate (or in
the absence of members of the Board servingd Effect January 1, 1998
ggstigiastgzcgy Tﬁgeglh%?rizﬁoggdzmgmgteéi' System operatio_ns in foreign cur_renci_es
and in the absence of the Vice Chairman o??éigr?enn?g%tbecgggﬁitggsat C(r):\%egldngﬂ?;st-
tﬂe Cortw)]mlttee_, his arl]telrln%te)- l\/lllegtlngs r?(fnarke)': exchange rates for t%e U.S. dollar
the Subcommittee shall be called at t flect actions and behavior consistent with
request of any member, or at the request c{ﬁe IME Article IV. Section 1

the Manager, System Open Market Accoun ’ )

(“Manager”), for the purposes of reviewing . . )
recent or contemplated operations and of- 10 achieve this end the System shall:

consulting with the Manager on other mat- A. Undertake spot and forward pur-

ters relating to his responsibilities. At the .pases and sales of foreign exchange.
request of any member of the Subcommittee,

questions arising from such reviews and con- B, Maintain  reciprocal  currency

sultations shall be referred for determination“swap”) arrangements with selected for-

to the Federal Open Market Committee.  eign central banks and with the Bank for
International Settlements.

oreign Currency Directive

7. The Chairman is authorized:
_ ) C. Cooperate in other respects with

A. With the approval of the Commit- central banks of other countries and with
tee, to enter into any needed agreement Ghternational monetary institutions.
understanding with the Secretary of the Trea-
sury about the division of responsibility for 3 - Transactions may also be undertaken:
foreign currency operations between the Sys-
tem and the Treasury; A. To adjust System balances in light

of probable future needs for currencies.
B. To keep the Secretary of the Trea-

sury fully advised concerning System for- B. To provide means for meeting Sys-
eign currency operations, and to consult withtem and Treasury commitments in particular
the Secretary on policy matters relating tocurrencies, and to facilitate operations of the
foreign currency operations; Exchange Stabilization Fund.
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C. For such other purposes as may bé&on in a single foreign currency exceeding
expressly authorized by the Committee. ~ $150 million, or $300 million when the
operation is associated with repayment of
4. System foreign currency operations shalswap drawings.

be conducted: . .
C. Any operation that might generate a

A. In close and continuous consulta-substantial volume of trading in a particular
tion and cooperation with the United Statesurrency by the System, even though the
Treasury; change in the System’s net position in that

. . __currency might be less than the limits speci-
B. In cooperation, as appropriate, withfieq in 1.B.

foreign monetary authorities; and
. . . D. Any swap drawing proposed by a
C. Inamanner consistent with the obli-treign bank not exceeding the larger of

gations of the United States in the Interari) $500 million or (ii) 15 percent of the size
tional Monetary Fund regarding exchangey the swap arrangement.

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

; ; mittee (or with the Subcommittee, if the

Erocedl,:rfll :PSthtIO(?S with Subcommittee believes that consultation
espect lo Foreign Lurrency with the full Committee is not feasible in the
Operations time available, or with the Chairman, if the

Chairman believes that consultation with the

Subcommittee is not feasible in the time
In Effect January 1, 1998 available):

In conducting operations pursuant to the A Any operation that would result in a
authorization and dl_l’eCtlon of the Fe.derabhange in the System’s overa” open position
Open Market Committee as set forth in the foreign currencies exceeding $1.5 billion

Authorization for Foreign Currency Opera-gince the most recent regular meeting of the
tions and the Foreign Currency Directive,committee.

the Federal Reserve Bank of New York,

through the Manager, System Open Market B. Any swap drawing proposed by a

Account (“Manager”), shall be guided by foreign bank exceeding the larger of (i) $200

the following procedural understandingsmillion or (ii) 15 percent of the size of the

with respect to consultations and clearanceswap arrangement.

with the Committee, the Foreign Currency

Subcommittee, and the Chairman of the3. The Manager shall also consult with the

Committee. All operations undertaken pursuSubcommittee or the Chairman about pro-

ant to such clearances shall be reportedosed swap drawings by the System, and

promptly to the Committee. about any operations that are not of a routine
character.

1. The Manager shall clear with the Sub-

committee (or with the Chairman, if the

Chairman believes that consultation with thqvleeting Held on

Subcommittee is not feasible in the timerop-arv 3-4. 1998

available): Yy ,

A. Any operation that would result in a A mee_tlng of the Feo_'EVa' Op_en Market
change in the System’s overall open positiofe0mmittee was held in the offices of the
in foreign currencies exceeding $300 millionBoard of Governors of the Federal
on any day or $600 million since the mostReserve System in Washington, D.C.,
recent regular meeting of the Committee. 5 Tuesday, February 3, 1998, at 2:30

B. Any operation that would result in a P.m. and continued on Wednesday, Feb-
change on any day in the System’s net posiruary 4, 1998, at 9:00 a.m.
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Present:

Mr. Greenspan, Chairman
Mr. McDonough, Vice Chairman
Mr. Ferguson

Mr. Gramlich

Mr. Hoenig

Mr. Jordan

Mr. Kelley

Mr. Meyer

Ms. Minehan

Ms. Phillips

Ms. Rivlin

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

Messrs. Broaddus, Guynn, 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, Deputy General Counsel
Mr. Prell, Economist

Mr. Truman, Economist

Ms. Browne, Messrs. Cecchetti,
Dewald, Hakkio, Lindsey,
Promisel, Simpson, Sniderman,
and Stockton, Associate
Economists

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

Messrs. Braytohand Rosiné& Senior
Economists, Division of Research
and Statistics, Board of Governors

Ms. Garrett and Mr. Nelsoh,
Economists, Division of Monetary
Affairs, Board of Governors

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

Mr. Rives, First Vice President, Federal
Reserve Bank of St. Louis

Messrs. Beebe, Eisenbeis, Hunter,
Ms. Krieger, Messrs. Lang,
Rolnick, and Rosenblum, Senior
Vice Presidents, Federal Reserve
Banks of San Francisco, Atlanta,
Chicago, New York, Philadelphia,
Minneapolis, and Dallas
respectively

Mr. Hetzel, Vice President, Federal
Reserve Bank of Richmond

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, 1998, and ending Decem-

Mr. Fisher, Manager, System Open
Market Account

ber 31, 1998, had been received and that
these individuals had executed their

oaths of office.

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

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

Messrs. Alexander, Hooper, and

The elected members and alternate
members were as follows:

2. Attended portions of meeting relating to the

Ms. Johnson, Associate Directors, Committee’s review of the economic outlook and

Division of International
Finance, Board of Governors

establishment of its monetary and debt ranges for
1998.
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William J. McDonough, President of the Lynn E. Browne, Stephen G. Cecchetti,
Federal Reserve Bank of New York, William G. Dewald, Craig S. Hakkio,

with Ernest T. Patrikis, First Vice Presi- David E. Lindsey, Larry J. Promisel,
dent of the Federal Reserve Bank of = Thomas D. Simpson, Mark S.
New York, as alternate; Sniderman, and David J. Stockton,

Cathy E. Minehan, President of the Federal  Associate Economists
Reserve Bank of Boston, with Edward
G. Boehne, President of the Federal By unanimous vote, the Federal
gﬁasr?gt%- Bank of Philadelphia, aspeserve Bank of New York was selected
; g) execute transactions for the System

Jerry L. Jordan, President of the Federa . ;
Reserve Bank of Cleveland, with Open Market Account until the adjourn-

Michael H. Moskow, President of the ment of the first meeting of the Commit-

Federal Reserve Bank of Chicago, asee after December 31, 1998.

alternate; _ By unanimous vote, Peter R. Fisher
Robert D. McTeer, Jr., President of the FedWas selected to serve at the pleasure of

eral Reserve Bank of Dallas, as votingI .
alternate pending the election of a Presith€ Committee as Manager, System

dent of the Federal Reserve Bank ofOpen Market Account, on the under-
St. Louis; standing that his selection was subject to

Thomas M. Hoenig, President of the Federaheing satisfactory to the Federal Reserve
Reserve Bank of Kansas City, with Bank of New York.

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

alternate. Secretary’s note:Advice subsequently

was received that the selection of Mr. Fisher
) _as Manager was satisfactory to the board of
By unanimous vote, the following directors of the Federal Reserve Bank of

officers of the Federal Open MarketNew York.

Committee were elected to serve until )

the election of their successors at the On the recommendation of the Man-
first meeting of the Committee afterager, the Committee at this meeting
December 31, 1998, with the underunanimously approved two changes in
standing that in the event of the disconthe Authorization for Domestic Open
tinuance of their official connection with Market Operations.

the Board of Governors or with a Fed- First, the Committee amended para-
eral Reserve Bank, they would cease tgraph 1(a) of the Authorization to raise
have any official connection with thefrom $8 billion to $12 billion the limit

Federal Open Market Committee: on intermeeting changes in System
account holdings of U.S. government

Alan Greenspan Chairman and federal agency securities. The
William J. McDonough ~ Vice Chairman  increase was the first permanent change
in the limit since February 1990, when it

Donald L. Kohn Secretary and  was raised from $6 billion to $8 billion.
Normand R.V. Bernard  Deputy Secretary The Manager indicated that the _Commlt-
Joseph R. Coyne Assistant tee had approved temporary increases
Secretary several times during the past year and
Gary P. Gillum Assistant that the existence of a permanent

U, Secretary  $12 billion limit would have obviated
J. Virgil Mattingly, Jr. General Counsel the need for most of the increases. A
Thomas C. Baxter, Jr. Deputy General . ol
Counsel permanent increase to $12 billion would
Michael J. Prell Economist reduce the number of occasions requir-

Edwin M. Truman Economist ing special Committee action, while still
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calling the need for particularly largeicy directive adopted at a meeting of the
changes to the Committee’s attentionCommittee:

; ; _ (@) To buy or sell U.S. Government
The ,Commlttt?]e tcon;zrrgﬁ_ n t_he Man securities, including securities of the Federal
agers view thal a lion InCréaseginancing Bank, and securities that are direct

was appropriate. obligations of, or fully guaranteed as to
Second, the Committee terminatedbrincipal and interest by, any agency of the
the Manager’s authority to conductUnited States in the open market, from or to

transactions in_bankers acceptance$ECUIES SR8 210 2 (A8 1 PETEY
This involved the deletion of paragraphgeserve Bank of New York, on a cash, regu-

1(b), which authorized purchases Ofar, or deferred delivery basis, for the System
sales of prime bankers acceptances iOpen Market Account at market prices, and,
the open market, and also the deletion dpr such Account, to exchange maturing U.S.

the reference in paragraph 1(c), whickﬁ.?p]’et;]”m_rem and Fetdherf?" agency securities
; Wi e Treasury or the individual agencies
authorized repurchase agreements 'E{r to allow them to mature without replace-

such market instruments. The Managefent; provided that the aggregate amount of
indicate that operations in bankersu.s. Government and Federal agency securi-
acceptances were not a practical mearigs held in such Account (including forward

of affecting reserves under current cir-commitments) at the close of business on the

: Cainnday of a meeting of the Committee at which
cumstances, given the ample availabilit ction is taken with respect to a domestic

of U.S. Treasury obligations in the mar-ygjicy directive shall not be increased or
ket. Indeed, the Committee previouslydecreased by more than $12.0 billion during
had decided in 1977 to suspend tranghe period commencing with the opening of
actions on an outright basis in banker§usiness on the day following such meeting
acceptances and had completed the S nd ending with the close of business on the

) . : ay of the next such meeting;
tem’s disengagement from this market ™ 1)y 15 huy U.S. Government securities

in 1984 by instructing the Manager toand securities that are direct obligations of,
discontinue the use of repurchase agreer fully guaranteed as to principal and inter-
ments involving bankers acceptancesst by, any agency of the United States, from
While those decisions had left open th%ealers for the account of the Federal

-, . ; . Reserve Bank of New York under agree-
possibility of resuming transactions iNyenes for repurchase of such securities or

bankers acceptances and no changgsiigations in 15 calendar days or less, at
had been made in the Authorizationyates that, unless otherwise expressly autho-
the Committee agreed that the existingized by the Committee, shall be determined
authority no longer served a practicaPy competitive bidding, after applying rea-

. onable limitations on the volume of agree-
purpose. Accordingly, the amende ents with individual dealers; provided that

Authorization for Domestic Open i the event Government securities or agency
Market Operations was unanimouslyissues covered by any such agreement are
approved in the form shown below. not repurchased by the dealer pursuant to the
agreement or a renewal thereof, they shall be
sold in the market or transferred to the Sys-

tem Open Market Account.

Authorization for Domestic 2. In order to ensure the effective conduct

Open Market Operations of open market operations, the Federal Open
Market Committee authorizes and directs the
Amended February 3, 1998 Federal Reserve Banks to lend U.S. Govern-

ment securities held in the System Open

1. The Federal Open Market CommitteeMarket Account to Government securities
authorizes and directs the Federal Reservdealers and to banks participating in Gov-
Bank of New York, to the extent necessaryernment securities clearing arrangements
to carry out the most recent domestic polconducted through a Federal Reserve Bank,
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under such instructions as the Committeéng transactions with the U.S. Treasury, with
may specify from time to time. the U.S. Exchange Stabilization Fund estab-
3. In order to ensure the effective conductished by Section 10 of the Gold Reserve Act
of open market operations, while assisting irof 1934, with foreign monetary authorities,
the provision of short-term investments forwith the Bank for International Settlements,
foreign and international accounts main-and with other international financial
tained at the Federal Reserve Bank of Nevinstitutions:
York, the Federal Open Market Committee

authorizes and directs the Federal Reserve austrian schillings Italian lire

Bank of New York (a) for System Open gelgie:jn fraéwc”s ﬁﬂapanese yen
anadian dollars exican pesos

Mark‘?t. Account, to se_II US. Govemment Danish kroner Netherlar?ds guilders

securities to such foreign and international  pounds sterling Norwegian kroner

accounts on the bases set forth in para- French francs Swedish kronor

graph I(a) under agreements providing for ~ German marks Swiss francs

the resale by such accounts of those securi-
ties within 15 calendar days on terms compa-  B. To hold balances of, and to have
rable to those available on such transactiongutstanding forward contracts to receive or
in the market; and (b) for New York Bank to deliver, the foreign currencies listed in
account, when appropriate, to undertake witfparagraph A above. _
dealers, subject to the conditions imposed on  C. To draw foreign currencies and to
purchases and sales of securities in pargermit foreign banks to draw dollars under
graph I(b), repurchase agreements in U.She reciprocal currency arrangements listed
Government and agency securities, and t@ paragraph 2 below, provided that draw-
arrange corresponding sale and repurchasegs by either party to any such arrangement
agreements between its own account anshall be fully liquidated within 12 months
foreign and international accounts main-after any amount outstanding at that time
tained at the Bank. Transactions undertakewas first drawn, unless the Committee,
with such accounts under the provisions obecause of exceptional circumstances, spe-
this paragraph may provide for a service fegifically authorizes a delay.
when appropriate. D. To maintain an overall open posi-
tion in all foreign currencies not exceeding

win M. Joan dissenting, the $25,0 bller, For s putpoce, e over)
Authorlzatlon for Foreign C“”er.‘cy Op- defined as the sum (disregarding signs) of
erations shown below was reaffirmed. net positions in individual currencies. The

net position in a single foreign currency is

. . defined as holdings of balances in that cur-
Authorization for Foreign Currency rency, plus outstanding contracts for future

Operations receipt, minus outstanding contracts for
future delivery of that currency, i.e., as the

Reaffirmed February 3, 1998 sum of these elements with due regard to
sign.

1. The Federal Open Market Committee 2. The Federal Open Market Committee
authorizes and directs the Federal Reserwdirects the Federal Reserve Bank of New
Bank of New York, for System Open Market York to maintain reciprocal currency
Account, to the extent necessary to carry oudrrangements (“swap” arrangements) for the
the Committee’s foreign currency directive System Open Market Account for periods up
and express authorizations by the Committo a maximum of 12 months with the follow-
tee pursuant thereto, and in conformity withing foreign banks, which are among those
such procedural instructions as the Commitdesignated by the Board of Governors of the
tee may issue from time to time: Federal Reserve System under Section 214.5

A. To purchase and sell the following of Regulation N, Relations with Foreign
foreign currencies in the form of cable trans-Banks and Bankers, and with the approval of
fers through spot or forward transactions orthe Committee to renew such arrangements
the open market at home and abroad, includsn maturity:



Minutes of FOMC Meetings, Februaryl23

Amount of

arrangement

(millions of
dollars equivalent)

Foreign bank

Austrian National Bank ....................... 250
National Bank of Belgium. .................... 1,000
BankofCanada..................covnvnn.. 2,000
National Bank of Denmark. ................... 250

Bankof England...................coiints. 3,000
Bank of France....... ..

German Federal Bank.
Bank of ltaly..........
Bank of Japan....
Bank of Mexico.....
Netherlands Bank .................coovinne,
Bank of Norway ............cooviiiiiinnnninns
Bankof Sweden..................cciiiat
Swiss National Bank....................co... 4,000

Bank for International Settlements:

Dollars against Swiss francs.................. 600
Dollars against authorized European
currencies other than Swiss francs....... 1,250

maintained to meet anticipated needs and so
that each currency portfolio shall generally
have an average duration of no more than
18 months (calculated as Macaulay dura-
tion). When appropriate in connection with
arrangements to provide investment facilities
for foreign currency holdings, U.S. Gov-
ernment securities may be purchased from
foreign central banks under agreements for
repurchase of such securities within 30 cal-
endar days.

6. All operations undertaken pursuant to
the preceding paragraphs shall be reported
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,
the Vice Chairman of the Board of Gover-
nors, and such other member of the Board

as the Chairman may designate (or in the
absence of members of the Board serving on

Any changes in the terms of existing swapthe Subcommittee, other Board members
arrangements, and the proposed terms of amjesignated by the Chairman as alternates,
new arrangements that may be authorizednd in the absence of the Vice Chairman of
shall be referred for review and approval tothe Committee, his alternate). Meetings of
the Committee. the Subcommittee shall be called at the

3. All transactions in foreign currenciesrequest of any member, or at the request of
undertaken under paragraph 1.A. abovéhe Manager, System Open Market Account
shall, unless otherwise expressly authorize{Manager”), for the purposes of reviewing
by the Committee, be at prevailing marketrecent or contemplated operations and of
rates. For the purpose of providing an investeonsulting with the Manager on other mat-
ment return on System holdings of foreignters relating to his responsibilities. At the
currencies, or for the purpose of adjustingequest of any member of the Subcommittee,
interest rates paid or received in connectiomuestions arising from such reviews and con-
with swap drawings, transactions with for-sultations shall be referred for determination
eign central banks may be undertaken &b the Federal Open Market Committee.
non-market exchange rates. 7. The Chairman is authorized:

4. 1t shall be the normal practice to ar- A. With the approval of the Commit-
range with foreign central banks for the coortee, to enter into any needed agreement or
dination of foreign currency transactions. Inunderstanding with the Secretary of the Trea-
making operating arrangements with foreigrsury about the division of responsibility for
central banks on System holdings of foreigrforeign currency operations between the Sys-
currencies, the Federal Reserve Bank ofem and the Treasury;

New York shall not commit itself to maintain B. To keep the Secretary of the Trea-
any specific balance, unless authorizedury fully advised concerning System for-
by the Federal Open Market Committee. Anyeign currency operations, and to consult with
agreements or understandings concerning thire Secretary on policy matters relating to
administration of the accounts maintained byoreign currency operations;

the Federal Reserve Bank of New York with C. From time to time, to transmit

the foreign banks designated by the Board ofppropriate reports and information to the
Governors under Section 214.5 of RegulaNational Advisory Council on International

tion N shall be referred for review and Monetary and Financial Policies.

approval to the Committee. 8. Staff officers of the Committee are

5. Foreign currency holdings shall beauthorized to transmit pertinent information
invested to ensure that adequate liquidity i®n System foreign currency operations
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to appropriate officials of the Treasury Mr. Jordan dissented in the votes on
Departlrlnentd the Foreign Currency Authorization and
9. All Federal Reserve Banks shall paryo oreign Currency Directive because

ticipate in the forei i . ;
ICIpa’e In he Joreign currency operatlonsthese policy instruments provide the

for System Account in accordance with para;' "> .
graph 3 G(1) of the Board of Governors'basis for foreign exchange market trans-
Statement of Procedure with Respect to Foractions. He believes that the primary
eign Relationships of Federal Reserve Bankfission of the Federal Reserve is to

dated January 1, 1944. achieve and maintain a stable pur-

With Mr. Jordan dissenting, the For_chasmg power of the U.S. dollar. That

ian Currency Directive shown bel objective is best achieved when open
eign turrency Lirective sho €lOW market transactions are restricted to
was reaffirmed.

purchases and sales of U.S. government
securities. When compatible with the
System’s primary objective, foreign

Foreign Currency Directive exchange transactions are redundant
to open market operations. Often, how-
Reaffirmed February 3, 1998 ever, foreign exchange transactions con-

1. System operations in foreign curren-ﬂiCt with the System's primary objec-
cies shall generally be directed at counterin%ve’ requiring opposite adjustments in

disorderly market conditions, provided thatoystem holdings of U.S. Treasury obli-
market exchange rates for the U.S. dollagations. Moreover, holdings of foreign
reflect actions and behavior consistent witlsecurities expose the Reserve Banks
the IMF Article 1V, Section 1. to foreign exchange translation losses
2. To achieve this end the System shall: resulting from the depreciation of for-

A. Undertake spot and forward pur- . . :
chases and sales of foreign exchange. eign currencies relative to a strong and

B. Maintain  reciprocal  currency Stable U.S. dollar.
(“swap”) arrangements with selected for- By unanimous vote, the Procedural

eign central banks and with the Bank forinstructions with Respect to Foreign

International Settlements. _ Currency Operations shown below were
C. Cooperate in other respects W'threaffirmed

central banks of other countries and with

international monetary institutions.
3. Transactions may also be undertaken:
A. To adjust System balances in lightProcedural Instructions with

of probable future needs for currencies. Respect to Foreign Currency
B. To provide means for meeting Sys-ro .
peratlons

tem and Treasury commitments in particula
currencies, and to facilitate operations of the
Exchange Stabilization Fund. Reaffirmed February 3, 1998
C. For such other purposes as may be
expressly authorized by the Committee. In conducting operations pursuant to the
4. System foreign currency operationsauthorization and direction of the Federal
shall be conducted: Open Market Committee as set forth in the
A. In close and continuous consulta-Authorization for Foreign Currency Opera-
tion and cooperation with the United Statedions and the Foreign Currency Directive,

Treasury; the Federal Reserve Bank of New York,
B. In cooperation, as appropriate, withthrough the Manager, System Open Market
foreign monetary authorities; and Account (“Manager”), shall be guided by

C. In a manner consistent with the obli-the following procedural understandings
gations of the United States in the Internawith respect to consultations and clearances
tional Monetary Fund regarding exchangewith the Committee, the Foreign Currency
arrangements under the IMF Article IV. Subcommittee, and the Chairman of the
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Committee. All operations undertaken pursuin accordance with procedures approved
ant to such clearances shall be reportefy the Committee, they were being
promptly to the Committee. called to the Committee’s attention

1. The Manager shall clear with the Sub-, S
committee (or with the Chairman, if the before the February 3-4 organization

Chairman believes that consultation with theneeting to give members an opportunity

Subcommittee is not feasible in the timeto raise any questions they might have

available): ) _concerning them. Members were asked
A. Any operation that would resultin a 4 ingjicate if they wished to have any of

change in the System’s overall open positio . . :
in foreign currencies exceeding $300 miIIion?he instruments in question placed on

on any day or $600 million since the mostthe agenda for consideration at this

recent regular meeting of the Committee. meeting, and no requests for consider-
B. Any operation that would result in a gtion were received.

change on any day in the System’s net posi- By ynanimous vote, the minutes of

tion in a single foreign currency exceedlng,[he meeting of the Federal Open Market

$150 million, or $300 million when the .
operation is associated with repayment ofcommittee held on December 16, 1997,

swap drawings. were approved.

C. Any operation that might generate a The Manager of the System Open
substantiatl)V()tII:JmeS ofttrading in athparti(r:]ult?]rMarket Account reported on develop-
currenc e System, even thou ; ; ;
changeyin tSII’IG Syst)ém’s net position ?n thaT.nemS in for?'gn exchang.e and Interna-
currency might be less than the limits specifional financial markets in the period
fied in 1.B. since the previous meeting on Decem-

D. Any swap drawing proposed by aber 16, 1997. There were no System
foreign bank not exceeding the larger ofppen market transactions in foreign cur-
(i) $200 million or (ii) 15 percent of the size o cies during this period, and thus no

of the swap arrangement. g .
2. The Manager shall clear with the Com-VOte was required of the Committee.

mittee (or with the Subcommittee, if the The Manager of the System Open
Subcommittee believes that consultatioMarket Account also reported on devel-

with the full Committee is not feasible in the oppments in domestic financial markets

Chaiiman believes that consukation with 100N System_open market trans.
Subcommittee is not feasible in the time2ClioNs In government securities and

available): federal agency obligations during the
A. Any operation that would result in a period from December 17, 1997,
change in the System’s overall open positionhrough February 3, 1998. By unani-

in foreign currencies exceeding $1.5 billionmgys vote, the Committee ratified these
since the most recent regular meeting of th?ransactions

Committee. . .
OmQ' :r?y swap drawing proposed by a 1he Committee then turned to a dis-

foreign bank exceeding the larger of (i) $200cussion of the economic and financial
million or (i) 15 percent of the size of the outlook, the ranges for the growth of
swap arrangement. __money and debt in 1998, and the imple-

3. The Manager shall also consult W'thinentation of monetary policy over the

the Subcommittee or the Chairman abou . iod ahead. A
proposed swap drawings by the System antjitérmeeting period ahead. A summary

about any operations that are not of a routin€f the economic and financial informa-
character. tion available at the time of the meeting

and of the Committee’s discussion is

On January 16, 1998, the continuingprovided below, followed by the domes-

rules, regulations, authorizations, andic policy directive that was approved by

other instructions of the Committeethe Committee and issued to the Federal
were distributed with the advice that,Reserve Bank of New York.



126 85th Annual Report, 1998

The information reviewed at this quarter, but available information sug-
meeting suggested that the economgested few bottlenecks.
continued to expand at a robust pace Consumer spending, in real terms,
during the closing months of 1997. Bothrose at a slower though still appreciable
employment and industrial output re-rate in the fourth quarter. Purchases of
corded substantial increases in the fourtdurable goods increased moderately
quarter. While spending for final goodsafter having surged in the third quarter,
and services by U.S. residents deceleand spending on nondurables edged
ated noticeably, inventory investmentdown. By contrast, expenditures for
strengthened and the deficit in inter-consumer services grew at a somewhat
national trade in goods and servicegaster rate. Recent surveys indicated that
appeared to have narrowed. Tighteconsumer confidence remained at a very
labor markets brought some accelerdhigh level.
tion in wages, but falling import and Housing demand continued to exhibit
energy prices helped to hold down priceconsiderable strength at year-end in the
inflation over the closing months of thecontext of sharp declines in fixed mort-
yeatr. gage rates in recent months, further

Labor demand expanded rapidly insizable gains in employment and house-
the fourth quarter; a sharp increase imold income, and very positive con-
nonfarm payroll employment in Decem-sumer assessments of homebuying con-
ber followed large advances in Octobeditions. Applications for mortgages to
and November, and the average workpurchase homes increased to a new
week edged up on balance over thenonthly high in December; the pace
three-month period. Job gains weref sales of existing homes rose further
widely spread across industries. In thén the fourth quarter; and sales of new
fourth quarter, new hires in manufac-homes in November (latest available
turing accounted for more than half ofmonthly data) were at their highest
that sector’'s total for the year, andmonthly pace in more than ten years.
construction employment also registeredHousing starts edged lower in Decem-
an unusually large rise compared wittber but remained close to the highs of
earlier in 1997. Job growth surgedthe current expansion.
in retail trade and persisted at a rapid After unusually strong increases ear-
pace in service-producing industrieslier in the year, real business fixed
The civilian unemployment rate, atinvestment declined slightly in the
4.7 percent in December, was neafourth quarter. However, the outlook for
its low for the current economic further growth remained positive, with
expansion. corporate cash flow still healthy and the

Industrial production continued touser cost of capital still low. Data on
advance at a brisk pace in the fourttshipments of nondefense capital goods
quarter. Growth in the manufacturing ofin December indicated a rebound in
durable goods remained strong despitbusiness spending on capital goods,
sharply slower, though still substantial,notably for office, computing, and com-
expansion in the output of computingmunications equipment, after sizable
and office equipment. The production ofdeclines in the October—November
nondurable goods picked up after havperiod. Business spending on nonresi-
ing been sluggish earlier in the yeardential structures declined slightly in the
Capacity utilization in manufacturing fourth quarter despite rising real estate
was at a relatively high rate in the fourthprices and falling vacancy rates.
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The pace of business inventorycosts of services, notably medical care
investment evidently picked up some-and shelter, provided a slight boost to
what in the fourth quarter. In manufac-core consumer price inflation in Decem-
turing, inventories climbed further in ber. For the year as a whole, prices of
November (latest monthly data avail-core consumer items rose considerably
able), and the stock—shipments ratio wakess than in 1996, in part reflecting the
at the top of its narrow range for the paseffect of declining import prices. At the
twelve months. The accumulation ofproducer level, prices of all finished
wholesale stocks continued its stronggoods and of the core finished goods
upward trend, and by November thecomponent declined further in Decem-
inventory—sales ratio for the wholesaleber. For the year 1997, the core producer
sector had reversed its 1996 decline. Iprice index was little changed after a
the retail sector, inventories declinedelatively small rise the previous year;
slightly in November after having the total index, weighed down by falling
changed little in October; the inventory—prices of finished food and energy items,
sales ratio for this sector was near th@artially reversed its 1996 increase.
bottom of its range for the last twelvePrices also remained subdued at earlier
months. stages of processing in 1997, with prices

The nominal deficit on U.S. trade inof crude materials falling substantially.
goods and services narrowed substah-abor costs, as measured by the hourly
tially on average in October and Novem-compensation of private industry work-
ber from its level in the third quarter. ers, increased at appreciably faster rates
The value of exports rose appreciably irnn the fourth quarter and for the year.
the October—November period, with the At its meeting on December 16, 1997,
largest increases occurring in automothe Committee adopted a directive that
tive and agricultural products. The avercalled for maintaining conditions in
age value of imports for October andreserve markets that were consistent
November changed little from the third-with an unchanged federal funds rate
quarter rate. Imports of consumer goodaveraging around %& percent. In light
and machinery rose, but they were aboutf the increased uncertainties in the out-
offset by declines in automotive prod-look and the possibility that the next
ucts, computers, and, to a lesser extenthange in policy might be in either
a wide variety of other products. Thedirection, the Committee adopted a
available information indicated thatdirective that did notinclude a presump-
economic expansion remained healthyion about the likely direction of any
in most of the foreign G-7 countries,adjustment to policy during the inter-
although slowing somewhat from themeeting period. Reserve market condi-
third quarter. In Asia, weakness in ecotions associated with this directive were
nomic activity in Japan continued intoexpected to be consistent with some
the fourth quarter, and persisting finanmoderation in the growth of M2 and M3
cial turmoil was having strong adverseover coming months.
effects on the economies of a number of Open market operations were directed
developing countries. throughout the intermeeting period

Consumer price inflation remainedtoward maintaining reserve conditions
low in December, damped by a sizableonsistent with the intended federal
further drop in energy prices and a smalfunds rate average of around/5per-
decline in food prices. Excluding foodcent, and the effective rate averaged
and energy items, an acceleration in thelose to that level despite some largely
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anticipated upward pressures in reserveepositor transfers of funds from market
markets around year-end. Most othemstruments whose yields had declined
domestic market interest rates movedelative to those on M2 assets. Large
down on balance during the intermeetincreases in repurchase agreements con-
ing period, apparently as a result oftributed to rapid growth of M3 in Janu-
increased concerns over the turbulencary; the rise in M3 helped to finance
in Asia and its potential implications for further solid expansion of bank credit.
the U.S. economy. Share prices in U.SFrom the fourth quarter of 1996 to the
equity markets moved up slightly onfourth quarter of 1997, M2 increased at
net, perhaps partly in response to the rate somewhat above the upper bound
bond market rally, while equity marketsof its range for the year and M3 at a rate
in some other countries, notably in Asiasubstantially above the upper bound of
remained unsettled. its range. Total domestic nonfinancial
In foreign exchange markets, the dol-debt expanded in 1997 at a pace some-
lar appreciated on balance over the intetwhat below the middle of its range,
meeting period. The dollar rose considreflecting the slow rise in the federal
erably further against the currencies oflebt.
many of the emerging market econo- The staff forecast prepared for this
mies in Asia amid continuing marketmeeting indicated that the expansion of
concerns about the adequacy of reformsconomic activity would slow appre-
that would be undertaken in the affectectiably during the next few quarters and
countries and the magnitude and availremain moderate in 1999. The staff
ability of international financial assis-analysis suggested that slower growth
tance that would be needed to supporbroad and the considerable rise that
those efforts. The dollar also gainedalready had occurred in the foreign
slightly on average in relation to theexchange value of the dollar would exert
currencies of the other G-10 currenciessubstantial restraint on the demand for
A sizable advance by the dollar rela-U.S. exports and subject domestic pro-
tive to the German mark was largelyducers to even stiffer competition from
reversed late in the intermeeting periodimports. An anticipated reduction in the
incoming information suggesting greatedesired rate of inventory accumulation
strength in the German economy liftedwould add to the restraint on the expan-
the value of the mark and tended tcsion. As output growth slowed, pres-
offset growing concern about the likelysures on resources would be expected to
effect of the Asian crisis on Germany.diminish somewhat. Nonetheless, it was
The dollar declined somewhat on balexpected that, consistently measured,
ance against the yen as heightened prosiflation would increase to some degree
pects for domestic fiscal stimulus inover the ensuing period through 1999,
Japan fostered hopes of a less weabwing in part to an abatement of re-
performance of the Japanese economystraining forces from foreign exchange
M2 and M3 continued to grow at and oil markets.
relatively rapid rates in December and In the Committee’s discussion of cur-
apparently also in January. Recent gainent and prospective economic condi-
in nominal income evidently under-tions, members commented that the per-
pinned much of the greater-than-formance of the economy continued to
expected strength in M2 in Januarype quite favorable. They noted that the
also contributing were a pickup in mort-economy had entered the new year with
gage refinancing activity and, perhapsgonsiderable momentum and very few
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indications that growth was moderatingCommittee and the Federal Reserve
from what appeared to be an unsustairBank presidents not currently serving as
able rate. Nonetheless, their assessmentembers had provided individual pro-
of the various factors bearing on thegections of the growth in real and nomi-
outlook led them to conclude that apprenal GDP, the rate of unemployment, and
ciably slower economic growth was inthe rate of inflation for the year ahead.
the offing for the year ahead, possibly tased on developments over the second
a pace in the vicinity of current esti- half of 1997, the central tendency of the
mates of the economy’s long-run growthprojections for 1998 now pointed to
potential. Many emphasized that theslightly more strength in real GDP and
prospects for declining net exports as appreciably less inflation than the fore-
consequence of the dollar’s appreciatiorasts prepared at the time of the July
and the crises in a number of Asianl997 meeting. The forecasts of the rate
economies were a key factor in the outef expansion in real GDP in 1998 had a
look for some slowing in the expansion.central tendency of 2 to32 percent and
In addition, a moderating rate of inven-a full range of #4 to 3 percent. Such
tory accumulation appeared likely aftergrowth was expected to be associated
the rapid buildup during 1997. At the with a civilian unemployment rate in a
same time, high levels of confidencerange of 42 to 5 percent in the fourth
and generally accommodative financiatjuarter of this year, implying little or
conditions supported expectations oho change from the current level. With
persisting, though likely diminishing, regard to nominal GDP growth in 1998,
strength in consumer spending and busthe forecasts were mainly in a range of
ness fixed investment. The member8%ato 4% percent, with an overall range
acknowledged that their forecasts weref 3¥2 to 5 percent. Projections of the
subject to a great deal of uncertaintyrate of inflation, as measured by the
because there was little precedent tconsumer price index, had a central ten-
guide them in their evaluation of thedency of B4 to 2¥4 percent, on the high
extent and likely effect of Asian marketside of the outcome for 1997 when the
turmoil. In the circumstances, the risksrise in the index was held down by
of a considerable deviation on the upsidelamped increases in food prices and
or the downside of their current fore-declines in energy prices. These fore-
casts were unusually high. Partly as &asts took account of likely further tech-
consequence, the outlook for inflationnical improvements in the CPI by the
was quite tentative as well. MoreoverBureau of Labor Statistics that would
questions persisted about the level anttim the reported rate. The projections
growth of sustainable output. Membersvere based on individual views con-
observed that price inflation hadcerning what would be an appropriate
remained subdued, and by some megolicy over the projection horizon to
sures had declined, in recent monthfoster the Committee’s longer-term
despite very tight labor markets andgoals.
indications of somewhat faster increases The members stressed that the poten-
in labor compensation. tial extent of the negative effects of
In keeping with the practice at meet-developments in Asia on the nation’s
ings just before the Federal Reserve'srade balance represented a key uncer-
semiannual monetary policy report totainty in the economic outlook. On the
the Congress and the Chairman’s assavhole, those effects had been quite
ciated testimony, the members of thdimited thus far. Anecdotal reports indi-
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cated that a number of domestic producsurveys, evidently reflecting the strong
ers, notably of agricultural, lumber, anduptrend in employment and income and
wood products, had experienced som& some extent the very large cumulative
cancellations or postponements ofncrease in stock market wealth over the
orders from Asian customers and thereourse of recent years. Some also noted
was some evidence of increased importdhat consumer debt burdens, while large,
from those nations. Exports to affectedvere manageable and that such burdens
Asian nations were likely to be heldwould be lessened for many consumers
back by declining incomes and risingby their refinancing of home mortgages
prices of U.S. products in local curren-at the lower mortgage rates now prevail-
cies, and reportedly also by difficultiesing. Evidence of strength in the con-
that importing firms in Asia were sumer sector was supported by upbeat
encountering in securing financing. Theanecdotal reports of retail sales during
eventual effects of the Asian financialthe holiday season and more recently.
turmoil on the U.S. trade balance andNhile the growth in personal expendi-
the overall economy were unknown—intures was likely to moderate somewhat
part because in some key countriefrom its recent pace, members did not
needed reforms had yet to be implefule out a more ebullient consumer sec-
mented and markets to stabilize—butor in the context of substantial further
they clearly seemed likely to becomegrowth in disposable incomes, favorable
more pronounced in coming monthsfinancing conditions for purchases of
Net exports also would be held down byhomes, automobiles, and other con-
the appreciation of the dollar against thesumer durables, and the high level of
currencies of the industrial countries thastock market prices.
had occurred earlier in 1997 before the Business fixed investment also was
Asian crisis intensified. expected to provide substantial support
Another factor viewed as likely to to continued economic expansion,
exert a moderating effect on the growthithough some moderation in purchases of
of economic activity was the expecta-business equipment seemed likely after
tion of some slowing in inventory the exceptionally rapid rates of growth
investment. In the past year, businesseéa such investments in recent years.
had added to inventories at a rate thaBusiness sentiment remained generally
exceeded the rise in final sales, andptimistic, and both debt and equity
somewhat reduced accumulation to dinancing continued to be readily avail-
pace more in line with that of final salesable on attractive terms to most business
was seen as a reasonable expectatiomorrowers. However, early signs of fal-
Some members expressed reservationgring profit trends in some industries,
however, about the extent of any weakin part related to developments in Asia,
ening in inventory accumulation in light appeared to have introduced a caution-
of the relatively favorable economicary note among some business planners.
conditions that they believed were likelyMembers also referred to emerging
to persist over the year ahead. signs of speculative overbuilding in
Members viewed further growth in some areas, especially of commercial
consumer spending as likely to remairstructures. Even so, in the absence of
the major factor in sustaining the expanunanticipated weakness in consumer
sion in overall economic activity. Con- expenditures, a variety of favorable fac-
sumer sentiment was at or close to histors seemed likely to sustain relatively
torically high levels according to recentrobust spending on business structures
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and equipment over the year ahead. Theosts continuing to decline, overall unit
latter included increased opportunitiesost increases had remained not far
to cut costs and enhance efficiency bywbove zero. In these circumstances—
investing in relatively inexpensive highand in the context of highly competitive
tech equipment in a period characterizedonditions in many markets, declines in
by strong competition in many marketsinput prices and in the prices of many
and rising labor compensation associeommodities, including oil—rising labor
ated with tight labor markets. costs seemed to pose little risk of an
Residential construction activity hadupward impetus to inflation in coming
remained relatively robust in recentmonths.
months and was expected to be well The longer-run outlook for inflation
maintained over coming quarters. Posiwas more clouded and under some sce-
tive indications for the housing outlook narios less promising. Inflation expecta-
included relatively low mortgage inter- tions had been moving down according
est rates, very favorable measures db recent surveys, and in the context
cash flow affordability, and quite posi-of relatively modest increases in con-
tive homebuying attitudes as expressedumer prices expected over coming
in recent surveys. While these factorsnonths such expectations could con-
were expected to help sustain the houginue to move lower, thereby constrain-
ing sector over coming months, mem-ng increases in compensation and
bers noted that housing construction hagrices. Nonetheless, some of the factors
been high for some time and some citethat had helped to moderate price
anecdotal evidence of softening activityincreases—including  declining  oil
in some parts of the country. On bal-prices, the appreciation of the dollar,
ance, only modest, if any, slippage fromand restrained increases in health insur-
current levels of home constructionance costs—were not likely to continue
activity seemed likely over the yearto exert benign effects on inflation as
ahead. time went on. More fundamentally, the
With regard to the outlook for infla- productivity improvement that had held
tion, members referred to widespreadlown producer costs could not necessar-
indications of increasingly tight laborily be counted on to continue to offset
markets and to statistical and anecdotauch costs, especially if the economic
reports of faster increases in laboexpansion remained sufficiently rapid to
compensation. Labor cost increases iput additional pressures on available
recent quarters had been especially rapidbor resources.
in a large segment of the service sector, In keeping with the requirements of
where foreign competition was not athe Full Employment and Balanced
factor. Some members commentedGrowth Act of 1978 (the Humphrey—
however, that there were reasons to diddawkins Act), the Committee reviewed
count the sharp fourth-quarter increas¢he ranges for growth of the monetary
in the employment cost index because tand debt aggregates in 1998 that it
a large extent it was the result of nonhad established on a tentative basis at
recurring developments in a limitedits meeting in July 1997. Those ranges
number of industries. Despite theincluded expansion of 1 to 5 percent for
upward trend in labor compensationM2 and 2 to 6 percent for M3, measured
gains in productivity clearly had keptfrom the fourth quarter of 1997 to the
increases in unit labor costs at a veryourth quarter of 1998. The associated
modest level; and with unit nonlaborrange for growth of total domestic non-
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financial debt was provisionally set attary policy. In this environment, the
3 to 7 percent for 1998. The tentativemembers did not see any firm basis for
ranges for 1998 were unchanged frontleviating from their recent practice of
the ranges that had been adopted insetting ranges that, assuming velocity
tially for 1995 (in July of that year for behavior in line with historical patterns,
M3). would serve as benchmarks for mone-
In reviewing the tentative ranges, thetary expansion consistent with longer-
members took note of a staff projectiorrun price stability and a sustainable rate
indicating that, given the members’of real economic growth. The tentative
expectations for the performance of the@anges for 1998 had been derived in this
economy and prices and assuming nway, and Committee members saw no
major changes in interest rates, MZeason to change those ranges at this
likely would grow in 1998 in the upper time. Indeed, adjusting the ranges to
half of its tentative range, and M3 some-center them more closely on growth
what above the top of its range. Therates deemed likely to be more consis-
staff analysis anticipated that the veloctent with the Committee’s expectations
ity of M2 would continue its recent pat- for economic activity and prices could
tern of relatively stable behavior thatfoster the misinterpretation that the
was more in line with historical experi- Committee had become much more con-
ence than had been the case in the earigent of the stability and predictability
1990s. The velocity of M3 was pro- of velocity and was placing greater
jected to continue to decline at a someemphasis on M2 and M3 as gauges of
what faster rate than historical expethe thrust of monetary policy. Several
rience would indicate, reflecting themembers commented, however, that the
greater use by business firms ofadoption of ranges centered on the Com-
institution-only money market funds asmittee’s expectations for growth of the
a cash management tool and the needsonetary aggregates should be recon-
of depository institutions for appreciablesidered in the future if the members
non-M2 funding to finance brisk loanwere to become more confident about
growth. The staff projected that the debthe relationship between the growth of
of the domestic nonfinancial sectorghe money and measures of aggregate
would grow around or perhaps slightlyeconomic performance. The Committee
above the middle of its tentative rangealso agreed that the range for non-
reflecting the credit needs of businessefinancial debt for 1998 should be left
facing a weaker earnings outlook andinchanged. The tentative range readily
larger merger-related retirements ofncompassed the pace seen as likely to
equity. be associated with the members’ fore-
In their discussion of the ranges forcasts for economic activity and prices.
M2 and M3, the members noted that the Accordingly, the following statement
apparently greater predictability ofof longer-run policy for 1998 was
velocity in recent years could not beapproved for inclusion in the domestic
counted on to persist, given changes ipolicy directive:
financial markets that had made invest-
ment alternatives more readily avail- The Federal Open Market Committee

able. As a consequence substantiéPEks monetary and financial conditions that
: ' will foster price stability and promote sus-

uncertainty still surrounded projectionsyinapie growth in output. In furtherance of
of money growth consistent with thethese objectives, the Committee at this meet-
Committee’s basic objectives for mone-ing established ranges for growth of M2
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and M3 of 1 to 5 percent and 2 to 6 percenhaps real intermediate and long-term

[espfegg\g;b{, Theafsuretg ffomtthe ]follg;g Q%?finterest rates, rising equity prices, ready
ero 0 the Tourth quarter o . (S H H HR H
range for growth of total domestic nonfinan-Crecjlt availability, and rapid growth of

cial debt was set at 3 to 7 percent for thdn® broad measures of money and credit.
year. The behavior of the monetary aggreWhile the members differed to some
gates will continue to be evaluated in theextent in their forecasts of major trends
light of progress toward price level stability, in the economy and in the risks of alter-
mg‘r’]‘fs”?ﬁ%z 'Qctgﬁ(')rn‘]’e'océt']?sv a“.dlde"eilof'native outcomes, they agreed that, under
y andlinancial marketS eseeable circumstances, needed ad-
Votes for this action: Messrs. Green-JUStmentS tq policy probably could be
span, McDonough, Ferguson, Gramnch’made ona '_umely basis once the balance
Hoenig, Jordan, Kelley, McTeer, Meyer,Of underlying forces became more
and Mses. Minehan, Phillips, and Rivlin. evident. Accordingly, a steady policy
Votes against this action: None. would not incur an unacceptable risk of
a seriously deteriorating economic per-
In the Committee’s discussion of pol-formance. In the interim, the greater risk
icy for the intermeeting period aheadwould be to make a preemptive policy
all the members endorsed a proposahove on the basis of inadequate evi-
to maintain an unchanged policy stancedence regarding underlying economic
The economy currently was performingtrends.
very well and the outlook over the near Inthe Committee’s discussion of pos-
term was for subdued inflation andsible intermeeting adjustments to policy,
continued solid economic growth. Overall the members agreed that prevailing
a longer horizon, the range of possiblaincertainties indicated the desirability
outcomes was unusually wide, and thef retaining a symmetric instruction in
direction that policy would need to the directive. While a number of mem-
move to promote sustained expansiobers expressed the view that the next
and damped inflation was unclear. Atpolicy move was likely to be a tight-
this point, the extent to which the still ening action and one member saw a
largely anticipated external drag fromgreater probability of an easing action,
events in Asia would offset the strongthe uncertainties were sufficiently great
upward momentum in domestic demando warrant remaining sensitive to the
was a source of major uncertainty. Inneed for a policy change in either direc-
addition, it was impossible to predicttion. Accordingly, a symmetric directive
whether or when the tightness in labomwould signal the Committee’s readiness
markets would exert a more pronouncedo respond promptly to developments
effect on labor costs and ultimately onthat might threaten the economy’s satis-
price inflation. Even the thrust of thefactory performance.
current stance of monetary policy as it At the conclusion of the Committee’s
was transmitted through financial mar-discussion, all the members indicated
kets was open to some question. On thenheir support of a directive that called
one hand, a real federal funds rate thdbr maintaining conditions in reserve
was on the high side of historical experi-markets that were consistent with an
ence and a substantially stronger dollaunchanged federal funds rate of about
suggested some restraint. From a differs%2 percent, and all also favored a direc-
ent perspective, however, financial contive that did not include a presumption
ditions seemed to be quite stimulative aabout the direction of a change, if any,
evidenced by lower nominal and per-in the stance of policy during the inter-
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meeting period. Accordingly, in the con-the intermeeting period relative to the cur-

text of the Committee’s long-run objec_rencies of several Asian developing coun-

; ; o ; tries, but it has registered only a small
tives for_ price stﬁbllltydan(_:i .SUStama?l?increase on average in relation to the curren-
economic growth, and giving careful ;ies of major industrial nations.

consideration to economic, financial, M2 and M3 continued to grow at rela-
and monetary developments, the mentively rapid rates in December and appar-
bers decided that a slightly higher or &ntly also in January. From the fourth quarter
slightly lower federal funds rate might©' 1996 to the fourth quarter of 1997, M2

b table durina the int i expanded at a rate somewhat above the
€ acceptable during the INtermeetngyner hound of its range for the year and M3

period. The reserve conditions contemat a rate substantially above the upper bound
plated at this meeting were expected tof its range. Total domestic nonfinancial debt
be consistent with some moderation irexpanded in 1997 at a pace somewhat below

i~y the middle of its range.
tmhgn%LZWth of M2 and M3 over coming The Federal Open Market Committee

seeks monetary and financial conditions that
The Federal Reserve Bank of Newyi| foster price stability and promote sus-
York was authorized and directed, untiltainable growth in output. In furtherance of

instructed otherwise by the Committeethese objectives, the Committee at this meet-
to execute transactions in the Systerff!d established ranges for growth of M2

. . and M3 of 1 to 5 percent and 2 to 6 percent
Account in accordance with the follow- respectively, measured from the fourth quar-

ing domestic policy directive: ter of 1997 to the fourth quarter of 1998. The
range for growth of total domestic nonfinan-
The information reviewed at this meetingcCial debt was set at 3 to 7 percent for the
suggests that economic activity continuedear. The behavior of the monetary aggre-
to grow rapidly during the closing months gates will continue to be evaluated in the
of 1997. Nonfarm payroll employment light of progress toward price level stability,
increased sharply further in December aftefnovements in their velocities, and develop-
posting very large gains in other recentments in the economy and financial markets.
months; the civilian unemployment rate, at In the implementation of policy for the
4.7 percent, remained near its low for themmediate future, the Committee seeks con-
current economic expansion. Industrial pro-diti(_)nS_in reserve markets consistent with
duction continued to advance at a brisk pacgaintaining the federal funds rate at an aver-
in the fourth quarter. Consumer spendingige of around % percent. In the context
rose appreciably in the quarter, and housingf the Committee’s long-run objectives for
starts remained close to the highs of th@rice stability and sustainable economic
current expansion. Business fixed investgrowth, and giving careful consideration to
ment weakened following exceptionally economic, financial, and monetary develop-
strong increases in the second and thirnents, a slightly higher federal funds rate
quarters; nonfarm inventory accumulationor a slightly lower federal funds rate might
appears to have picked up somewhat. Thee acceptable in the intermeeting period.
nominal deficit on U.S. trade in goods andThe contemplated reserve conditions are
services narrowed significantly on average ifexpected to be consistent with some modera-
October and November from its level in thetion in the growth in M2 and M3 over com-
third quarter. Price inflation has remainedng months.
subdued despite appreciably faster increases . .
in worker compensation in recent months. ~ votes for this action: Messrs. Green-
Most interest rates have declined on bal- SPan, McDonough, Ferguson, Gramlich,
ance since the day before the Committee Hoenig, Jordan, Kelley, Meyer, McTeer,
meeting on December 16, 1997. Share prices Mses. Minehan, Phillips, and Rivlin.
in US. equity markets have moved up Votes against this action: None

somewhat over the period; equity markets in .
some other countries, notably in Asia, have |t Was agreed that the next meeting of

remained volatile. In foreign exchange marthe Committee would be held on Tues-
kets, the value of the dollar has risen oveday, March 31, 1998.
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The meeting adjourned at 10:50 a.m.

Donald L. Kohn
Secretary

Meeting Held on
March 31, 1998

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, March 31, 1998, at

Mr. Fisher, Manager, System Open
Market Account

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

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

Messrs. Alexander, Hooper, and
Ms. Johnson, Associate Directors,
Division of International Finance,
Board of Governors

9:00 a.m.

Present:
Mr. Greenspan, Chairman
Mr. McDonough, Vice Chairman
Mr. Ferguson
Mr. Gramlich
Mr. Hoenig
Mr. Jordan
Mr. Kelley
Mr. Meyer
Ms. Minehan
Ms. Phillips
Mr. Poole
Ms. Rivlin

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

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

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

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

Mr. Rasdall, First Vice President,
Federal Reserve Bank of
Kansas City

Messrs. Goodfriend, Hunter, Kos,
Lang, Rolnick, and Rosenblum,
Senior Vice Presidents, Federal
Reserve Banks of Richmond,
Chicago, New York, Philadelphia,
Minneapolis, and Dallas
respectively

Ms. Rosenbaum, Vice President,
Federal Reserve Bank of Atlanta

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

Ms. Browne, Messrs. Cecchetti,
Dewald, Hakkio, Lindsey,
Promisel, Simpson, Sniderman,
and Stockton, Associate
Economists

Mr. Rudebusch, Research Officer,
Federal Reserve Bank of
San Francisco

By unanimous vote, the minutes of
the meeting of the Federal Open Market
Committee held on February 3—4, 1998,
were approved.

The Report of Examination of the
System Open Market Account, con-
ducted by the Board’s Division of
Reserve Bank Operations and Payment
Systems as of the close of business on
November 6, 1997, was accepted.



136 85th Annual Report, 1998

The Manager of the System Operedged down to 4.6 percent in February,
Market Account reported on develop-equaling its low for the current eco-
ments in foreign exchange and internanomic expansion.
tional financial markets in the period Industrial production edged up on bal-
since the previous meeting on Februance in January and February after
ary 3—4, 1998. There were no Systenmaving increased rapidly in the second
open market transactions in foreign curhalf of 1997. Part of the deceleration
rencies during this period, and thus nstemmed from the depressing effect of
vote was required of the Committee.  unusually warm winter weather on the

The Manager also reported on develprovision of heating services by utilities.
opments in domestic financial marketsThe growth of manufacturing produc-
and on System open market transadion also slowed considerably as a result
tions in government securities andof downward adjustments to assemblies
federal agency obligations duringof motor vehicles and, more generally,
the period from February 4, 1998,weakness in the output of business
through March 30, 1998. By unanimousequipment. With investment in new
vote, the Committee ratified thesemanufacturing facilities still brisk and
transactions. manufacturing output posting only a

The information reviewed at this small advance in the January—February
meeting suggested that the economperiod, the factory operating rate eased a
continued to expand rapidly duringlittle.
the early months of 1998. Apparently, Consumers stepped up their spending
strong growth in private domesticin the early months of the year; senti-
spending for consumption, housing, anagnent remained buoyant in the context of
business equipment more than offsetontinued strong growth in disposable
weakness in net exports and a slighincome and further gains in household
moderation in inventory investment.wealth. Particularly large increases were
Total employment continued to rise rap+ecorded in expenditures on durable
idly, but industrial production increasedgoods, apparel, and general merchan-
at a considerably slower pace. Despitelise. Housing demand also strength-
indications of persisting pressures orened, with sales of existing homes
employment costs associated with tighteaching a record high in February and
labor markets, price inflation abated fursales of new homes in January (latest
ther, primarily as a consequence of largelata) almost equaling the previous
declines in energy prices. record. Both housing starts and building

Nonfarm payroll employment rose permits remained on an upward trend.
sharply further in January and February. Business fixed investment seemed to
Growth in construction jobs was particu-have rebounded from a small decline in
larly strong, apparently reflecting in partthe fourth quarter. Shipments of nonde-
the unseasonably warm weather acrogsnse capital goods, notably of comput-
much of the country and the need tdng equipment whose prices continued
repair damage caused by ice storms artd fall sharply, strengthened substan-
heavy rains. In addition, service indusdially in January and February. By con-
tries continued to post very large emtrast, expenditures on transportation
ployment gains. By contrast, manufacequipment were sluggish. Despite fur-
turing payrolls contracted slightly in ther declines in vacancy rates and rising
February after a sizable increase in Jarreal estate prices, business spending on
uary. The civilian unemployment ratenonresidential construction also seemed
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to have been lackluster, with such activitems; excluding food and energy, prices
ity not having changed much since lastvere unchanged on balance over the
summer. two months. Over the twelve months
The pace of business inventory accuended in February, producer price infla-
mulation slowed sharply in Januarytion was negligible. Tight labor markets
from the fourth-quarter rate. Some ofappeared to be putting some upward
the slowdown reflected a reduction inpressure on labor compensation, but the
motor vehicle stocks; the remainder wagickup was limited. The change in aver-
largely associated with a drop in inven-age hourly earnings over the twelve
tories of nondurable goods at the wholemonths ended in February was only
sale level. Inventory—sales ratios forslightly larger than the increase over the
most manufacturing and trade categoyear-earlier period.
ries were within the ranges experienced With economic growth still solid and
over the past year. inflation subdued, the Committee at
The nominal deficit on U.S. trade inits meeting on February 3—4, 1998, had
goods and services widened substaradopted a directive that called for
tially in January from its average maintaining conditions in reserve mar-
monthly level for the fourth quarter. Thekets that would be consistent with an
value of exports declined considerablyunchanged federal funds rate of about
partly as a result of reduced exports t&¥2 percent. The substantial uncertain-
Asia, but the value of imports changedies about the future strength of eco-
little. The decrease in exports wasomic activity and inflation suggested
mainly in civilian aircraft and other that the next change in policy could be
capital goods. The available informationin either direction, and the Committee
indicated that the pace of economialso had agreed that the directive should
expansion picked up in Europe aftemot contain a presumption about the
having slowed somewhat in the fourthdirection of any change in the stance of
quarter and was still strong on balancgolicy during the intermeeting period.
in Canada. Economic activity remainedThe reserve market conditions asso-
weak in Japan and decelerated sharplgiated with this directive had been
in Asian countries that had been theexpected to be consistent with some
focus of financial turmaoil. moderation in the growth of M2 and M3
Consumer prices were little changedver coming months.
on balance in January and February, Open market operations throughout
as substantial declines in energy pricethe intermeeting period were directed
largely offset increases elsewheretoward maintaining reserve conditions
Excluding food and energy items, con-consistent with the intended average for
sumer price inflation picked up some-the federal funds rate of arounéper-
what in the first two months of the yearcent, and the rate fluctuated in a narrow
from the pace of the second half ofrange around that level. By contrast,
1997; on a year-over-year basis, howinterest rates in other domestic financial
ever, the increase in consumer pricemarkets generally rose somewhat on
during the twelve months ended in Febbalance over the period in response to
ruary was slightly smaller than that inincoming information that suggested
the year-earlier period. At the produceraggregate private demand remained
level, falling prices for finished energyrobust. Despite the rise in rates and
goods in January and February pulledome erosion in the outlook for near-
down the index of prices for all finishedterm corporate profits, share prices in
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U.S. equity markets moved up substanstrengthened over recent months in
tially further. response to heavy private demands for
In foreign exchange markets, the dol-credit.
lar appreciated somewhat on balance The staff forecast prepared for this
over the intermeeting period in relationmeeting indicated that the expansion of
to the currencies of the other majoreconomic activity would slow apprecia-
industrial countries. Against a back-bly during the next few quarters and
ground of weakening growth in Japarremain moderate in 1999. The staff
and continued uncertainty about theanalysis suggested that the surge in
prospects for fiscal stimulus in thathousehold net worth over the past sev-
country, the dollar rose considerablyeral years would help to support sizable,
against the yen. The dollar changedhough gradually diminishing, gains in
little against the mark and other conti-consumer spending; favorable cash flow
nental European currencies but declinedffordability would underpin housing
against the Canadian dollar and the Britdemand at a relatively high level; and
ish pound. The dollar also depreciatedubstantial increases in capital spending
significantly relative to the currencies ofwould persist until slower growth in
several emerging market economies ibusiness sales and weaker profits began
Asia, reflecting market assessments thad have a restraining effect in 1999.
progress had been made in reformingeduced growth of foreign economic
economic policies and financial andactivity and the lagged effects of the
commercial practices in most of thoseconsiderable rise that had occurred in
countries. the foreign exchange value of the dollar
The available information for Febru-were expected to exert substantial
ary and part of March indicated that M2restraint on the demand for U.S. exports
and M3 expanded more rapidly than thever the projection period and to in-
Committee had anticipated at the timecrease the pressures on domestic pro-
of its February meeting. On a quarterlyducers that face import competition.
average basis, growth of both monetanAn anticipated slowdown in the pace
aggregates picked up somewhat in thef inventory accumulation also would
first quarter from already robust rategestrain domestic production as stocks
in the fourth quarter. The increasedvere brought into balance with the
demand for M2 was perhaps associateeixpected lower trajectory for sales.
in part with the reduced attractivenes®\lthough pressures on production
of longer-term fixed rate market assetsiesources would abate to a degree as
whose yields had declined significantlyoutput growth slowed, inflation was
relative to the returns on liquid invest-expected to increase somewhat in
ment components of M2. In addition,response to persisting tightness in labor
households might have been tryingnarkets and a diminishing drag from
to rebalance asset portfolios that hadion-oil import prices.
become more heavily weighted in In the Committee’s discussion of
equities as a result of the run-up incurrent and prospective developments,
stock prices. The pickup in M3 members commented on the persistence
growth reflected a surge in bank issuef unusually favorable economic condi-
ance of large time deposits to financdions, characterized by strong growth
strong demands for loans by businesseand low inflation, but a number ques-
and households. The expansion ofioned how long these conditions
total domestic nonfinancial debt alsomight last without a policy adjustment.
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Domestic demand was exceeding expeaially for durable goods, had risen
tations and was likely to continue tosharply thus far this year, and the factors
increase rapidly for some time, sup-hat had fueled that expansion were still
ported by accommodative conditionsunusually positive. They included large
in key segments of financial marketsincreases in employment and personal
Developments in foreign trade wereincomes, the continuing uptrend in
moderating demands on domestidinancial wealth relative to disposable
resources; but with domestic spendingncome, and, in these circumstances, the
strong, members were becoming morersistence of a very high level of con-
concerned that those developmentsumer confidence. Attractive financing
might not exert enough restraint onconditions and favorable business con-
aggregate demand to slow the expansididence also were expected to support
to a sustainable pace in line with thesubstantial further growth in business
growth of the economy’s potential.investment, especially in high tech
Despite tightening labor markets, infla-equipment that was characterized by
tion prospects remained quite favorableapid product improvement and falling
for a while as a number of factors—prices. Investment in nonresidential
some temporary—helped to damp nearstructures, notably in office and other
term pressures on prices. Nonethelesspmmercial markets, seemed likely
in the absence of some slowing in thdo strengthen somewhat in response to
expansion, labor compensation probablyeduced vacancy rates and sizable
would continue to accelerate and inincreases in rents in many areas; indeed,
creasingly outpace productivity, addingseveral members again reported indica-
to pressures on prices. tions of speculative nonresidential con-
In their review of the outlook for struction in some parts of the country.
spending in key sectors of the domesti®Residential construction was expected
economy, members saw little reason too be maintained at a high level, though
anticipate substantial slowing in thesingle-family starts might soften over
growth of consumer or business expenthe next few months after a surge that
ditures in coming quarters, and they alsappeared to have been related to rela-
expected housing activity to be main-tively favorable weather conditions dur-
tained at a relatively high level. Theing the winter. With mortgage rates at
recent further increases in equity pricesheir recent reduced levels and incomes
from already high levels played ancontinuing to rise, the cash flow afford-
important role in the assessments oébility of home ownership was excep-
several members. The stock market'sionally favorable.
rise was viewed as somewhat puzzling, Developments in two areas of expen-
given indications of some slowing in theditures were thought likely to exert some
growth of profits and the potential for restraining effect on the overall expan-
earnings disappointments as the exparsion in economic activity over coming
sion in spending moderated and profiguarters. One was business inventory
margins narrowed in the context of moreaccumulation, which had exceeded the
rapid labor cost increases. So long as ebust growth in final sales in 1997 and
high degree of optimism in the stockprobably would moderate this year as
market persisted, however, the elevatedusiness firms sought to restrain the
level of financial wealth and the low buildup in their inventories to keep them
cost of capital should continue to boosin better alignment with the expected
spending. Consumer expenditures, espeaoderation of gains in sales.
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The second, foreign trade develop- With regard to the outlook for infla-
ments, also was likely to have a damption, members observed that price infla-
ing influence on the domestic economytion remained quite low—in fact, it was
While the lagged effects of the dollar’sstill declining by some measures—and
appreciation and economic conditionghere was little evidence of any potential
in key U.S. trading partners around theacceleration in current price data or in
world were important factors in this anecdotal reports from around the coun-
assessment, members focused in thisy. Nonetheless, as they had at previous
discussion on the effects of weaknesmeetings, members expressed particular
in several Asian economies. Conditiongoncern about the outlook for prices
in Japan and in key emerging marketn the absence of appreciable slowing in
economies in Asia were still quite frag-the growth of aggregate demand, which
ile, adjustments on the real side of theappeared to be adding to pressures on
economy were just beginning to be feltabor resources. Anecdotal reports from
in some cases, and outcomes for ecacross the nation continued to suggest
nomic growth and exchange rates werexceptionally tight labor markets and
still very much in doubt. Nonetheless,growing indications of somewhat faster
some progress had been made in puttingcreases in labor compensation. To
recovery programs together, and finandate, unit labor costs had been contained
cial markets had seemed to stabilize iy large capital investments and other
several countries. Anecdotal reports omitiatives that had raised the productiv-
adverse repercussions on individuaity of labor. But additional improve-
U.S. firms from the Asian financial ments in productivity growth could not
turmoil had increased somewhat sincée counted on to offset further increases
the Committee’s previous meeting,in the rate of growth of labor compensa-
but the direct overall impact on thetion, which were more likely to occur
U.S. economy was still limited. Indeed,especially if labor markets were to
developments in Asia also appearedighten further. Moreover, the effects of
to have had positive, albeit indirect,a number of special factors that had
effects on domestic demand and pricegended to limit cost pressures and price
in the near term by exerting some downinflation in recent years were not likely
ward pressure on U.S. interest rates ant persist; these included the declines in
world oil prices. Prices in the United world oil prices, the subdued increases
States of a number of Asian goodsn the costs of health benefits, and the
and of domestic products competingagged effects of the appreciation of the
with those goods had been lowereddollar. To be sure, the factors that had
Over time, conditions in key Asian produced the favorable inflation results
economies were thought likely to haveof recent years were not all well under-
a more pronounced retarding effect orstood, and consequently expectations of
the U.S. economy. While the eventualgreater price pressures had to be tenta-
dimensions of that effect remainedtive. On balance, though any upsurge in
uncertain, a number of members cominflation seemed unlikely in the nearer
mented that, on the basis of develterm, the risk that inflation might move
opments to date, they might turn outhigher over the longer run seemed to
to be less negative than had beehave increased.
expected earlier, or at least that some Despite perceptions of a greater risk
“worst case” outcomes seemed lesof rising inflation over time, all but one
likely. of the members indicated in the Com-
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mittee’s policy discussion that they pre-of the uncertainties in the outlook and
ferred, or could accept, a proposal tgjiven that a variety of special factors
maintain an unchanged policy stancevould continue to contain inflation for a
that also included a shift from the cur-time, the Committee could await further
rent symmetrical directive to an asym-developments bearing on the strength of
metrical directive tilted toward restraint. inflationary pressures without incurring
The members agreed that should tha significant risk that disruptive pol-
strength of the economic expansion anéty actions would be needed later in
the firming of labor markets persist, pol-response to an upturn in inflation and
icy tightening likely would be needed atinflation expectations.

some point to head off imbalances that One member indicated a strong pref-
over time would undermine the expan-erence for an immediate policy tight-
sion in economic activity. Most saw ening move, largely on the grounds
little urgency to tighten policy at this that under current conditions relatively
meeting, however. The economy mightapid growth in money and credit was
well continue to accommodate relativelynot consistent with continued progress
robust economic growth and a high levetoward reducing inflation. A number of
of resource use for an extended periodther members also commented that the
without a rise in inflation. Some mem-strength of the monetary aggregates,
bers noted that price increases would bespecially if it should persist, was sug-
held down for a while by the effects of gesting ample liquidity and accommo-
the higher dollar, which had not workeddative financial conditions. In addition,
their way fully through domestic prices.some cited ebullient equity markets and
Moreover, inflation continued to fall by narrow risk spreads in credit markets as
some measures and inflation expectadditional evidence that financial condi-
tions still seemed to be adjusting down+tions were not restraining final demands
ward toward actual inflation; further very much. These were factors that they
declines in these expectations wouldvould weigh in their evaluation of the
restrain increases in compensation andeed for, and timing of, a policy tighten-
prices. Members also noted that the ultitng move.

mate extent of retarding effects from the The members agreed that they should
financial turmoil in Asia was still uncer- be particularly sensitive to develop-
tain, and several cited the possibilityments that might signal rising inflation
of a downward adjustment in the stockpressures, and in that regard a shift to an
market, perhaps in response to disamsymmetric directive seemed desirable.
pointing growth in business profits, thatSuch a directive would be consistent
could have an adverse impact on busiwith the Committee’s judgment that the
ness and consumer confidence. In theseformation that had become available
circumstances, a preemptive policysince a symmetric directive was last
move to head off rising inflation could adopted in February had altered the
prove premature or perhaps even unwainflation risks enough to make some
ranted; indeed, in the view of some, dightening a likely prospect in the not
tightening move was not inevitable.too distant future. In that regard several
Moreover, because a policy action wasuggested that the need for some policy
not currently anticipated, some com-ightening could well materialize in the
mented that a tightening could producenear future.

an outsized and undesirable response in At the conclusion of the Committee’s
financial markets. On balance, in lightdiscussion, all but one member sup-
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ported a directive that called for main-rate in the fourth quarter. Despite indications
taining conditions in reserve marketsof persisting pressures on employment costs

; ; ssociated with tight labor markets, price
;Ehgt W?rfe anSIStemeIéh a%unchangeﬁmation has abated further, primarily as a
ederal funds rate of about/a percent consequence of large declines in energy

and that contained a bias toward therices.

possible firming of reserve conditions Interest rates generally have risen some-
and a higher federal funds rate. Accordwhat on balance over the intermeeting
ingly, in the context of the Committee’s period. Share prices in U.S. equity markets

S - . have moved up substantially further over
long-run objectives for price stability y o neriod. In foreign exchange markets, the

and sustainable economic growth, angajue of the dollar has increased somewhat
giving careful consideration to eco-over the period in relation to the currencies
nomic, financial, and monetary devel-of other major industrial nations, but it has
opments, the Committee decided thaflepreciated relative to the currencies of most

. merging market economies in Asia.
a somewhat higher federal funds rat& Growth of M2 and M3 picked up some-

would be acceptable or a slightly lowerynat in the first quarter from already robust
federal funds rate might be acceptableates in the fourth quarter. Expansion of total
during the intermeeting period. Thedomestic nonfinancial debt also has strength-

reserve conditions contemplated at thi§ned over recent months. )
b tThe Federal Open Market Committee

mler?tlng W.edre et>)(|pecteddto b_e CO.nS'SLe%eeks monetary and financial conditions that
with considerable moderation In they; foster price stability and promote sus-

growth in M2 and M3 over the monthstainable growth in output. In furtherance

ahead. of these objectives, the Committee at its
The Federal Reserve Bank of Newmeeting in February established ranges for

York was authorized and directed, untild"owth of M2 and M3 of 1 to 5 percent and

. - . 2 to 6 percent respectively, measured from
instructed otherwise by the Committeee orth quarter of 1997 to the fourth quar-

to execute transactions in the Systerfer of 1998. The range for growth of total
Account in accordance with the follow- domestic nonfinancial debt was set at 3 to
ing domestic policy directive: 7 percent for the year. The behavior of the
monetary aggregates will continue to be
evaluated in the light of progress toward
The information reviewed at this meetingprice level stability, movements in their
suggests that economic activity continue£e|ocities, and developments in the economy
to grow rapidly during the early months and financial markets.
of 1998. Nonfarm payroll employment In the implementation of policy for the
increased sharply further in January and Felimmediate future, the Committee seeks con-
ruary, and the civilian unemployment rate, aditions in reserve markets consistent with
4.6 percent in February, equaled its low formaintaining the federal funds rate at an aver-
the current economic expansion. Howeverage of around % percent. In the context
growth in manufacturing payroll employ- of the Committee’s long-run objectives for
ment was down over the first two monthsprice stability and sustainable economic
of the year, and factory output decelerate@rowth, and giving careful consideration to
appreciably. Consumer spending has riseaconomic, financial, and monetary develop-
considerably further since year-end, andnents, a somewhat higher federal funds rate
housing activity also has strengthened irwould or a slightly lower federal funds rate
recent months. Available indicators point tomight be acceptable in the intermeeting
a sharp rebound in business fixed investmenieriod. The contemplated reserve conditions
following a small decline in the fourth quar- are expected to be consistent with consider-
ter. Fragmentary data on nonfarm invenable moderation in the growth in M2 and M3
tories suggest a slower rate of accumulationver coming months.
early in the year. The nominal deficit on U.S.
trade in goods and services widened substan- Votes for this action: Messrs. Green-
tially in January from its average monthly span, McDonough, Ferguson, Gramlich,
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Hoenig, Kelley, Meyer, Mses. Minehan, Present:

Phillips, Mr. Poole, and Ms. Rivlin. Vote
against this action: Mr. Jordan.

Mr. Jordan dissented because growth
rates of various measures of money and
credit in the second half of 1997 and the
first quarter of this year were not consis-
tent in his view with continued progress
in reducing inflation. Recent price statis-
tics understated the trend rates of infla-
tion. The one-time effects of falling olil
prices, lower food prices, and recent
appreciation of the dollar on foreign
exchange markets provided only a tem-
porary reduction of inflation. While
some reacceleration of reported rates of
inflation was probably unavoidable, sus-
tained rapid money growth would risk
even higher inflation in future years.
The durability of the economic expan-
sion would be jeopardized by price and
wage decisions reflecting expectations
that the purchasing power of the dollar
would decline at faster rates in the
future. Once such expectations became
imbedded in the economy, even stronger
policy actions would be required in
order to reestablish a downward trend of
inflation.

It was agreed that the next meeting of
the Committee would be held on Tues-
day, May 19, 1998.

The meeting adjourned at 1:05 p.m.

Donald L. Kohn
Secretary

Meeting Held on
May 19, 1998

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, May 19, 1998, at
9:00 a.m.

Mr. Greenspan, Chairman
Mr. McDonough, Vice Chairman
Mr. Ferguson

Mr. Gramlich

Mr. Hoenig

Mr. Jordan

Mr. Kelley

Mr. Meyer

Ms. Minehan

Ms. Phillips

Mr. Poole

Ms. Rivlin

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

Messrs. Broaddus, Guynn, and
Parry, Presidents of the
Federal Reserve Banks of
Richmond, Atlanta, and
San Francisco respectively

Mr. Kohn, Secretary and Economist
Mr. Gillum, Assistant Secretary

Mr. Mattingly, General Counsel

Mr. Prell, Economist

Mr. Truman, Economist

Ms. Browne, Messrs. Cecchetti,
Dewald, Hakkio, Lindsey,
Simpson, and Stockton,
Associate Economists

Mr. Fisher, Manager, System Open
Market Account

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

Ms. Fox, Deputy Congressional
Liaison, Office of Board
Members, Board of Governors

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

Messrs. Madigan and Slifman,
Associate Directors, Divisions
of Monetary Affairs and
Research and Statistics
respectively, Board of
Governors
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Messrs. Alexander, Hooper, and
Ms. Johnson, Associate
Directors, Division of
International Finance,
Board of Governors

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

Ms. Garrett, Economist, Division
of Monetary Affairs, Board of
Governors

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

Mr. Kumasaka, Research Assistant,
Division of Monetary Affairs,
Board of Governors

Messrs. Eisenbeis, Goodfriend,
Hunter, Lang, Rolnick, and
Rosenblum, Senior Vice
Presidents, Federal Reserve
Banks of Atlanta, Richmond,
Chicago, Philadelphia,
Minneapolis, and Dallas
respectively

Messrs. Altig, Bentley, and Judd,
Vice Presidents, Federal
Reserve Banks of Cleveland,
New York, and San Francisco
respectively

agency obligations during the period
March 31, 1998, through May 18, 1998.
By unanimous vote, the Committee rati-
fied these transactions.

The Manager informed the Commit-
tee of his intention to discuss with mar-
ket participants proposed changes in the
procedures for lending securities from
the System Open Market Account. The
changes would be intended to adapt the
lending program to the evolving struc-
ture of the U.S. Treasury securities mar-
ket. They are designed to make System
securities lending more effective at help-
ing to relieve occasional significant
shortages of particular securities, which
could cause disruptions to the market.
In a brief discussion, Committee mem-
bers sought clarification of some of the
proposed details of the new program
and how it would fit with the Fed-
eral Reserve’s broader responsibilities.
Action to amend paragraph 2 of the
Authorization for Domestic Open Mar-
ket Operations would be required at a
later date when the details of the new
program had been decided upon after
discussions with market participants.

The Committee then turned to a dis-
cussion of the economic and financial
outlook, and the implementation of
monetary policy over the intermeeting

By unanimous vote, the minutes ofperiod ahead. A summary of the eco-
the meeting of the Federal Open Markehomic and financial information avail-
Committee held on March 31, 1998,able at the time of the meeting and of
were approved. the Committee’s discussion is provided

The Manager of the System Operbelow, followed by the domestic policy
Market Account reported on develop-directive that was approved by the Com-
ments in foreign exchange markets durmittee and issued to the Federal Reserve
ing the period March 31, 1998, throughBank of New York.

May 18, 1998. There were no System The information reviewed at this
open market transactions in foreign curmeeting suggested that the economy
rencies during this period, and thus naontinued to expand rapidly in 1998.
vote was required of the Committee.  Strength in consumption, business out-

The Manager also reported on develtays for durable equipment, and home-
opments in domestic financial marketduilding boosted growth in domestic
and on System open market transactiorfinal demand to a very rapid pace in the
in government securities and federafirst quarter, and there had been indi-
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cations of slower expansion since thendeclines in the output of construction
However, weakening net exports weresupplies, basic metals, and nondurable
exerting a considerable drag on ecomaterials. The production of consumer
nomic growth. Moreover, the extraor-goods was unchanged. The factory oper-
dinary pace of inventory investment thusating rate eased further in April, reflect-
far this year might foreshadow lessing the continuing brisk expansion
robust expansion ahead. Payroll emin manufacturing facilities and slow
ployment remained on a brisk uptrendgrowth in output.
but industrial production decelerated Consumer spending had remained
sharply after having surged in the secstrong this year in the context of robust
ond half of last year. Despite indicationsgains in income and household net
of persisting pressures on employmentvorth and of very favorable consumer
costs associated with tight labor marsentiment. Total retail sales rose appre-
kets, consumer price inflation remaineciably in April, boosted by increases in
subdued, importantly reflecting largepurchases of automobiles and nondura-
declines in energy prices. ble goods. Housing demand and residen-
Nonfarm payroll employment regis- tial construction activity also continued
tered another large increase in Aprilto increase at a rapid pace this year.
after a small decline in March; theseHome sales were at very high levels,
data, along with the still-low level of reflecting the continuing improvement
initial claims for unemployment insur- in housing affordability as a result of
ance in recent weeks, suggested thateclining mortgage rates. Although
labor demand had remained robust thuBousing starts slipped in April, they
far in 1998. Hiring in the trade, financeremained at an elevated level.
and real estate, and services industries Business fixed investment rebounded
was brisk in April; employment in con- sharply in the first quarter from a small
struction retraced part of an apparentlylecline in the fourth quarter of 1997. A
weather-related drop in March. Thesurge in expenditures on producers’
number of manufacturing jobs declineddurable equipment, notably on com-
in April for a second consecutive month.puters, communications equipment, and
The civilian unemployment rate fell heavy trucks, more than offset continued
sharply, to 4.3 percent in April, after weakness in outlays for nonresidential
having averaged around¥4 percent structures. While available indicators
since last November. pointed to further substantial gains in
Industrial production rose somewhatequipment purchases over coming
over March and April after having months, data on construction contracts
weakened earlier in the year. Part of theffered little evidence of a pickup in
slowdown this year, following rapid nonresidential construction activity in
growth in the second half of last yearthe near term, even though vacancy rates
was attributable to weakness in utilitywere declining and office rents were
output associated with unusually warnrising.
winter weather across much of the coun- Business inventories increased at a
try. More importantly, though, manufac-very rapid pace in the first quarter, but
turing output had changed little on bal-with sales strong, inventory—sales ratios
ance in recent months. In April, a pickupremained within their ranges over the
in the production of business equipmentpast year. In manufacturing, stock accu-
particularly of information processing mulation slowed in March after having
equipment, was largely offset by furtherincreased fairly rapidly in January and
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February. At the wholesale level, inven-year-earlier period; falling import prices
tories rose about in line with sales dur-apparently helped damp the goods com-
ing the quarter, and in the retail sectoponent of the index. At the producer
inventories built up at a greatly accelerdevel, price inflation of finished goods
ated pace in the first quarter. other than food and energy picked up
The nominal deficit on U.S. trade ina bit in April, but it was considerably
goods and services widened substadewer over the twelve months ended in
tially in January and February from April than over the year-earlier interval.
its average monthly rate in the fourthinflation at earlier stages of production
quarter. The value of exports declinecalso remained subdued. The rate of
considerably in the January—Februaryncrease in hourly compensation of pri-
period, with most of the drop attribut- vate industry workers slowed in the
able to reduced sales to Asian countriedirst quarter, reflecting smaller advances
The decrease in exports was concerin both the wage and benefit compo-
trated in agricultural products, industrialnents of the index; however, compen-
supplies, and machinery. The value obation costs accelerated appreciably on
imports rose slightly, largely reflectinga year-over-year basis, primarily as a
higher amounts of imported automotiveresult of faster growth in wages and
products and higher service paymentssalaries.
The available information suggested that At its meeting on March 31, 1998,
economic growth in continental Europethe Committee adopted a directive that
strengthened in the first quarter, withcalled for maintaining conditions in
strong domestic demand apparently offreserve markets that were consistent
setting the effects of Asian turmoil onwith an unchanged federal funds rate
foreign trade. Robust domestic demandveraging around’ percent. However,
also continued to buoy the Canadiann light of increased concerns that
economy. By contrast, economic activ-growth in aggregate demand might out-
ity in Japan contracted in the first quarpace the expansion of the economy’s
ter and decelerated sharply further irpotential for some time, possibly gener-
Asian countries that had experienceéting inflationary imbalances in labor
financial turmoil. markets, the Committee decided that the
Consumer prices were unchanged imlirective should include a bias toward
March and rose moderately in April.the possible firming of reserve condi-
Energy prices were down slightly fur-tions and a higher federal funds rate.
ther in April after having declined mark- The reserve conditions associated with
edly in previous months, and food priceghis directive were expected to be con-
increased a little; excluding food andsistent with considerable moderation in
energy, consumer price inflation pickedhe growth in M2 and M3 over the
up in April as prices of services accelermonths ahead.
ated and prices of tobacco surged higher. Open market operations throughout
Over the course of recent months, cor¢he intermeeting period were directed
consumer inflation had accelerated t@oward maintaining reserve conditions
rates that were somewhat above thoseonsistent with the intended average of
registered earlier. Even so, on a yeararound %2 percent for the federal funds
over-year basis, the increases in totaiate. Though tax flows were heavy at
and core consumer prices were substamtimes and reserves were drained from
tially smaller over the twelve monthsdepository institutions as tax payments
ended in April than they had been in thespilled into Treasury deposits at the Fed-
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eral Reserve Banks, the federal funds M2 and M3 expanded briskly further
rate averaged a little below its intendedn April, but data for late April and early
level over the period. Most other mar-May showed M2 declining and M3 lev-
ket interest rates declined slightly oneling out; much of the fluctuation in M2
balance over the intermeeting periodduring the April-May period appeared
incoming data suggested that laboto be related to movements of funds
markets remained tight and that theassociated with unusually heavy non-
economy retained considerable upwargithheld tax payments and a surge in
momentum, but market participants evimortgage refinancings to take advantage
dently gave greater weight to informa-of lower long-term rates. On balance,
tion indicating that wage and price infla-the underlying growth of these aggre-
tion was well contained in the first gates seemed to be slowing from the
quarter. Share prices in U.S. equity marpace of the first quarter. The moderation
kets rose further despite some report;n M3 partly reflected a reduced need
of soft corporate earnings, and equityfor non-M2 sources of funds at a time
prices in most other industrial countriesvhen bank credit expansion seemed to
also reached new highs. be slowing. Growth of total domestic
In foreign exchange markets, thenonfinancial debt apparently had slipped
trade-weighted value of the dollar insomewhat after picking up earlier in the
terms of major currencies changed littleyear.
on balance over the period. The dollar The staff forecast prepared for this
declined considerably against the Germeeting indicated that the expansion of
man mark and other continental Euroeconomic activity would slow consid-
pean countries amid signs of strongrably during the next few quarters
growth in the German economy and fur-and remain moderate in 1999. Reduced
ther progress in resolving the outstandgrowth of foreign economic activity and
ing issues associated with next year'she lagged effects of the sizable rise that
launch of the euro; French and Germaimad occurred in the foreign exchange
interest rates also rose slightly over thealue of the dollar were expected to
period. The dollar appreciated someplace substantial restraint on the demand
what against the yen; the announcemerfibr U.S. exports and to add to the pres-
of a large fiscal stimulus package andures on domestic producers to hold
Japan’s intervention in support of thedown prices to meet import competition.
yen did not offset indications of further An anticipated sharp slowdown in the
weakening in the Japanese economy amahce of inventory accumulation also
related declines in Japanese interestould damp domestic production as the
rates. Other Asian financial marketsgrowth of stocks was brought into bal-
came under renewed pressure after ance with the expected more moderate
brief period of relative calm. The cur-trajectory of final sales. The staff analy-
rencies of several key Asian emergingis suggested that further strong gains
market economies depreciated considn income, along with the surge in
erably against the dollar; and in sharghousehold net worth over the past sev-
contrast to the performance of equityeral years, would support brisk, though
markets in most industrial countries,gradually diminishing, gains in con-
prices in Asian equity markets declinedsumer spending. Housing demand,
substantially on balance over the periodostered by the favorable cash flow
to near their lows of late 1997 or earlyaffordability of home ownership, was
1998. expected to remain at a generally high



148 85th Annual Report, 1998

level, though the anticipated slowingpronounced weakness in Japan. Whether
in income growth over the projectionthe moderation in U.S. economic growth
period would damp residential construcwould be sufficient to forestall cost
tion activity somewhat. Substantialincreases arising from tight labor mar-
increases in capital spending wouldkets that in turn would add to pressures
continue, but slower growth in businesn prices was open to question. To date,
sales and profits would produce adevelopments in business costs had been
gradual deceleration. While pressureselatively benign, owing to an important
on production resources were likelyextent to somewhat faster productivity
to abate to a degree as output growtlgrowth. This circumstance and a num-
slowed, inflation was expected tober of one-time influences holding down
increase somewhat from its recent paceosts and prices had contained inflation
in response to rising compensation costat rates that were lower than those seen
associated with persisting tightness inn several decades, and probably would
labor markets, a limited rebound incontinue to do so for a while. But the
energy prices, and a diminishing drag oomembers generally were concerned that
non-oil import prices. inflation might begin to rise over the
In the Committee’s discussion of cur-intermediate term, especially if labor
rent and prospective economic developmarkets tightened further.
ments, members noted the exceptional In their assessment of the factors
strength in domestic final demand andinderlying the persisting strength of
viewed robust further expansion in suchaggregate final demand, members took
demand as highly likely. Final purchasegarticular note of the effect of accommo-
were being supported by accommodative financial conditions. The rapid
dative financial conditions, especiallygrowth in consumer spending was being
a rising equity market, by ebullient bolstered by large gains in stock market
consumer sentiment, and by busineswealth; and the strength in housing and
spending on productivity-enhancingother interest-sensitive consumer expen-
equipment. While there were limitedditures also reflected declines in nomi-
indications of weakness in some sectorsal, and perhaps in real, intermediate-
of the economy—such as manufacturand long-term interest rates and the
ing, energy, and agriculture in someample availability of loans. Likewise,
areas—the members did not see concluhe ready availability of equity and debt
sive evidence of appreciable moderatioffinancing on favorable terms was a key
in the pace of the overall economicfactor in the continuing robust growth
expansion. Nonetheless, they generallgf business investment. Indeed, some
believed that substantial moderatiormembers expressed concern that the
in the expansion was a likely prospeciwidespread perceptions of reduced risk
in coming quarters, largely as a conseer complacency that had bolstered
quence of a marked slowing in inven-equity prices beyond levels that seemed
tory investment from the clearly unsus-justified by fundamentals were begin-
tainable pace of the first quarter and, tming to be felt in a variety of other mar-
a lesser extent, from some further weakkets as well, including commercial and
ness in net exports. The outlook for theesidential properties, business ventures,
latter was especially uncertain, and th@and land. In the view of a number of
weakness could be greater than previmembers, rapid growth of the monetary
ously anticipated owing to renewed tur-aggregates, though it had slowed very
moil in emerging Asian economies andrecently, was a further indication that
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financial conditions were not restrainingditions in Asian financial markets and
economic activity. economies were deteriorating further,
Despite the failure of domestic de-with potentially adverse consequences
mand to moderate in line with theirfor net U.S. exports. Of particular con-
earlier expectations, the members wereern in this regard was the possibility of
persuaded that appreciable slowing invorsening economic conditions in Japan
the growth of economic activity wasand the negative implications not only
a likely prospect over the course offor U.S. trade with Japan but for world-
coming quarters even though its exacwide trade and financial markets. Some
timing and extent were unknown. Keymembers also commented that unsettled
elements in this assessment were thi#nancial and economic conditions in
outlook for inventories and net exports.East Asia could tend to exacerbate the
The surge in inventory accumulation ineconomic problems of several important
the first quarter did not appear to havemerging economies in other parts of
resulted in overall stock imbalancesthe world, including major Latin Ameri-
as evidenced by stock-sales ratios aran trading partners of the United States.
anecdotal reports. Even so, growth irOn balance, forecasts of a limited fur-
inventory investment at a pace sharplyher drag on U.S. net exports from devel-
exceeding the sustainable growth obpments in Asia were subject to substan-
final sales was unlikely to continue fortial uncertainty, with the risks tilted
an extended period. Given the ampléoward a greater effect on the U.S. econ-
availability of industrial capacity and omy than had been anticipated earlier.
the related absence of pressures on leddoreover, the lingering effects of the
or delivery times, business firms diddollar's appreciation last year against a
not need to build precautionary stocksbroad array of currencies would con-
Thus, inventory investment was likelytinue to depress the nation’s foreign
to respond to the expected deceleratiotrade position for some time.
in final sales over coming quarters. The decline in the unemployment
Some members expressed reservationgte to its lowest level in nearly three
about the probable extent of the deceldecades underscored anecdotal reports
eration in the period ahead, especiallpf further tightening in labor markets
in the context of their expectations of ain recent months and added to concerns
still relatively robust uptrend in final about the outlook for inflation. Though
sales. the first-quarter data had not suggested
Developments in Asia clearly wereas steep an increase as a number of
having adverse effects on a number obbservers had anticipated, labor com-
U.S. industries, but the overall effects orpensation clearly was trending higher.
the U.S. economy appeared to have bedBut as suggested by the rise until
limited thus far. Indeed, the direct effectsrecently in profit margins, businesses
of the Asian financial and economichad been able to realize productivity
problems on U.S. trade over time neededains that tended to offset the faster
to be weighed against their indirect buincreases in compensation costs. Indeed,
positive effects in the near term in help-while the most recent data were difficult
ing to hold down U.S. interest rates ando read, once likely revisions were taken
in reducing the prices of oil and otherinto account productivity improvements
imported commodities. However, mem-could well be on a steeper uptrend than
bers were concerned that, as evidencdthd been estimated earlier. Even so, the
by the most recent developments, conmembers remained concerned that if



150 85th Annual Report, 1998

pressures on labor resources continueetonomy, notably the pace of inventory
to intensify, the associated increases iaccumulation over coming months,
labor compensation would at some poiniight foster slower economic expan-
significantly exceed the gains in producsion and the related degree to which
tivity. The resulting pressures on pricegressures in labor markets would be
might be muted, but probably only for aaffected. Moreover, considerable ques-
time, by the inability of many businesstions remained about the relationship
firms in highly competitive markets to of labor market pressures to inflation.
raise their prices or to raise them suffidin these circumstances, it was possible
ciently to offset rising costs. Some mem+that inflation would continue to be con-
bers emphasized that a number of devetained, though the risks clearly seemed
opments that had held down pricesto be tilted in the direction that action
including the dollar’s sizable apprecia-would become necessary at some point
tion last year, the drop in world oil to keep inflation low.
prices, and the downtrend in employee While a delay in implementing a
benefit cost increases, were unlikely tdighter policy that ultimately proved
be repeated over the coming year antb be needed to curb rising inflation
could even be reversed to a degreénvolved some risks, many of the mem-
Members acknowledged, however, thabers concurred in the view that the
the nexus between labor market tightpotential costs of postponing action for
ness, accelerating labor costs, and the limited time were small. By some
effects on price inflation was very diffi- measures, inflation had continued to
cult to ascertain and analyses based airop in the first quarter, and the appreci-
earlier patterns that pointed to risingation of the dollar, reduced commaodity
inflation had proved consistently wrongprices, and low—if not declining—
in recent years. inflation expectations would help to hold
In the Committee’s discussion ofdown nominal wage increases and price
monetary policy for the intermeeting pressures for some time, even if, as a
period ahead, a majority of the membersiumber of members suspected, the
indicated that they preferred or couldeconomy was now producing beyond
accept an unchanged policy. Thesdés long-run potential. Forecasts of ris-
members also expressed a preferendeg inflation had proved unreliable and
for retaining the asymmetric instructionneeded to be viewed in light of the
in the directive that the Committee hadconsiderable uncertainties surrounding
adopted at the previous meeting. In thishem. The members recognized, how-
view, the uncertainties in the outlookever, that the longer any needed action
for economic expansion and inflationwas delayed, the more important it
remained sufficiently great to warrant awould be to take prompt and perhaps
continued wait-and-see policy stancevigorous action once the danger of rising
Considerations underlying this viewinflation became clearer.
included the possibility that financial Another reason for not taking action
and economic conditions in Asia mightat this meeting was the possibility that
worsen further and exert a strongeeven a modest tightening action could
retarding effect on the performance othave outsized effects on the already very
the U.S. economy than presently seemesknsitive financial markets in Asia. The
to be in train. A good deal of uncertaintyresulting unsettlement could have sub-
also surrounded the potential extent tatantial adverse repercussions on U.S.
which developments in the domestidinancial markets and, over time, on the
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U.S. economy. Many of the memberssibly in the near future, was a likely
emphasized, however, that market corthough not an inevitable prospect.
siderations could not be allowed to jeop- At the conclusion of the Committee’s
ardize the effective conduct of a U.Sdiscussion, all but two of the mem-
monetary policy aimed at an optimalbers supported a directive that called
performance of the U.S. economyfor maintaining conditions in reserve
Indeed, such a performance would besnarkets that were consistent with an
serve the interests of troubled financiabnchanged federal funds rate of about
markets and economies abroad. 5%> percent and that contained a bias
A number of members indicated thattoward the possible firming of reserve
the decision was a close call for them. Irconditions and a higher federal funds
this regard, some emphasized that finarrate. Accordingly, in the context of the
cial conditions were very accommoda-Committee’s long-run objectives for
tive in terms of the ample availability price stability and sustainable economic
of financing to most borrowers on verygrowth, and giving careful consideration
attractive terms and increases in equityo economic, financial, and monetary
prices. Several expressed concern thaevelopments, the Committee decided
the persistence of quite rapid monetaryhat a somewhat higher federal funds
growth this year was symptomatic of arate would be acceptable or a slightly
monetary policy that was not positionedower federal funds rate might be
to restrain ebullient domestic demandacceptable during the intermeeting
sufficiently, even if short-term real inter- period. The reserve conditions contem-
est rates were quite high. Although somglated at this meeting were expected to
of these members could accept postporbe consistent with considerable modera-
ing action for the present to await fur-tion in the growth of M2 and M3 over
ther information on the balance of risksthe months ahead.
two members, while acknowledging The Federal Reserve Bank of New
the uncertainties that surrounded th&ork was authorized and directed, until
economic outlook, indicated a strongnstructed otherwise by the Committee,
preference for tightening the stance ofo execute transactions in the System
policy at this meeting. They believedAccount in accordance with the follow-
that current policy was accommodating domestic policy directive:
ing excessive strength in aggregate

demand that very likely would be felt The information reviewed at this meeting
n hlgh_er inflation before long. Promptsuggests that economic activity has contin-
tightening was needed to avert thgeqto grow rapidly in 1998. Nonfarm pay-
necessity of stronger and potentially disroll employment registered another substan-
ruptive policy actions later to containtial increase in April after a slight decline in
inflation. March, and the civilian unemployment rate

; fell to 4.3 percent in April. However, factory
All the members who intended to VOteoutput has changed little on balance in recent

for an unchanged policy at this meetingnonths, Retail sales grew appreciably in

supported the retention of a directiveapril, and consumer spending as a whole has
that was biased toward restraint. In theibeen very strong this year. Residential sales
view, current developments did not calland construction also have strengthened this
for any policy action, at least at thisyear. Business fixed investment rebounded

: . Sharply in the first quarter after having
meeting, but because they felt the rISkgeclined slightly in the fourth quarter, and

were tilted in the direction of rising available indicators point to continuing
inflation, a policy tightening move, pos-strength over coming months. Business
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inventories appear to have increased vergf the Committee’s long-run objectives for
rapidly in the first quarter. The nominal defi-price stability and sustainable economic
cit on U.S. trade in goods and services widgrowth, and giving careful consideration to
ened substantially in January and Februargconomic, financial, and monetary develop-
from its average monthly rate in the fourthments, a somewhat higher federal funds rate
quarter. Despite indications of persistingwould or a slightly lower federal funds rate
pressures on employment costs associatedight be acceptable in the intermeeting
with tight labor markets, price inflation hasperiod. The contemplated reserve conditions
remained subdued this year, primarily as are expected to be consistent with consider-
consequence of large declines in energgble moderation in the growth in M2 and M3
prices. over coming months.
Most market interest rates have declined

slightly on balance over the intermeeting \/gtes for this action: Messrs. Green-
period. Share prices in U.S. equity markets span  McDonough, Ferguson, Gramlich,

have moved up a little further. In foreign Hoenig, Kelley, Meyer, Mses. Minehan,
exchange markets, the trade-weighted value Phillips, and Rivlin. Votes against this

of the dollar in terms of major currencies has action: Messrs. Jordan and Poole.
changed little on net over the period. How-

ever, the dollar has risen on balance against .

the currencies of key emerging market Mr. Poole dissented because he be-
economies, particularly those in Asia. Equitylieved that the sustained increase in
markets in Asia have fallen substantiallymoney growth in recent quarters and
over the period to near their lows of lategagsociated accommodative conditions

1997, while those in Europe have risen tq, iha credit markets pointed to rising
new highs.

M2 and M3 expanded briskly further in inflation. Although faster productivity
April, but data for late April and early May growth suggested that trend output
show M2 declining and M3 leveling out. growth might be modestly higher than
The swing in these measures seemed to hgreviously thought, the growth rate of
related largely to movements of funds assogggregate demand over the past two

ciated with tax payments. Expansion of totagears clearly had exceeded the econo-
domestic nonfinancial debt appears to hav

moderated somewhat after a pickup earlier if"y'S long-run growth potential. With-

the year. out a reduction of aggregate demand
The Federal Open Market Committeegrowth, inflation would rise. In his view,

seeks monetary and financial conditions thathe Federal Reserve should therefore

will foster price Stabl“ty and pl’0m0te SUS'take prompt actlon to reduce money
tainable growth in output. In furtherance

of these objectives, the Committee at it%owmdto “.mlt the rl$e||n inflation ar]lld
meeting in February established ranges foi© avold an increase in longer-term infla-

growth of M2 and M3 of 1 to 5 percent and tion eXpeCtationS, which would tend to
2 to 6 percent respectively, measured frondlestabilize aggregate employment and
the fourth quarter of 1997 to the fourth quar-financial markets.

ter of 1998. The range for growth of total pr. Jordan also noted that the mone-

domestic non-financial debt was set at 3 t ;
7 percent for the year. The behavior of théfary and credit aggregates had acceler-

monetary aggregates will continue to beated further from already rapid growth
evaluated in the light of progress towardrates in 1997. In his view, these high
price level stability, movements in their growth rates were fueling unsustain-
velocities, and developments in the economybly rapid increases of real estate and
and financial markets. other asset prices, and reports of “too

In the implementation of policy for the ; »
immediate future, the Committee seeks con[nUCh cash chasing too few deals” were

ditions in reserve markets consistent witlP€Coming more frequent. Anticipated
maintaining the federal funds rate at an avergains on both real and financial invest-
age of around % percent. In the context ments had risen relative to the cost of
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borrowed funds. In these circumstancegnd continued on Wednesday, July 1,
it was increasingly likely that the Com- 1998, at 9:00 a.m.

mittee would face a choice between

smaller increases in interest rates soon@®resent:

versus larger increases later. He added
that maximum sustainable economic
growth occurs when businesses and
households act on the assumption that
the dollar will maintain its value over
time, and nothing he had heard from
consumer groups, bankers, or other busi-
ness people in his District led him to
believe that decisions were being made
in the expectation that the purchasing
power of the dollar would be stable.
Furthermore, expectations that market
values of income-producing invest-
ments would continuously rise relative
to underlying earning streams were
not consistent with a stable purchasing
power of money. He also believed that
the view that real interest rates cur-
rently were high was not confirmed
by observed behavior. Bankers told him
that both consumers and businesses
believed that credit was cheap and plen-
tiful. These potentially inflationary con-
ditions and imbalances in the economy
were not conducive to sustained maxi-
mum growth.

It was agreed that the next meeting
of the Committee would be held on
Tuesday—Wednesday, June 30-July 1,
1998.

The meeting adjourned at 1:35 p.m.

Donald L. Kohn
Secretary

Meeting Held on
June 30-July 1, 1998

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, June 30, 1998, at 1:30 p.m.

Mr. Greenspan, Chairman
Mr. McDonough, Vice Chairman
Mr. Ferguson

Mr. Gramlich

Mr. Hoenig

Mr. Jordan

Mr. Kelley

Mr. Meyer

Ms. Minehan

Mr. Poole

Ms. Rivlin

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

Messrs. Broaddus, Guynn, and Parry,
Presidents of the Federal Reserve
Banks of Richmond, Atlanta, and
San Francisco respectively

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

Ms. Fox, Assistant Secretary

Mr. Gillum, Assistant Secretary

Mr. Mattingly, General Counsel

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

Mr. Truman, Economist

Ms. Browne, Messrs. Dewald, Hakkio,
Lindsey, Simpson, 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

Messrs. Madigan and Slifman,
Associate Directors, Divisions of
Monetary Affairs and Research
and Statistics respectively,
Board of Governors
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Messrs. Alexander, Hooper, and
Ms. Johnson, Associate Directors,
Division of International Finance,
Board of Governors

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

Messrs. Smak,Reifschneide?,and
Whitesell, Section Chiefs,
Divisions of Monetary Affairs,
Research and Statistics, and
Monetary Affairs respectively,
Board of Governors

Ms. Kusko# Senior Economist,
Division of Research and
Statistics, Board of Governors

Mr. EImendorf and Ms. Garrett,
Economists, Division of Monetary
Affairs, Board of Governors

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

Mr. Barron, First Vice President,
Federal Reserve Bank of Atlanta

Messrs. Beebe, Eisenbeis, Goodfriend,

Hunter, Lang, Rosenblum, and
Steindel, Senior Vice Presidents,
Federal Reserve Banks of

San Francisco, Atlanta, Richmond,
Chicago, Philadelphia, Dallas, and
New York respectively

Ms. Perelmuter, Vice President,
Federal Reserve Bank of
New York

Mr. Bryan, Assistant Vice President,

Federal Reserve Bank of
Cleveland

3. Attended portion of the meeting relating to

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

By unanimous vote, the minutes of
the meeting of the Federal Open Market
Committee held on May 19, 1998, were
approved.

The Manager of the System Open
Market Account reported on develop-
ments in foreign exchange markets and
on System transactions in those markets
during the period May 19, 1998, through
June 30, 1998. By unanimous vote, the
Committee 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
May 19, 1998, through June 30, 1998.
By unanimous vote, the Committee rati-
fied these transactions.

The Committee then turned to a dis-
cussion of the economic and financial
outlook, the ranges for the growth of
money and debt in 1998 and 1999, and
the implementation of monetary policy
over the intermeeting period ahead. A
summary of the economic and finan-
cial information available 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 Committee and
issued to the Federal Reserve Bank of
New York.

The information reviewed at this
meeting suggested that the expansion in
economic activity had slowed consid-
erably after a very rapid advance in the
first quarter. Much of the slowdown
reflected a substantial moderation in

the discussion of the Committee’s consideration obusiness inventory accumulation. Con-
its monetary and debt ranges for 1998 and 1999. gymer spending, business investment,

4. Attended portions of the meeting relating to
the Committee’s review of the economic outlook

and residential homebuilding, though

and consideration of its monetary and debt rangel€Maining robust, apparently also were

for 1998 and 1999.

decelerating somewhat after very strong
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gains in the first quarter; and the erosioryears as capacity grew at a faster rate
in net exports continued to damp dethan output.
mand for domestically produced goods. Total nominal retail sales posted large
Payroll employment persisted on agains in April and May. Sales were
brisk uptrend, but industrial productionstrong at automotive dealers in response
seemed likely to record only modest furto a sharp increase in incentives offered
ther expansion in the second quarteby the Big Three automakers. Sales
Labor markets remained tight, and theralso rose briskly at building material
were indications of some further accel-and supply outlets and at general mer-
eration in employment costs. Recenthandise, apparel, and furniture and
data on consumer prices were a littleappliance stores. Although the growth in
less favorable than they had been earlieeal outlays for services in April (latest
in the year. data available) was held down by a
Nonfarm payroll employment reg- small decline in purchases of energy
istered substantial increases in Aprikervices, the expansion of outlays for
and May despite further job losses imon-energy services remained brisk.
manufacturing. Construction payrollsSales of homes were very strong in
declined in May, but they were upApril and May, but housing starts and
sharply on balance over the April-Maybuilding permits declined slightly on
period following substantial gains ear-a seasonally adjusted basis from their
lier in the year. Employment increaseslevated first-quarter rates.
in service-producing industries, notably Available information suggested that
business services and retail and wholethe growth of business fixed investment
sale trade, continued to be robust. Thelowed somewhat in the second quarter
civilian unemployment rate stayed atfrom a very strong pace earlier in the
4.3 percent in May, and initial claimsyear. A deceleration in expenditures
for unemployment insurance remainedor producers’ durable equipment, after
low through mid-June, after taking intothe surge in purchases of computer and
account the onset of layoffs associatedommunications equipment in the first
with the strike at General Motors. quarter, apparently more than offset a
Industrial production picked up in pickup in spending on nonresidential
April and May after having changed structures. The recent upturn in building
little in the first quarter, but the strike activity was consistent with the contin-
at General Motors likely depresseduing indications of declining vacancy
industrial production substantially inrates and rising real estate prices, but
June. In manufacturing, the output ofavailable data on construction contracts
motor vehicles rose briskly on balancedid not point to further strength in non-
over April and May, and the productionresidential construction.
of computers and office equipment Business inventory investment
remained robust. Growth in the manu-slowed sharply in April from the extraor-
facture of materials slowed sharply, perdinarily rapid rate of accumulation in
haps reflecting the effects of reducedhe first quarter. In manufacturing,
exports to Asia. Output of utilities, stockbuilding picked up somewhat in
which continued to fluctuate widely, April from the first-quarter pace, but
changed little on balance over the April-with sales also rising, the stock—sales
May period. The rate of utilization of ratio remained at a very low level.
manufacturing capacity edged down inWholesale inventories declined sharply
May to its lowest level in more than two in April, primarily reflecting runoffs in
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stocks of motor vehicles; the inventory—-edged down in May and were little
sales ratio for the sector remained nearthanged on net over the twelve months
the upper end of its range over thesnded in May. Average hourly earnings
preceding twelve months. Retail inven-of production or nonsupervisory work-
tory accumulation slowed somewhat irers increased at a slightly faster rate
April, and the aggregate inventory—salesn balance over April and May. Mea-
ratio stayed close to the lower end of itssured on a year-over-year basis, average
range over the past year. hourly earnings accelerated further in
The nominal deficit on U.S. trade inthe year ended in May. The largest gains
goods and services widened further irwere in business services and finance,
April, as the value of exports declinedinsurance, and real estate, but marked
more than that of imports. Exports ofacceleration also was evident in whole-
aircraft and parts dropped sharply fronsale and retail trade. By contrast, gains
the first-quarter level, and exports ofin manufacturing had changed little over
industrial supplies decreased by lessdhe past three years.
amounts. Most of the decline in imports At its meeting on May 19, 1998, the
was in capital goods and automotiveCommittee adopted a directive that
products. Recent information suggestedalled for maintaining conditions in
a mixed economic performance amongeserve markets that would be consistent
the major foreign industrial countries.with the federal funds rate continuing
Economic activity in Japan contractedto average around¥ percent. In light
sharply in the first quarter after havingof concerns that growth in aggregate
declined slightly in the fourth quarter,demand might remain so strong relative
and many other economies in Asiao the expansion of the economy’s
remained quite weak. The Asian crisepotential that inflationary pressures
held down exports of the major Euro-would tend to be generated, the Com-
pean countries, partly offsetting themittee chose to retain an asymmetric
influence of strong domestic demand. directive tilted toward a possible firming
Consumer prices advanced at af reserve conditions and a higher fed-
slightly faster rate in May as an upturneral funds rate. The reserve conditions
in energy prices and a large increase iassociated with this directive were
food prices more than offset a slowerexpected to be consistent with consider-
rate of increase in the prices of nonfoodable moderation in the growth of M2
non-energy items. Core consumer priceand M3 over the months ahead.
accelerated during the three months Open market operations were directed
ended in May, largely reflecting higherthroughout the intermeeting period
tobacco prices and shelter costs. Nongeward maintaining the existing degree
theless, core consumer prices rose less pressure on reserve positions, and the
over the twelve months ended in Mayfederal funds rate averaged close to
than they had over the previous twelvehe intended level of % percent. Mar-
months. At the producer level, prices ofket participants interpreted the further
finished goods other than food andurmoil in financial markets in Asia
energy continued to rise at a subduednd emerging market economies else-
rate in May. For the twelve monthswhere as damping the outlook for U.S.
ended in May, core producer prices roseconomic growth and improving the
by a small amount after having changead¢hances that inflation would remain
little in the year-earlier period. At the low. While most short-term interest
intermediate level, core producer pricesates changed little on balance over the
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period, yields on longer-term Treasuryrobust. Households accumulated unusu-
securities, and to a lesser extent on prially large deposit balances to make hefty
vate debt instruments, declined somenonwithheld tax payments in April, and
what, at least partly reflecting a fur-these balances ran off in May as tax
ther flight to safety and quality from checks cleared; averaging through these
renewed turbulence in a number of forgyrations, the expansion of the broad
eign markets. Share prices in U.S. equitaggregates slowed on balance over
markets remained volatile, and changeApril and May, and preliminary data
in major indexes were mixed on balancesuggested further slowing in June.
over the intermeeting period. The growth of M3 remained a little
In foreign exchange markets, thefaster than that of M2, reflecting the
trade-weighted value of the dollar infurther progress made by institution-
terms of other major currencies contin-only money market funds in attracting
ued to increase through the middle otorporate cash-management business.
June, but it then retraced much of thaFor the year through June, both aggre-
rise, ending the intermeeting periodgates rose at rates well above the Com-
somewhat higher on balance. Thanittee’s ranges for the year. Expansion
recent fluctuations in the dollar’s trade-of total domestic nonfinancial debt
weighted value were largely accountedppeared to have moderated somewhat
for by movements in the Japanese yerafter picking up earlier in the year; the
which reached an eight-year low againsinoderation evidently reflected some
the dollar in the middle of June inslowing in the growth of business and
response to growing market pessimisnmousehold borrowing as well as pay-
about the prospects for a prompt resoludowns of federal debt made possible by
tion of Japan'’s financial sector problemgobust tax revenues.
and for economic recovery in that coun- The staff forecast prepared for this
try. The yen rebounded in mid-June inmeeting indicated that economic activ-
response to coordinated intervention byty would expand more slowly over the
the Japanese and U.S. governments bptojection period than it had in recent
soon renewed its downward drift, partlyyears. Moderation in business inventory
as a result of rising concerns that thenvestment would damp domestic pro-
Japanese government would not takduction as inventory accumulation was
prompt action to address weaknessdsrought into better balance with the
in the country’s banking sector and inexpected more moderate trajectory of
aggregate demand; the yen finished thnal sales. In addition, reduced growth
period substantially lower on balanceof foreign economic activity and the
The dollar changed little on net againstagged effects of the sizable earlier rise
the German mark and other continentaih the foreign exchange value of the
European currencies; declines in longdollar were anticipated to place substan-
term interest rates in those countriegial restraint on the demand for U.S.
generally matched the drop in yields orexports and to lead to further substitu-
comparable U.S. instruments. Againstion of imports for domestic products.
the backdrop of weakness in the yen, th&@he staff analysis suggested that the pro-
currencies of key emerging marketspective gains in income coupled with
economies, particularly some of those irthe run-up that had occurred in house-
Asia, fell further against the dollar. hold wealth would support further brisk,
Growth of M2 and M3 slowed in though gradually diminishing, increases
the second quarter but remained fairlyn consumer spending. Housing demand
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was expected to remain at a generallyeakness in that part of the world that
high level in the context of the persist-could spill over to other countries,
ing favorable cash flow affordability including the United States. On the
of home ownership, though the slowewpside, in the absence of strongly retard-
income growth anticipated over the pro-ng effects from developments in Asia,
jection period would damp homebuild-persistent strength in domestic final
ing somewhat. Growth in business fixeddemand might well add to inflationary
investment would gradually moderatepressures. Indeed, there were signs of
from the vigorous pace of the firstmodestly rising inflation in some recent
half of the year in response to smallemeasures of prices, though the rate of
increases in business sales and profit;flation was still relatively subdued.
Pressures on labor resources were likely In keeping with the practice at meet-
to diminish somewhat as the expansioings when the Committee sets its long-
of economic activity slowed, but under-run ranges for the money and debt
lying inflation was expected to pick aggregates, the members of the Commit-
up gradually as gains in compensatiotee and the Federal Reserve Bank presi-
increasingly outpaced improvements irdents not currently serving as members
productivity. provided individual projections of the
In the Committee’s discussion of cur-growth in real and nominal GDP, the
rent and prospective economic develrate of unemployment, and the rate of
opments, the members generally agreedflation for the years 1998 and 1999.
that the expansion in economic activityThe forecasts of the rate of expansion
was likely to be relatively moderate overin real GDP for 1998 as a whole had
coming quarters, and that such growtta central tendency of 3 to¥3 percent,
would be consistent with some limitedwhich implied some moderation over
increase in inflation from the currentthe second half from staff estimates at
unusually low level. The accumulationthe time of this meeting of the average
of business inventories, which untilrate of growth in the first and second
recently had added substantially to ecoquarters; for 1999 the forecasts pointed
nomic growth, was expected to continugo moderate growth and were centered
at a much lower and more sustainablen a range of 2 to & percent. These
pace. Moreover, the effects on the U.Sprojected rates of economic growth were
trade balance of the appreciated value aiccompanied by a very slight rise in the
the dollar and of economic weakness irtivilian rate of unemployment over the
several of the nation’s trading partnersiext eighteen months to still quite low
probably would hold down increasesrates centering on% to 4% percent in
in domestic output in coming quartersthe fourth quarter of 1999. With regard
Many of the members commented, howto the growth of nominal GDP, most of
ever, that the already substantial riskshe forecasts were in ranges o¥z4to
surrounding the economic outlook hadb percent for 1998 and¥ to 5 percent
increased on both sides of their forefor 1999. Projections of the rate of infla-
casts. On the downside, the greater riskion, as measured by the consumer price
focused on potential developments irindex, indicated a slightly faster rise
Asia. Financial and economic condi-over the second half of this year and in
tions in Asia had deteriorated in recentl999, largely because of expectations
months, and the members could not rul¢hat the plunge in energy prices earlier
out the possible emergence of evein the year would not be repeated. Spe-
greater financial turmoil and economiccifically, the projections converged on
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CPI inflation rates of ¥ to 2 percent as a result of the projected slowing in
for 1998 as a whole and 2 to¥2 per the expansion of final sales and business
centin 1999. profits and the absence of pressure on
In their review of developments in manufacturing capacity. With regard to
different parts of the country, Reservethe outlook for nonresidential construc-
Bank presidents reported high levels ofion, members reported that declining
business activity across the nation, butacancy rates and rising prices and rents
several also indicated that there weref office buildings and to some extent
signs of some slowing in the expansiorother commercial structures were foster-
of regional economic activity. With ing very high levels of construction
regard to the nation as a whole, memactivity in several areas. Moreover, there
bers noted that rising levels of employ-were indications that some construction
ment and incomes were continuing tgorojects were being delayed because of
foster solid growth in consumer spendscarcities of labor or construction mate-
ing, a development that was abetted byials. A number of members commented
the sharp increases that had occurred ihat some of the construction was being
household wealth as a consequence oihdertaken on a speculative basis and
the extended uptrend in stock markethat the strong pace of building activity
prices and to a lesser extent the apprecpointed to overbuilding in some areas.
ation of home prices. However, someOn the residential side, construction
anecdotal and other evidence suggestexttivity also displayed considerable
that retail sales had moderated in recergtrength across much of the country.
weeks in at least some areas; the modrhere were widespread anecdotal and
eration appeared to be only partly assosther reports of high levels of home
ciated with the work stoppage at Gensales and few reports of faltering hous-
eral Motors. The apparent deceleratioing demand. Favorable factors under-
in retail sales could prove to be tempo-girding current housing activity, includ-
rary, though some slowing in the growthing the robust growth in employment
of overall consumer spending over theand incomes, high wealth-to-income
forecast horizon, perhaps to a pace monatios, and very attractive terms on home
in line with the growth of disposable mortgages, seemed likely to continue to
income, was viewed as a reasonablbold housing construction close to cur-
expectation, especially with equity pricerent elevated levels.
gains of recent years unlikely to be Based on very partial data, business
repeated. inventory investment appeared to have
Business fixed investment remainednoderated considerably in the second
on a strong uptrend, buoyed by severajuarter from an unsustainable pace in
favorable factors. The latter included thehe first quarter, and some further reduc-
ready availability of debt and equitytions in inventory accumulation could
financing on relatively attractive terms,be expected over the balance of the year.
and opportunities to invest in high-techSeveral members commented, however,
equipment at lower prices to enhancehat despite the outsized rate of stock-
productivity and hold down labor costsbuilding early in the year, there were
in a period of very tight labor markets.no broad indications of an inventory
While these factors were expected t@mverhang, whether from the standpoint
support appreciable further expansion imf inventory—sales ratios or anecdotal
business investment, growth in demanéxpressions of concern. Against this
for capital goods was likely to diminish background, many of the members saw
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little reason to anticipate a further siz-should they become evident, would be a
able drop in nonfarm inventory invest-matter of growing concern. Reflecting
ment, though the performance of thisvery tight labor markets, the rate of
sector of the economy was always subincrease in labor compensation had been
ject to a high degree of uncertainty. on an uptrend, but the rise in unit labor
With regard to the external sector ofcosts and overall unit product costs had
the economy, the recent deterioration obeen held down to a very modest pace
conditions in Japan and several emerddy gains in productivity. At some point,
ing economies in Asia and the relatechowever the advance in labor compensa-
effects on other countries around theion would exceed likely improvements
world were adding significantly to thein productivity by an increasing margin
uncertainties facing the U.S. economyunless the expansion in overall demand,
Members commented that it was tocand hence in labor demand, moderated
soon to judge the eventual extent angignificantly. Members cited greater,
duration of the turmoil in Asia and its albeit still occasional, indications of
spillover to other nations, but severaheightened worker demands in labor
suggested that the consequences wenegotiations that likely were encouraged
likely to be more severe and longer lastin part by ample job opportunities. Any
ing than they had anticipated earliertendency for faster increases in labor
Moreover, there seemed to be a vergosts to feed through to price inflation
small but growing possibility of marked was likely to be reinforced for a time by
and spreading weakness that might havihe unwinding of a number of special
a more major effect on U.S. financialfactors that had tended to hold inflation
markets and the U.S. economy. One keglown, including the decline in energy
to an improvement in the outlook for prices in recent quarters and the dollar’s
Asia was the adoption of appropriateappreciation during 1997. Moreover, a
policies by Japan, but very difficult rise in inflation would tend to erode
political as well as economic problemscurrently favorable inflation expecta-
clearly were involved for that nation andtions and lead workers to demand higher
their resolution might well require annominal compensation. Nonetheless,
extended period of internal delibera-questions could be raised about how rap-
tions. From the standpoint of the Unitedidly and to what extent the effects of
States, the Asian crisis and its repercudight labor markets would show through
sions around the world obviously wereto higher labor compensation and over-
deepening the nation’s trade deficit, buall producer costs and in turn how
other effects such as those on U.S. inteiquickly the latter would induce signifi-
est rates and prices in world commoditycantly faster increases in prices. Very
markets, notably oil, were boostingcompetitive domestic and international
domestic demand and tended to havmarkets for a wide range of products
a moderating near-term influence oralong with reduced prices of oil, other
inflation. commodities, and imports more gener-
With regard to the outlook for prices ally could well keep inflation in check
and wages, members observed that sonier some time. It was noted in this
key measures of price inflation had disregard that members had tended in
played a modest uptilt recently. Thougtrecent years to anticipate greater infla-
overall price inflation had remained sub+ion than had materialized.
dued when viewed over a longer hori- In keeping with the requirements of
zon, signs of a continuing accelerationthe Full Employment and Balanced
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Growth Act of 1978 (the Humphrey— and sustained economic growth, assum-
Hawkins Act), the Committee at thising behavior of velocity in line with
meeting reviewed the ranges for growthhistorical experience. Reaffirming the
of the monetary and debt aggregates thaurrent ranges for 1998 and extend-
it had established in February for 1998ng them to 1999 would thus underscore
and also decided on tentative ranges fahe Committee’s commitment to a pol-
those aggregates in 1999. The currenity of achieving price stability over
ranges for the period from the fourthtime. In the view of a few members, the
quarter of 1997 to the fourth quarter ofCommittee should consider adopting
1998 were unchanged from the rangesanges centered on its expectations
for other recent years and includedor growth of the monetary aggregates
expansion of 1 to 5 percent for M2 andin the future, but only if the members
2 to 6 percent for M3. An unchangedbecame more confident about the rela-
range of 3 to 7 percent also was set itionship between the growth of money
February for growth of total domesticand measures of aggregate economic
nonfinancial debt in 1998. performance and undertook to give
All the members favored or could more weight to the growth of the broad
support the retention of the currentmonetary aggregates in setting mone-
ranges for this year and their extensioniary policy. Some members noted that
on a provisional basis to 1999. Theyretention of the current monetary ranges
took note of a staff projection thatoriented toward price stability did
indicated that, given the Committee’snot preclude greater use of the aggre-
expectations for the performance of theates in assessing overall financial con-
economy and prices and assuming nditions and the formulation of mone-
major changes in interest rates, growthary policy. The Committee agreed
of M2 and M3 probably would exceedthat the current range for nonfinancial
the current ranges in 1998 and decline tdebt for 1998 should be left unchanged
a little below the upper end of thoseand that the same range should be
ranges in 1999. Both M2 and M3 hadextended to 1999. The current range
grown unusually quickly relative to readily encompassed the growth rate
spending in the first half of the year. Theseen likely to be associated with the
staff analysis suggested that some of thmembers’ forecasts for economic activ-
forces that might have been responsibléy and prices.
for this decline in velocity would abate, At the conclusion of this discussion,
and the projections anticipated that thehe Committee voted to reaffirm the
velocity of M2 would be roughly in line ranges for growth of M2, M3, and total
with historical experience before thedomestic nonfinancial debt that it had
early 1990s, as it had been, on balancestablished in February for 1998 and
for several years. to extend those ranges on a tentative
In their discussion of the choice ofbasis to 1999. In keeping with its
ranges for growth of M2 and M3 in usual procedure under the Humphrey—
1998 and 1999, the members agreed thatawkins Act, the Committee would
those ranges should not reflect forecasteview its preliminary ranges for 1999
of money growth under anticipatedearly next year. Accordingly, the Com-
economic and financial conditions, butmittee voted to incorporate the fol-
instead should be viewed as anchorbwing statement regarding the 1998
or benchmarks for money growth thatand 1999 ranges in its domestic policy
would be associated with price stabilitydirective:
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The Federal Open Market Commit-any softening in domestic final demand.
tee seeks monetary and financial conditiongjoreover, the persistence of accommo-

that will foster price stability and promote ; : ; e :
sustainable growth in output. In further. dative financial conditions, as evidenced

ance of these objectives, the Committe®Y the ample availability of financing on
reaffirmed at this meeting the ranges it hadavorable terms to business and house-

established in February for growth of M2hold borrowers and by robust monetary
and M3 of 1 to 5 percent and 2 to 6 percengrowth, might well continue to support

respectively, measured from the fourth quars ; ; ;
ter of 1997 to the fourth quarter of 1998. Ther(_:‘lat“/(-:‘Iy strong domestic spending. As

range for growth of total domestic non-& consequence, many of the members
financial debt was maintained at 3 to 7 per€Xpressed concern that the expansion in
cent for the year. For 1999, the Committeedemand might continue at a fast enough
agreed on tentative ranges for monetarPace to raise pressures on wages and
growth, measured from the fourth quarter Olyrices over time. Nonetheless, the sub-

égge%ggnihf%rfﬁjzrtgn%ugrfgrsogelrgggt' f%fr bg’stantial uncertainties relating to prospec-

The Committee provisionally set the associlive developments argued, as they had at
ated range for growth of total domestic nonfecent meetings, in favor of a cautious
financial debt at 3 to 7 percent for 1999. Theé'wait and see” policy stance.

behavior of the monetary aggregates will Another important reason for defer-

continue to be evaluated in the light of ; ; ; ; }
progress toward price level stability, move- 'N9g any policy action was that a tighten

ments in their velocities, and developmentd"d move would involve the risk of
in the economy and financial markets. outsized reactions and consequent desta-

bilizing effects on financial markets in
Votes for this action: Messrs. Green-the growing number of countries abroad
span, McDonough, Ferguson, Gramlichy,at"\vere experiencing severe financial
Hoenig, Jordan, Kelley, Meyer, Ms. Mine- diffi . . L
han, Mr. Poole, and Ms. Rivlin. Votes ifficulties. It was not possible to antici-
against this action: None. pate preCisely what those effects mlght
be, but the risks seemed to be particu-
In the Committee’s discussion of pol-larly high at this time. To be sure, U.S.
icy for the intermeeting period ahead, allmonetary policy had to be set ultimately
but one of the members indicated thabn the basis of the needs of the U.S.
they could support an unchanged policeconomy, but recognition had to be
stance and retention of the current tiligiven to the feedback of developments
toward possible tightening in the direc-abroad on the domestic economy. Those
tive. Although recent developments hadepercussions could be quite severe in
increased both the upside and the dowrthe event of further sizable economic
side uncertainties in the economic outand financial disturbances in some of
look, most of the members felt that thethe nation’s important trading partners.
risks continued to point on balanceMany members concluded that because
toward rising inflation. While the avail- there did not seem to be any urgency to
able evidence suggested that the ecaighten current policy for domestic rea-
nomic expansion had in fact slowed consons, given the likelihood that inflation
siderably in the second quarter, largelyould remain subdued for a while,
because of reduced inventory accumulamportant weight should be given to
tion against the backdrop of weaknesgpotential reactions abroad. A number of
in the foreign trade sector, the retardinghese members emphasized, however,
effects of those factors were seen athat they continued to see a high prob-
likely to wane over coming quarters andability that some tightening of monetary
there were only limited indications of policy would be needed later to curb
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rising inflationary pressures. Accord-instructed otherwise by the Committee,
ingly, they believed that the Committeeto execute transactions in the System
should take advantage of any earlyAccount in accordance with the follow-

opportunity to tighten policy in order ing domestic policy directive:

to improve the prospects of containing

inflation and prolonging the economic The information reviewed at this meet-

expansion. One member was persuadet!d suggests that the expansion in eco-

however, that such a policy move should’omic activity has slowed considerably after
! a very rapid advance in the first quarter.

be implemented at this meeting in ordefonfarm payroll employment  registered
to avert the need for a stronger ancnother substantial increase in May, and the
probably more disruptive policy adjust-civilian unemployment rate was unchanged

ment that would be needed later to headt 4.3 percent. Industrial output picked up
off rising inflation. in recent months after weakening early this

. . ear; however, a strike at General Motors
Given th"?‘t _the bal_ance_of r|_sks wa ikely depressed output substantially in June.
seen as pointing to rising inflation overajthough retail sales posted large gains in
time, the members agreed that it wagpril and May, overall consumer spending
desirable to retain the tilt towardappears to have grown less rapidly in the
restraint in the directive. Such a tiltSecond quarter than in the first. Residential

. sales have remained exceptionally strong,
would continue to underscore the Comy ¢ housing starts and building permits

mittee’s commitment to its 10Ng-run gjipped back in the spring, on a seasonally
objective of price stability and its view adjusted basis, from a sharply increased first-
of the likely direction of the next policy quarter level. Available indicators suggest
move. that growth of business fixed investment also

: ; IS slowing after a surge earlier in the year.

.At thg conclusion of the Committee sBusiness inventory accumulation appears to
discussion, all but one of the membergaye moderated in April from an extraor-
accepted a directive that called for maindinarily rapid rate in the first quarter. The
taining conditions in reserve marketsiominal deficit on U.S. trade in goods and
that were consistent with an unchangegervices continued to widen in April. Devel-

federal funds rate of aboutys percent OPments in the food and energy sectors con-
d that tained bias t d th tributed to a slightly faster advance in con-
an at contained a bias towar Qumer prices in May.

possible firming of reserve conditions Most short-term interest rates have
and a higher federal funds rate. Accordehanged little since the meeting on May 19,
ingly, in the context of the Committee’s but longer-term rates have declined some-
long-run objectives for price stability what. Share prices in U.S. equity markets

. . mained volatile and changes in major
and sustainable economic growth, an{ﬁdexes were mixed on balance over the

giving careful consideration to eco-jntermeeting period. In foreign exchange
nomic, financial, and monetary devel-markets, the trade-weighted value of the dol-
opments, the Committee decided thalar rose sharply through mid-June in terms
a somewhat higher federal funds rat®f other major currencies, declined more

; recently, but is up somewhat on net since the
would be acceptable or a slightly IOWerMay meeting; the fluctuations in the average

federal funds rate might be acceptablGaie of the dollar in terms of these major
during the intermeeting period. Thecurrencies were largely related to move-
reserve conditions contemplated at thisnents against the Japanese yen. The dollar
meeting were expected to be consisteftas risen further against the currencies of

with moderate growth in M2 and M3 key emerging market economies, particu-
larly some of those in Asia.

over the months ahead. Growth of M2 and M3 slowed in the
The Federal Reserve Bank of Newsecond quarter, but remained fairly robust.
York was authorized and directed, untilFor the year through June, both aggregates
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rose at rates well above the Committee’sn the recent sharp increase in imports

ranges for the year. Expansion of totalgnd rising trade deficits. As U.S. output
domestic nonfinancial debt appears to hav

‘ “'growth slows significantly from the
tmhgcileer;lrt.ed somewhat after a pickup earlleru?apid pace of 1997 and early 1998, it

The Federal Open Market CommitteeWill be essential that domestic demand
seeks monetary and financial conditions thaalso slow. The very welcome progress
will foster price stability and promote sus-toward eliminating inflation in recent
:ﬁgaeb'gb?erg}’i"\}gs'” tﬁgt%éh:”mi‘;‘tje”eh?g?ﬁfm%f ears has contributed to the outstanding
at this meeting the ranges it had estabnsh%erform_ance of the economy. Allowing
in February for growth of M2 and M3 of 1 to domestic demand to continue to exceed
5 percent and 2 to 6 percent respectivelydomestic production would run the risk
measured from the fourth quarter of 199%hat corrosive effects of rising inflation

to the fourth quarter of 1998. The range foryould undermine future growth pros-
growth of total domestic nonfinancial debt

was maintained at 3 to 7 percent for the yeaPeCtS' Furthermore, the_ _resultant trade
For 1999, the Committee agreed on tentativ@d current account deficits would have
ranges for monetary growth, measured fronio be matched by ever larger inflows
the fourth quarter of 1998 to the fourth quar-of foreign capital. Modest monetary
ter of 1999, of 1 to 5 percent for M2 and 2 torestraint at this time might prevent either
6 percent for M3. The Committee provnsmn-{he buildup of inflationary imbalances

ally set the associated range for growth o h Id I . f
total domestic nonfinancial debt at 3 to 7 per{Nat would eventually necessitate future

cent for 1999. The behavior of the monetanyPolicy restraint or unsustainable capital
aggregates will continue to be evaluatedlows. In either case an economic con-
in the light of progress toward price leveltraction might become unavoidable.

stability, movements in their velocities, and The meeting adjourned at 12:40 p.m
developments in the economy and financial ' o

markets.
In the implementation of policy for the Donald L. Kohn
immediate future, the Committee seeks con- Secretary

ditions in reserve markets consistent with

maintaining the federal funds rate at an aver-

age of around % percent. In the context .

of the Committee’s long-run objectives for Meeting Held on

price stability and sustainable economicAugust 18, 1998

growth, and giving careful consideration to )

economic, financial, and monetary developA meeting of the Federal Open Market
ments, a somewhat higher federal funds rat€ommittee was held in the offices of the
would or a slightly lower federal funds rate Board of Governors of the Federal

might be acceptable in the intermeetin ; :
period. The contemplated reserve conditior%?eserve System in Washington, D.C.,

are expected to be consistent with moderaf@N _Tuesday, August 18, 1998, at
growth in M2 and M3 over coming months. 9:00 a.m.

Votes for this action: Messrs. Green-Present:
span, McDonough, Ferguson, Gramlich, Mr. Greenspan, Chairman

Hoenig, Kelley, Meyer, Ms. Minehan, Mr. McDonough, Vice Chairman
Mr. Poole, and Ms. Rivlin. Votes against Mr. Ferguson
this action: Mr. Jordan. Mr. Gramlich
Mr. Hoenig
Mr. Jordan dissented because he m: &%rl?ef;“
believed that the unsustainably rapid M. Meyer

growth of domestic demand—fueled by s Minehan
the acceleration of money and credit  Mr. Poole
growth in the past year—was reflected  Ms. Rivlin
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Messrs. Boehne, McTeer, Moskow, and

Stern, Alternate Members of the
Federal Open Market Committee

Messrs. Guynn and Parry, Presidents
of the Federal Reserve Banks of
Atlanta and San Francisco
respectively

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

Ms. Fox, Assistant Secretary

Mr. Gillum, Assistant Secretary

Mr. Mattingly, General Counsel

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

Mr. Truman, Economist

Messrs. Cecchetti, Dewald, Hakkio,
Lindsey, Simpson, Sniderman, an
Stockton, Associate Economists

Mr. Fisher, Manager, System Open
Market Account

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

Messrs. Madigan and Slifman,
Associate Directors, Divisions
of Monetary Affairs and Research
and Statistics respectively,
Board of Governors

Mr. Hooper and Ms. Johnson,
Associate Directors, Division
of International Finance,

Board of Governors

Mr. Reinhart, Deputy Associate
Director, Division of Monetary

Affairs, Board of Governors

Mr. Struckmeyer, Assistant Director,
Division of Research and
Statistics, Board of Governors

Ms. Low, Open Market Secretariat
Assistant, Division of Monetary

Affairs, Board of Governors

Ms. Strand and Mr. Varvel, First Vice
Presidents, Federal Reserve Bank
of Minneapolis and Richmond

respectively

d

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

Messrs. Bolwell, King, Kopcke, Meyer,
and Sullivan, Vice Presidents,
Federal Reserve Banks of
New York, Atlanta, Boston,
Philadelphia, and Chicago
respectively

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

By unanimous vote, the minutes of
the meeting of the Federal Open Market
Committee held on June 30-July 1,
1998, were approved.

The Manager of the System Open
Market Account reported on develop-
ments in foreign exchange markets
during the period since the previous
meeting. There were no open market
operations in foreign currencies for
the System'’s 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
agency obligations during the period
July 1, 1998, through August 17, 1998.
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.
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The information reviewed at this Total nominal retail sales fell in July
meeting suggested that domestic finakfter having risen at a rapid pace in the
demand continued to expand at a robudirst half of the year. A sharp contraction
pace. However, increases in consumen spending for motor vehicles, reflect-
spending and business investmening the termination at midyear of sales
seemed to be moderating somewhancentives offered by the Big Three
after very large gains earlier in the yearautomakers and shrinking inventories at
and inventory investment had slowedGM dealers, more than accounted for
markedly. Net exports remained weak aghe drop in July. Non-auto-related out-
a result of the persisting turmoil in Asianlays continued on a robust upward trend,
economies. The strike at General Motorsvith gains evident in all major cate-
had damped overall economic activitygories. Sales increases were particularly
temporarily, but total payroll employ- large at furniture and appliance stores
ment continued to trend upward, andand apparel outlets. In the housing sec-
labor markets remained extremely tighttor, both demand and construction activ-
Despite the pressures on labor resourceisy remained strong. Starts of single-
trends in wages and prices had remainef@mily units edged down in May but
stable in recent months. rebounded in June. Sales of new homes

Nonfarm payroll employment ex- were at an all-time high in June, and
panded further in July even thoughsales of existing homes were only a
manufacturing payrolls plunged in assotittle below the record level reached in
ciation with the General Motors strike; March of this year. With sales robust,
job growth remained strong in mostthe inventory of unsold new homes
nonmanufacturing sectors. Constructiomemained low.
employment continued to increase at Growth of business fixed investment
about the brisk pace recorded over thelowed in the second quarter as the
first half of the year, and hiring in retail pace of business spending for durable
trade surged. The expansion of jobs irrquipment moderated considerably
the services industry slowed considerfrom the exceptionally strong rate of
ably in July, but this partly reflected aearlier in the year. Nonetheless, out-
decline in temporary help jobs relatedays for computer and communications
to the GM strike. The civilian unem- equipment continued to expand rapidly
ployment rate was unchanged in July ain the second quarter, and purchases
4.5 percent. of other capital goods rose briskly.

Industrial production declined consid-Available information suggested that
erably in June and July. Abstractinggrowth in business spending on capi-
from the effects of the GM strike, manu-tal goods likely would slow further
facturing output fell slightly over the in the months ahead. In contrast to
June-July period after having recordedhe strength in equipment spending,
moderate gains on average in earlieexpenditures on nonresidential building
months of the year; production of busi-declined further in the second quarter,
ness equipment expanded briskly irand available indicators pointed to a
June and July, while the output of con-mixed outlook for this sector in coming
sumer goods and materials weakenedanonths.

The rate of utilization of manufacturing Business inventory  investment
capacity was down appreciably in Juneslowed sharply in the second quarter,
and July, mostly reflecting the effects ofowing in substantial measure to a runoff
the GM strike. of motor vehicle inventories at the
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wholesale and retail levels. In manufac- Price and wage inflation had remained
turing, stockbuilding slowed somewhatrelatively stable in recent months. Both
in the second quarter, and the stockthe overall CPl and the CPI excluding
shipments ratio at the end of the quartefood and energy items rose slightly on
remained close to the low level that hadalance in June and July; a small rise in
prevailed over the past year. Wholesaléood prices offset a noticeable decline
inventories changed little on balance irin energy prices over the two-month
the second quarter as a sizable declingeriod. For the twelve months ended
in motor vehicle stocks offset a buildupin July, the core CPI registered a slightly
of non-auto durable goods; in June, thamaller increase than it had in the year-
aggregate inventory—sales ratio for thigarlier period, partly reflecting lower
sector was at the upper end of its narrovprices for new motor vehicles. Producer
range for the past year. At the retailprices of finished goods changed little
level, a drop in inventories of motoron balance in June and July; a sizable
vehicles in the second quarter moralrop in the prices of energy products
than offset a small increase in stock®ver the June-July period more than
at non-auto retailers, and the aggregateffset a modest rise in core producer
inventory—sales ratio in June was a littleprices. For the year ended in July, core
below the lower end of its range for theproducer prices rose somewhat more
past year. than in the year-earlier period, reflecting
The nominal deficit on U.S. trade inlarger increases in the prices of finished
goods and services widened substarconsumer goods. Hourly compensation
tially further in the second quarter; theof private industry workers rose in the
value of exports of goods and servicesecond quarter at about the average rate
declined for a second straight quarterfor the previous two quarters. For the
while the value of imports continued toyear ended in June, however, hourly
rise, though at a somewhat reducedompensation picked up significantly
pace. Much of the decline in exports infrom the vyear-earlier period; the
the second quarter was in capital goodsscceleration in compensation was evi-
but there also were noticeable decreaselent in wages and salaries and in
in most other major trade categoriesbenefits.
The increase in imports was concen- At its meeting on June 30-July 1,
trated in imported consumer goods, aird998, the Committee adopted a direc-
craft, and steel. Economic activity intive that called for maintaining con-
most of the major foreign industrial ditions in reserve markets that would
countries continued to expand, thougtbe consistent with the federal funds
at a slower rate, in the second quarterate continuing to average around
In Japan, however, economic activity5¥> percent. With the balance of risks
appeared to have contracted sharply fuistill pointing to the possibility of rising
ther in the second quarter. In most otheinflation over time, the Committee
Asian economies, currencies and equitghose to retain an asymmetric direc-
prices were under downward pressurdjve tilted toward a possible firming
and in Russia, asset values plummetedf reserve conditions and a higher fed-
in often disorderly markets. Riskeral funds rate. The reserve conditions
spreads on dollar-denominated debassociated with this directive were ex-
widened substantially, not only in Rus-pected to be consistent with moderate
sia but for Latin American issuers asgrowth in M2 and M3 over the months
well. ahead.
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Open market operations were directed After having expanded briskly in the
throughout the period since the meetingecond quarter, M2 grew at a somewhat
on June 30-July 1 toward maintain-more moderate rate in July, and M3
ing the existing degree of pressurehanged little. The deceleration in M2
on reserve positions, and the federaleflected reduced inflows to retail money
funds rate averaged a little above thenarket funds. The halt in the growth of
intended level of % percent. Most M3 was associated with a sharp runoff
other interest rates fell slightly on bal-of large time deposits and outflows from
ance over the intermeeting period ininstitution-only money market funds
response to market assessments thtiiggered by a temporary spike in inter-
worsening conditions in Asia, Latin est rates on market instruments around
America, and Russia portended slowequarter-end. For the year through July,
growth in U.S. output and inflation both aggregates rose at rates well above
over an extended period ahead. Dethe Committee’s ranges for the year.
clines in Treasury yields also reflectedExpansion of total domestic nonfinan-
a continuing flight toward safety andcial debt appeared to have moderated
quality from the persisting turbulencesomewhat in recent months after a
in foreign markets. In an atmospherepickup earlier in the year.
of increasing concerns about the pros- The staff forecast prepared for this
pects for corporate earnings, shareneeting indicated that economic activ-
prices in U.S. equity markets remainedty would expand through 1999 at a pace
volatile and major indexes declinedsomewhat below the estimated growth
appreciably on balance over the interof the economy’s potential. Reduced
meeting period. growth of foreign economic activity and

In foreign exchange markets, thethe lagged effects of the sizable earlier
trade-weighted value of the dollar roseise in the foreign exchange value of the
somewhat further over the intermeetinglollar were anticipated to place substan-
period in relation to other major curren-tial restraint on the demand for U.S.
cies. The dollar changed little againsexports and to lead to further substitu-
the continental European currencies, buton of imports for domestic products.
it moved up strongly against the JapaMoreover, additional moderation in
nese yen and, to a lesser extent, thieusiness inventory investment would
Canadian dollar. The dollar's rise indamp domestic production as inventory
terms of the yen reflected spreading pessccumulation was brought into better
simism regarding the Japanese goverrbalance with the forecast of a more
ment's ability to redress the problemsmoderate trajectory of final sales. The
of its troubled banking system and pro-staff analysis suggested that the prospec-
vide fiscal stimulus adequate to turn itdive gains in income coupled with the
economy around. The dollar’s advancesarlier run-up in household wealth
against the Canadian dollar occurreavould support further brisk, though
in the context of continuing weaknessgradually diminishing, gains in con-
in global commodity prices that wassumer spending. Housing demand was
weighing down that currency. The dollarexpected to remain relatively strong in
also appreciated slightly in terms of anthe context of the persisting favorable
index of the currencies of the develop-cash flow affordability of home owner-
ing countries of Latin America and Asiaship, though the slower income growth
that are important trading partners of theanticipated over the projection period
United States. would damp homebuilding somewhat.
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Growth in business fixed investmentmajor source of uncertainty. The contin-
would gradually moderate from the vig-ued rapid decline in net exports during
orous pace of the first half of the yearthe first half of the year largely seemed
in response to smaller increases ito reflect the further financial unsettle-
business sales and profits. Pressures oment and a deeper contraction in Asian
labor resources were likely to dimin-economies than had been anticipated
ish somewhat as the expansion of eccearlier, and several members com-
nomic activity slowed, but inflation was mented that they saw little evidence that
expected to pick up gradually as a resultinancial and economic conditions in
of an anticipated reversal of some of théAsia were stabilizing. Indeed, such con-
decline in energy prices this yeatr. ditions appeared to be worsening further
In the Committee’s discussion of cur-in some Asian nations, and other coun-
rent and prospective economic conditries had been affected by the associated
tions, members focused on the disparat@eakening in the demand for commodi-
forces that continued to shape trendfes and the more risk-averse attitudes
in economic activity, notably the persis-of investors. Anecdotal reports at this
tence of considerable strength in privateneeting suggested that the impact on
domestic spending and the dampinghe domestic economy was being felt by
influences stemming from foreign eco-manufacturing firms in several indus-
nomic developments. The latter seemetties, although some firms also reported
likely to be larger than previously antici- that declining exports to Asia were
pated as financial turmoil in somebeing offset at least in part by rising
foreign economies had deepened anexports to other areas of the world.
spread and currently showed few signsooking ahead, the members agreed that
of stabilizing. Moreover, equity pricesthe duration and extent of disruptions
and risk spreads in U.S. financial marin Asian and other economies could not
kets were beginning to be adverselype anticipated with any degree of con-
affected, potentially slowing domesticfidence; while net exports were not
demand. The members generally anticiexpected to decline as rapidly as they
pated somewhat more moderate growthad in the first half of the year, even
than they had in their previous forecastsmore serious disruptions in Asia could
with prospective expansion at a paceot be ruled out and would have impor-
near or somewhat below the growthtant implications for the U.S. economy.
of the economy’s potential. Nonethe- In their review of developments in
less, they remained concerned about tHeey expenditure sectors of the domestic
potential for higher inflation, given the economy, members observed that over
widespread tightness in labor marketshe first half of the year the strength in
and an upward tilt in the rise of labordomestic final demand, notably in the
compensation. For the present, howeveconsumer and business investment sec-
inflation remained subdued, and it wadors, had more than offset the negative
likely to remain relatively low for some effects of developments in the foreign
time in light of the weakness in com-sector and other factors. In the consumer
modity and other import prices and thesector, the outlook for further sizable
tendency for low current inflation to increases in spending was buttressed by
hold down expected price increases. unusually favorable underlying factors,
Among the factors bearing on the outincluding solid ongoing gains in em-
look for domestic economic activity, the ployment and incomes and substantial
members viewed the external sector asfarther increases in household net worth
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this year. A pause in the robust gaingor construction activity more generally,
in retail sales in early summer washomebuilding continued to be restrained
accounted for in part by limited inven-in a number of areas by limits on the
tories of new motor vehicles associatecvailability of labor and other inputs.
with the now-settled GM strike. While a The housing market clearly was bene-
variety of factors pointed to sustainedfiting from strong gains in house-
growth in consumer spending, a lesiold incomes, high levels of household
ebullient stock market, should it persistwealth, and very attractive financing
would foster more moderate expansiorcosts. There were few indications of any
in consumer spending, perhaps at a pagaoderation in this sector of the econ-
more in line with the rise in consumeromy. Even so, some slowing was antici-
incomes, or at an even slower pace ipated, at least after current construction
consumer confidence were adverselpacklogs were satisfied, in response to
affected by developments in financialthe projected slowing in employment
markets. growth and the high level of the housing
Business fixed investment alsostock.
seemed to be on a solid upward trajec- Currently available data indicated that
tory, though some slowing in the growththe pace of inventory accumulation had
of business investment spending wamoderated substantially in the second
anticipated in response to a projectedjuarter. Nonetheless, the rate of non-
deceleration in overall business outpuuto inventory investment in the spring
and weaker business profits. Memberstill appeared to have exceeded a pace
continued to cite anecdotal evidence ofhat was consistent with sustainable
very strong construction activity in growth in sales. Anecdotal reports at
many parts of the country, includingthis meeting pointed to a somewhat
indications that building projects weremixed picture with regard to desired
being delayed because of shortages afiventory levels, including examples of
labor and some construction materialshoth overstocking and shortages. Look-
In other parts of the country, buildinging ahead and apart from short-run fluc-
activity remained at a high level buttuations, inventories were not expected
seemed to have moderated somewhab add to demand over coming quar-
Business spending for various types ofers, at least after the restocking of
high-tech equipment had surged to amotor vehicles by General Motors was
undoubtedly unsustainable pace in theompleted.
first half of the year. Against this back- In the Committee’s discussion of the
ground, several members referred toutlook for wages and prices, members
emerging signs of slightly more cau-commented that the rate of inflation in
tious attitudes among their businesgonsumer prices was difficult to char-
contacts, in many cases the result oécterize with precision because alterna-
concerns about developments in Asiative price indexes provided different
On balance, diminishing momentum inmeasurement results; in particular, chain
business investment appeared to be grice indexes for consumption expendi-
likely prospect, but the ample availabil-tures showed substantially less inflation
ity of financing on favorable termsthan the CPI. Even so, it was clear on
would continue to support this sector. the basis of any measure that consumer
In the housing sector, constructionprices and inflation more generally had
activity remained at a high level in mostremained remarkably subdued in the
parts of the nation and, as was the caseontext of very tight labor markets and
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upward pressure on labor compensatiomight also intensify upward pressures
And whatever the explanation, it seemean labor costs. On balance, while the
that the economy had been less prone tisks of an overheating economy and
rising inflation than it had been histori-rising price inflation might have faded
cally under similarly tight labor market to some degree, many of the members
conditions. The members acknowledgedontinued to emphasize that the Com-
that a number of special factors weramittee could not ignore those risks in its
contributing to the relatively benign policy formulation.
inflation climate. Those factors included In the Committee’s discussion of pol-
the appreciation of the dollar; declinesicy for the intermeeting period ahead, all
in many commaodity prices, notably thatbut one of the members agreed on the
of oil; ample industrial capacity; and desirability of maintaining a steady pol-
evidently diminished inflation expec-icy stance. The overall performance of
tations. Moreover, substantial gains irthe economy remained highly satisfac-
productivity were muting the effects of tory. While inflation risks were still a
rising labor compensation on unit costsconcern, given the high level of output
and vigorous competition in numerousand strong domestic demand, the uncer-
markets was continuing to make it verytainties bearing on the economic out-
difficult or impossible for business firmslook remained substantial, and indeed
to raise their prices to cover rising costshe risks on the downside seemed
or enhance profit margins. Against thigo have increased appreciably further.
backdrop, members remained persuadedn balance, domestic economic and
that a significant rise in price inflation financial conditions had not changed
was not likely to occur in the nearersufficiently during the intermeeting
term. period to warrant an adjustment to pol-
Looking further ahead, however, theicy. With regard to the current uncertain-
members generally agreed that risingies in the economic outlook, members
price inflation remained an importantemphasized that the extent and ultimate
threat. Significant additional tighteningeffects of the apparently spreading fra-
in labor markets would, of course, exacqgility in foreign financial markets and
erbate that risk, but even at current leveconomies on U.S. financial and eco-
els these markets were tight and at someomic conditions were unknown. In
point labor costs could increase morehese circumstances, nearly all the mem-
rapidly, pressing on prices. Moreoverpers believed that a cautious wait-and-
the effects of some of the factors holdsee approach to policy seemed appro-
ing down inflation seemed likely to priate to allow the Committee time to
wane, and possibly to reverse, over timeassess the course of events and the inter-
The latter included the effects of theplay of the divergent forces bearing on
dollar’'s appreciation on the prices ofthe performance of the economy. In this
imports and competing domestic prod+egard it was noted that while domestic
ucts, a possible upturn in energy pricedinancial conditions remained generally
and perhaps other commodity prices aaccommodative, recent developments
foreign economies stabilized, and fastein foreign exchange and domestic finan-
increases in the costs of worker benefitgiial markets had tended on balance to
notably those related to health care. Thdecrease some of the stimulative effects
apparently greater willingness of laborof financial conditions on aggregate
unions to press for higher wages andlemand in the United States by shifting
other benefits in very tight labor marketsdemand overseas, increasing somewhat
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the cost of raising capital, and reducingion, shared by the other members, that
the financial wealth of households.policy would not need to be changed
However, a few members expresseduring the intermeeting period ahead.
concern about the potentially inflation- At the conclusion of the Committee’s
ary implications of relatively rapid discussion, all but one of the members
growth in key monetary aggregatesvere in favor of retaining a directive
over the past year, though such growtlthat called for maintaining conditions
appeared to have moderated recentlyn reserve markets that were consistent
And in the view of one of these mem-with an unchanged federal funds rate of
bers, the trend in monetary growth alongbout 32 percent. Most also indicated
with indications of rising speculative that they could support a shift to a direc-
imbalances and excesses in various mative that did not include a presumption
kets for financial and nonfinancial assetabout the likely direction of any adjust-
called for a prompt firming of monetary ments to policy during the intermeeting
policy. period. Accordingly, in the context of
While overall economic conditions the Committee’s long-run objectives for
had not changed enough in recent weekzice stability and sustainable economic
to warrant an adjustment in policy, agrowth, and giving careful consideration
majority of the members agreed that théo economic, financial, and monetary
risks to the economic outlook were nowdevelopments, the Committee decided
more balanced and called for a shifthat slightly greater or slightly lesser
from asymmetry to symmetry in thereserve restraint would be acceptable
Committee’s directive. Such a directiveduring the intermeeting period. The
would better represent their view thatreserve conditions contemplated at this
the Committee’s next policy move couldmeeting were expected to be consistent
be in either direction depending onwith moderate growth in M2 and M3
developments abroad and their interever coming months.
action with a domestic economy that The Federal Reserve Bank of New
had remained quite strong. Greater diffiYork was authorized and directed, until
culties abroad and associated downwaridstructed otherwise by the Committee,
pressures on demand and prices had sutp- execute transactions in the System
stantially diminished the chances of aAccount in accordance with the follow-
strengthening of inflation pressures oveing domestic policy directive:
coming months and quarters that would
require a near-term t_lghtenlng of policy. The information reviewed at this meeting
Other members continued to believe thafyggests that domestic final demand has
the risks were still tilted to some degreecontinued to expand at a robust pace, but
toward rising inflation, though to a overall economic a_lctivity has been adversely
lesser extent than earlier. Labor mark%%e‘:tled by the strike at General Motors and
: velopments In Sla. ontarm ayro
developments continued to suggest th ployenent continued to expand ?hr)c/)ugh
the economy could well be producing;yly and the civilian unemployment rate was
beyond its sustainable potential and conunchanged at 4.5 percent. Industrial pro-
crete signs that inflation pressures woulduction declined considerably in June and
abate had yet to emerge. According|y{‘|u|y; most of the drop over the two months

they still preferred an asymmetricalreﬂeCted the GM strike. A decline in total
retail sales in July was more than accounted

directive but could accept symmetry N by 5 sharp contraction in spending for
light of the prevailing uncertainties in motor vehicles. Residential sales and con-
the economic outlook and the expectastruction have remained exceptionally strong
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in recent months. Available indicators pointditions in reserve markets consistent with
to continued growth in business capitalmaintaining the federal funds rate at an aver-
spending, although apparently at a moreage of around % percent. In the context
moderate pace than earlier in the year. Busibf the Committee’s long-run objectives for
ness inventory accumulation slowed sharplyrice stability and sustainable economic
in the spring. The nominal deficit on U.S.growth, and giving careful consideration to
trade in goods and services widened substaeconomic, financial, and monetary devel-
tially further in the second quarter. Trends inopments, a slightly higher federal funds
wages and prices have remained stable irate or a slightly lower federal funds rate
recent months. would be acceptable in the intermeeting
Most interest rates have fallen slightly onperiod. The contemplated reserve conditions
balance since the meeting on June 30-July &re expected to be consistent with moderate
Share prices in U.S. equity markets haverowth in M2 and M3 over coming months.
remained volatile and major indexes have
declined appreciably on balance over the Votes for this action: Messrs. Green-
intermeeting period. In foreign exchange span, McDonough, Ferguson, Gramlich,
markets, the trade-weighted value of the dol- Hoenig, Kelley, Meyer, Ms. Minehan,
lar rose somewhat further over the intermeet- Mr. Poole, and Ms. Rivlin. Vote against
ing period in relation to other major curren- this action: Mr. Jordan.
cies; in addition, it was up slightly in terms
of an index of the currencies of the devel- M. Jordan dissented because he

oping countries of Latin America and Asia,. |- .
that are important trading partners of thebe“eved that the underlying strength of

United States. aggregate demand in the U.S. economy
After robust growth in the second quarterwould remain fundamentally intact,
M2 decelerated somewhat and M3 was aboulespite economic problems abroad. The
boih agoregates fose at rates well aove (g ODIems in Asia provide a channel
Comm%[?ee’gs ranges for the year. Expansio’%r economic _imbalances to develpp.
of total domestic nonfinancial debt appear&XPorts from some U.S. manufacturing
to have moderated somewhat in recenindustries will decline due to softer for-
months after a pickup earlier in the year.  eign markets and import competition. At

The Federal Open Market Committeethe same time, domestic demand for
seeks monetary and financial conditions theﬁnports, housing, and consumer dura-

will foster price stability and promote sus-bI il due to f ble int
tain