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I INFLATION AND THE FEDERAL FUNDS RATE 

a. Estimate of the yield on a recently offered, A-rated utility bond with a maturity of 30 years and call protection of five years. 
b. Bond Buyer Index, general obligation. 20 years to maturity, mixed quality. 
NOTE: All data are seasonally adjusted. 
SOURCES: Board of Governors of the Federal Reserve System; U.S. Department of Labor, Bureau of Labor Statistics; and the Chicago Board of Trade. 

Imrnecliately after its hl1:irch 25 meet- 
i~ lg ,  the Federal Open Marliet Com- 
~liittee (FOMC) of the Fecler:il Re- 
serve Syste111 allno~irlcecl th~it it hacl 
"cleciclecl to tighten money marlcet 
conclitions slightly. expecting the 
federal luncls rate to rise I/$ percent- 
age point to aro~lncl 5% percent." 
This was the Committee's first pol- 
icy move in almost 14 motlths ancl 
the first increase since Jan~la1-y 19'15. 

This :~cLion \XIS no surprise to fi- 
nancial m:~rl<ets. The feel f~lncls fu- 
tures marliet, for inst;lnce, hacl corne 

to anticipate the rate increase in the 
\\-eelis hek~re  the meeting. Altl~ough 
f ~ ~ t u r e s  prices it1 Janual-y hacl incli- 
c:~tecl the lilielihoocl of a rate hilie in 
blarch. Febr~lary events lecl filt~lres 
investors to cloubt that any policy ac- 
Lion \\:o~llcl occur before midyear. 
C:~pit:il rn:irliets in February also 
seemed to cliscount any imrnecliate 
move by the FOMC. However, con- 
cerns :11>out growing inflation2iry 
press~~res  :irose by mid-March, aricl 
the lilielihoocl of a modest Ixte hilie 
increasecl. 

In :~nno~lncing its action, the 
FOMC statecl that "... the slight firm- 
ing ol' monetary conclitions is 
vie\\-eel :is a pr~iclent step that :if- 
forcls greater assutxnce of prolong- 
ing the current economic exp;u~~sion 
by sustaining the esistirlg lo\v iilfl:i- 
Lion environment through the rest of 
this y c : ~  ancl nest. The experience 
of the 1:ist s e v e ~ i l  years has rein- 
k)rcecl the conviction that low inkla- 
tion is essential to realizing the 
economy's f'ullest growth potential.'' 

(coi7t i , /~icd oil 17e~*1 p q y )  
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a. As projected by the FOMC and nonvoting Reserve Bank presidents in February 1997. 
b. Core inflation is measured as the 15% trimmed mean of the CPI. Green lines represent trends. 
SOURCES: Board of Governors of the Federal Reserve System: and the Federal Reserve Bank of Cleveland. 

To i~nclerstancl this perspective. it 
is usefi~l to review monetzlry policy 
over the past fen. decacles. From the 
micl-lC)60s to the late 1970s, each 
business cycle enclecl ccjith inflation 
higher than the previous peak ancl 
l,eg;~n \vith inflation higher than the 
previous trough. This ~~pv,.ard trend 
was accompanied by increasing 
structur~il im11al:tnce and a general 
deterioration in the economy's 
gro\\~th potential. Assets considerecl 
to 1,e inflation hedges (such as hous- 
ing ancl golcl) appreciatecl I>eyond 
sustainal,le levels. In 1979, uncer- 
tainty aho~i t  the fiiture of the dollar 
let1 to a sharp clecline in its \-alile ancl 

precipitated a sigilificant FObIC conl- 
lnlitnlent to :I policy of disinflation. 

1)isinflation climaxed in 1982 anel 
evas followeel l ~ y  a prolongecl period 
of rob~ist growth and relatively low 
inflation. Both nominal ancl seal in- 
terest rates, however, stayecl rela- 
tively high as investors in long-term 
clel~t instr-uments rer~lainecl leery of 
the Fed's commitment to price sta- 
hility. Indeed. nlarltet rates rose 
sharply throughout 1983 and early 
1984. Many attril>utecl this. in part, to 
a high rate of return on new hi~si-  
ness invest~nent resulting froill fiscal 
incentives ancl reduced [as rates. 
I-Iowever, many also believed that 

p;wt of the increase reflected an in- 
flation scare, as investors n.aitecl for 
e\,idence that inflation was not ac- 
celerating. In 1985, financial marl\-ets 
became Illore confident that infla- 
tion cvas containecl, and interest 
rates generally fell. 

Inflationary pressures elnergecl 
again in 1987, and the Fed acloptecl 
an anti-inflationar)~ stance. A sharp 
drop in stock prices in Octol,es, 
hocvever, ;~roilsed concern about 
marliet licluidity ancl intel-rupted anti- 
inflationary efforts. Eventilally, policy 
w;ts reclirectecl to containing infla- 
tion. but not in time to heact off a 

Icot~ti~zrred of7 17extpa~qc.) 
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a. Growth rates are percentage rates calculated on a fourth-quarter over fourth-quarter basis. 
b. MZM is an alternative measure of money that IS equal to M2 plus institutional money market funds less small time deposits. 
NOTE: All data are seasonally adjusted. Last plot is estimated for March 1997. Dotted lines for the M2 and M3 aggregates are FOMC-determined provisional 
ranges. Dotted lines for MZM represent growth ranges and are for reference only. 
SOURCE: Board of Governors of the Federal Reserve System. 

jurllp in the trencl of core inflation to 
nearly 5% it1 the spring of 1988. The 
inflation rate eventually clroppecl 
sharply with the resolution of the 
Gulf \Wir in 1991 and trenclecl clonm 
to just 1,elow 3%. where it has re- 
mained since ~nicl-1992. 

Although the 1991 recovery 
started slowly, it jiainecl lllolnentilln 
as the last vestiges of high inflation 
were worliecl out. In 1994, the threat 
of inflation producecl a preeinptive 
policy stance that elid not interfere 
with continuecl econoinic espansion. 

Incleecl, the economy accelerated in 
1996, while inflation renlainecl ~vell  
hehavecl. This experience clemon- 
strates that the FOMC's comniitment 
t o  price stability since 1982 has en- 
abled extenclecl periocls of high 
gro\vth ancl employment, along with 
low inflation. Consistent policy 
tl~roughout this period has also been 
:issociated with a general decline in 
nominal GDI? but only one reces- 
sion. i\ioreover, real interest rates 
have killen from their 1980s highs as 
the Feel's credibility has increased. 

Vigilance in the pursuit of price 
stability r eq~~i res  that policymaliers 
pay close attention to any sign of in- 
flationary pressures. Although the 
Feel de-empl~asizecl nloney growth 
targeting in 1993. M2 growth since 
then has been in line with its histor- 
ical relationship to economic :~ctiv- 
ity. Over the past )7ear, there has 
been an accelelation across the M2, 
M3. :~tlcl MZh4 aggregates. 'I'he re- 
cent upticlc in the federal funcls sate 
recluces the likelihoocl that M 2  ancl 
ill13 n;ill con t in~~e  to esceecl their an- 
nouncecl growth ranges. 
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