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Monetary Policy and Financial Markets

At its meeting in February 1985 the
Federal Open Market Committee es-
tablished ranges for growth of money
and credit during the year, measured
from the fourth quarter of 1984 to the
fourth quarter of 1985, of 4 to 7 per-
cent for Ml, 6 to 9 percent for M2,
and 6 to 9V2 percent for M3. The asso-
ciated monitoring range for the debt of
domestic nonfinancial sectors was set
at 9 to 12 percent. These growth
ranges were designed to be consistent
with further sustainable economic
growth and progress toward reason-
able price stability over time.

In July the Committee reaffirmed
the ranges for M2, M3, and debt but
established a new Ml growth range of
3 to 8 percent, measured at an annual
rate, from the second to the fourth
quarter of the year. Over the first half
of the year, Ml had grown well above
the upper end of its range, and velocity
had registered an unusually steep de-
cline. These developments apparently
reflected substantial additions to
money balances, especially interest-
earning transaction balances, that
were spurred by the sharp drop in in-
terest rates since mid-1984. The Ml
objective for the second half of the
year anticipated a considerable slow-
ing of money growth, on the assump-
tion that historically more normal be-
havior in the velocity of Ml would
reemerge. The Committee signaled
continued uncertainty about the behav-
ior of the aggregate, however, by wid-
ening the Ml range 2 percentage
points.

The unusual behavior of Ml in fact
persisted over the second half of the
year: growth in the aggregate did not
slow, and its velocity registered an

even steeper decline. At the same
time, the broader monetary aggregates
were growing generally within their
ranges, economic growth had slowed
to well below the pace of the year be-
fore, and upward price pressures re-
mained muted. In the fall the FOMC
determined that under these circum-
stances, growth in Ml above its range
for the second half of the year would
be acceptable.

In general, the FOMC in 1985 em-
phasized the need to evaluate growth
in all the aggregates in light of devel-
opments in the economy and in prices,
and of conditions in financial and for-
eign exchange markets. Throughout
the year, monetary policy remained
generally accommodative to emerging
demands for money. Pressures on
bank reserve positions were varied in a
narrow range over the year, and the
discount rate was reduced once, by
one-half percentage point.

Monetary Aggregates

Ml increased at an annual rate of 12.8
percent from the second to the fourth
quarter of 1985, compared with its
range of 3 to 8 percent for this period;
growth for the year as a whole came to
11.9 percent. Much of the unusually
strong growth in Ml and the accompa-
nying decline in velocity seemed to be
attributable to lower interest rates,
though expansion in the aggregate was
stronger, particularly in the second
half of the year, than historical evi-
dence on its relationship to income
and interest rates would have sug-
gested. Ml may have become more
sensitive to changes in market rates in
recent years owing to the deregulation
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Monetary Policy and Financial Markets 13

Monetary Aggregates, Nonfinancial
Sector Debt, and Reserves

Billions of dollars

Ml

600

570

2500

2400

3200

3000

Total domestic nonfi&ancial debt

6500

Reserves

1984

Total ^ Z«LJ*£ 4 4

Notiborrowed
' • ' • • • / 4 0

1985

The ranges adopted by the FOMC for the monetary
aggregates and for total debt of the domestic nonfinan-
cial sector were for the period from 1984:4 to 1985:4,
except for Ml, which was for 1985:2 to 1985:4.

The reserve aggregates have been adjusted to remove
discontinuities associated with changes in reserve re-
quirements. Nonborrowed reserves include extended
credit. The shaded area is adjustment and seasonal bor-
rowing.

of certain transaction accounts. By re-
ducing the opportunity cost of holding
transaction balances, the creation of
NOW and Super NOW accounts has
made M i a much more attractive sav-
ings vehicle for households. More-
over, with the rates on NOW accounts
fixed and those on Super NOWs being
adjusted sluggishly to changing condi-
tions, falling interest rates have led to
relatively substantial reductions in in-
centives to economize on Ml bal-
ances, with accompanying declines in
velocity. However, as both money
holders and depository institutions
adapt to the elimination of important
regulatory constraints, considerable
uncertainty unavoidably persists re-
garding the response of Ml to varia-
tions in interest rates or income.

In 1985 the interaction of lower
market interest rates with deregulated
transaction deposit rates seemed to
induce especially heavy inflows to
interest-bearing checkable accounts.
Spreads between offering rates on
these deposits and interest rates on
time deposits and market instruments,
narrow by the standards of recent dec-
ades, apparently diminished the incen-
tives to keep savings in longer-term in-
struments as well as to separate
savings from transaction balances. De-
mand deposits also contributed to the
increase in Ml last year, registering
unusually rapid growth, especially in
the second half. Business demand bal-
ances paced the rise, likely reflecting
not only the cumulative effect of lower
interest rates on incentives to econo-
mize on demand deposits and on com-
pensating balance requirements, but
also generally more cautious cash
management practices, adopted possi-
bly in part because banks and corpora-
tions sought to reduce risk in response
to financial problems that had devel-
oped in certain areas of the market.

M2 grew 8.6 percent in 1985, a rate
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14 Monetary Policy and Financial Markets

Reserves, Money Stock, and Debt Aggregates

Annual rate of change based on seasonally adjusted data unless otherwise noted,

Item 1983 1984 1985
1984

Q4 Ql

in

Q2

percent1

1985

Q3 Q4

Depository institution reserves2

Total
Nonborrowed
Required . . . ^
Monetary base

Concepts of money4

Ml
Currency and travelers checks
Demand deposits
Other checkable deposits

M2
Non-Mi component

MMDAs (n.s.a.), savings,
and small-denomination
time deposits

General-purpose and brokerflealer
money market mutual
fund assets (n.s.a.)

Overnight RPs and
Eurodollars (n.s.a.)

M3
Non-M2 component

Large-denomination
time deposits

Institution-only money
market mutual fund
assets (n.s.a.)

Large denomination
term RPs (n.s.a.)

Term Eurodollars (n.s.a.) . .

Domestic nonfmancial sector debt
Federal
Nonfederal

6.5
5.9
6.3
9.3

10.4
10.3
2.7

28.8

12.2
12.8

6.6
4.0
6.1
7.1

5.4
7.2
1.5

10.8

8.0
8.8

18.0 8.0

- 2 6 . 3

31.7

9.9
1.0

17.0

4.7

10.5
21.2

15.3
26.8
15.1
8.8

11.9
7.5
8.6

22.2

8.6
7.6

7.1

9.3

18.5

7.7
3.9

3.8 17.4
36.3 57.3
3.0 16.9
4.6 8.8

4.5 10.1
5.1 6.8
1.1 5.5

10.0 21.1

12.2 16.4 12.1
14.1 18.2 9.9
12.3 17.1 11.1
7.5 9.7 8.1

10.5 14.5 10.6
6.7 8.3 7.4
7.8 12.4 7.7

18.7 23.9 18.8

9.7
11.3

11.6
12.1

9.5 11.8

28.3

-7.7

10.5
13.4

-2.1 26.0 5.7 15.9

32.7

47.6

10.2
4.4

7.8

6.3
5.0

6.1

- . 7

-17.8

5.5
2.6

9.5
8.0

6.3

4.1

18.7

7.6
.2

6.0
4.6

3.3

.9

23.6

6.5
8.2

6.4 -2.7 10.8

-16.6 33.6 11.1 97.4 31.2 7.7 1.3 3.1

39.1
8.2

36.7
-8.4

11.2 14.3
21.5 15.8

8.5 13.8

4.4
3.7

13.9
15.2
13.6

11.9 - 4 2 . 1
-22.6 2.9

- 3 . 4 - 7 . 6 39.2
- 9 . 2 - 4 . 0 - 4 . 5

14.1
16.2
13.5

13.7
15.3
13.2

12.1
12.5
12.0

12.9
14.6
12.3

14.4
15.0
14.2

1. Changes are calculated from the average amounts
outstanding in each quarter. Annual changes are
measured from Q4 to Q4.

2. Data on reserves and the monetary base
incorporate adjustments for discontinuities associated
with the implementation of the Monetary Control Act
and other regulatory changes to reserve requirements.

3. The monetary base consists of total reserves plus
required clearing balances and adjustments to
compensate for float at Federal Reserve Banks plus
the currency component of the money stock less the
amount of vault cash holdings of thrift institutions that
is included in the currency component of the money
stock plus, for institutions not having required reserve
balances, the excess of current vault cash over the
amount applied to satisfy current reserve
requirements.

4. Ml consists of currency in circulation; travelers
checks of nonbank issuers; demand deposits at all
commercial banks other than those due to domestic
banks, the U.S. government, and foreign banks and
official institutions, less cash items in the process of
collection and Federal Reserve float; and other

checkable deposits, which consist of negotiable orders
of withdrawal and automatic transfer service accounts
at depository institutions, credit union share draft
accounts, and demand deposits at thrift institutions.
M2 is Ml plus money market deposit accounts
(MMDAs); savings and small-denomination time
deposits at all depository institutions (including retail
repurchase agreements), from which have been
subtracted all individual retirement accounts (IRAs)
and Keogh accounts at commercial banks and thrift
institutions; taxable and tax-exempt general-purpose
and broker/dealer money market mutual funds,
excluding IRAs and Keogh accounts; overnight and
continuing-contract RPs issued by commercial banks;
and overnight Eurodollars issued to U.S. residents by
foreign branches of U.S. banks worldwide. M3 is M2
plus large-denomination time deposits at all
depository institutions; assets of institution-only
money market mutual funds; large-denomination term
RPs issued by commercial banks and thrift
institutions; and term Eurodollars held by U.S.
residents in Canada and the United Kingdom and at
foreign branches of U.S. banks elsewhere.
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Monetary Policy and Financial Markets 15

in the upper part of its range, as its
nontransaction (non-Mi) component
increased 7.6 percent. The shift to-
ward more liquid assets evident in the
rapid rise of Ml also affected the dis-
tribution of deposits within the non-
transaction portion of M2. Small time
deposits declined, while some very
liquid components, such as money
market deposit accounts, showed very
large increases; even savings deposits
rose (by 4lk percent) after several
years of decline. However, growth of
M2 appears to have been restrained by
some redirection of household portfo-
lios toward such non-M2 instruments
as shares in stock and bond mutual
funds.

M3 growth slowed to 7% percent
last year—close to the midpoint of its
range—reflecting in part a slower pace
of credit expansion at depository insti-
tutions and consequently a reduced
need to raise funds through issuance of
managed liabilities. Thrift institutions,
in particular, greatly reduced their net
acquisition of assets, partly in re-
sponse to new regulations by the Fed-
eral Home Loan Bank Board that
raised capital requirements for rapidly
growing institutions. The growth of
large time deposits issued by thrift in-
stitutions slowed to less than 7 percent
in 1985 from the nearly 50 percent
pace recorded in the preceding year.

In implementing monetary policy
during 1985 the Federal Reserve basi-
cally accommodated the strong de-
mands for reserves by depository insti-
tutions. In the early part of the
year—when Ml expansion was very
rapid, and M2 and M3 growth was
also strong—interest rates rose some-
what. However, these increases were
more than reversed later in the first
half, a movement influenced in part by
a cut in the discount rate from 8 to 7V2
percent in May, as economic activity
appeared more sluggish, partly re-

flecting the drag from the relatively
high value of the dollar on exchange
markets. Growth of the broader aggre-
gates had slowed appreciably after the
early part of the year, though Ml re-
mained well above its range. On bal-
ance, over the first six months of the
year most market interest rates fell
about 1 percentage point, leaving them
about 3 to 4 percentage points below
their mid-1984 levels. The dollar,
which had risen sharply on exchange
markets through February, declined
thereafter and by midyear was 9 per-
cent below its February peak on a
trade-weighted basis, leaving it just
under its level at the end of 1984.

When the FOMC at its July meeting
reaffirmed its ranges for M2, M3, and
debt and widened and rebased the Ml
range, the members anticipated that
these ranges would be consistent with
continued subdued inflation and some
pickup in economic growth from the
sluggish pace of the first half. As the
summer progressed, however, it be-
came clear that the demand for Ml
remained strong. After slowing some-
what in July, Ml spurted again in Au-
gust and continued to rise at a double-
digit annual rate in September. M2
growth alsc was stronger during the
summer, climbing above its range.

In the summer also, market interest
rates reversed a portion of their earlier
declines. With both Ml and M2 grow-
ing relatively rapidly, economic activ-
ity apparently picking up, and the dol-
lar having declined further, the
Federal Reserve for a time was a bit
more cautious in providing reserves.
But beginning around mid-autumn,
the Federal Reserve was seeking a
slight easing in bank reserve condi-
tions, as incoming data suggested that
increases in economic activity would
continue to be relatively moderate,
and upward price pressures remained
subdued. Meanwhile, Ml growth was
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16 Monetary Policy and Financial Markets

continuing strong on balance, but
growth in the broader aggregates was
slowing.

On balance, over the second half of
the year most short-term rates were lit-
tle changed; they ended the year just
slightly above their midyear lows and
about 1 percentage point below their
levels when 1985 began. However, on
exchange markets the dollar declined
more than 15 percent over the second
half, impelled largely by the G-5 an-
nouncement in September indicating
the desirability of some appreciation
of other currencies relative to the dol-

Interest Rates

lar and by the ensuing coordinated in-
tervention by the United States and
other key industrial countries.

In long-term debt markets, interest
rates generally fell 1 percentage point
or more on balance over the second
half, with most of the decline occur-
ring during a fourth-quarter rally that
accelerated as the year drew to a close.
The downward movement in long-term
rates and the simultaneous explosion
in stock market prices were fueled in
part by legislation to mandate reduc-
tions in the federal deficit and pare the
government's demands on credit mar-

Percent per year

m 15

1981

All the data are monthly averages. Their descrip-
tions and sources are as follows: Federal funds,
from the Federal Reserve; three-month Treasury
bills, market rate on three-month issues, on a dis-
counted basis, from the U.S. Department of the
Treasury; conventional mortgages, weighted aver-
ages of 30-year, fixed-rate, level-payment mortgages
at savings and loan associations, from the Federal
Home Loan Mortgage Corporation; A-rated utility

1983 1985

bonds, weighted averages of recently offered, 30-
year investment-grade bonds adjusted fo an A-fated
basis by the Federal Reserve; U.S. government
bonds, market yields adjusted to 30-year constant
maturity by the U.S. Treasury; state and local gov-
ernment bonds, index based on 25 issues of 30-year
revenue bonds of mixed quality, from the Bond
Buyer.
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Monetary Policy and Financial Markets 17

kets. Declining world oil prices and
the continued softness in markets for
other commodities, which promoted
expectations of lower inflation among
market participants, also contributed
to the rally.

Aggregate Credit Flows

Expansion in the debt of domestic
nonfinancial sectors in 1985 moder-
ated only a little from its elevated 1984
pace and, at 14 percent, exceeded its
monitoring range of 9 to 12 percent.
Last year was the fourth consecutive
year in which debt expanded more
rapidly than GNP, after more than 20
years in which the ratio of debt to
GNP had been generally stable. One
factor boosting debt growth relative to
spending was the extraordinary pace
of corporate borrowing to retire equity
in mergers, buyouts, and stock repur-
chases. In addition, borrowing surged
late last year in the tax-exempt market,
where issuance was accelerated into
1985 in anticipation of possible
changes in the tax law. Even after al-
lowance for these two factors, which
together may have accounted for
roughly 2 percentage points of the
1985 growth in debt, the expansion of
the debt of domestic nonfinancial sec-
tors remained very strong. Another
important element in the continued
rapid growth of debt and the rise in its
ratio to GNP has been the huge federal
deficits. Although the growth of fed-
eral debt has slowed since 1982, it
continued to exceed 15 percent last
year.

Corporations reduced their demands
on credit markets in 1985 as strength-
ening profits and weaker capital ex-
penditures narrowed the sector's fi-
nancing gap. Nevertheless, business
borrowing to finance stock retirements
remained high—perhaps $80 billion in

each of the last two years. Spurred by
the drop in long-term rates to six-year
lows, corporate credit demands fo-
cused on the bond markets. Record
amounts of securities were offered
publicly by nonfinancial firms in both
the domestic and the Eurobond mar-
kets last year. On the other hand,
short-term borrowing slowed, with
bank loans to businesses relatively
low.

Tax-exempt borrowing was extraor-
dinarily strong almost all of last year,
and the surge in bond offerings late in
the year lifted 1985 volume to a record
high. While more favorable interest
rates stimulated borrowing generally,
the efforts to finance in advance of the
possible restrictions that were sched-
uled to take effect after year-end
boosted advance refunding and pri-
vate-purpose issues in particular.

Households continued to borrow
heavily in 1985. Consumer installment
debt climbed sharply again in 1985, at
a pace near the 20 percent rate re-
corded in 1984. But the growth of
home mortgage borrowing, while near
its 1983-84 average, was probably re-
strained somewhat by the tightening of
lending standards that accompanied
the rise of mortgage loan delinquency
rates to record levels.

Growth in the financial assets of
households more than kept pace with
the rapid rise in debt over the past two
years. In particular, the sizable gains
in the stock and bond markets in 1985
raised household wealth substantially.
Indications of debt-servicing difficul-
ties in the household sector have
mounted, however. Delinquency rates
on consumer installment loans have
been on the rise since mid-1984 and
have reached relatively high levels for
some categories such as bank credit
cards. Moreover, mortgage loan delin-
quencies remain at the historically
high levels that have prevailed since
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18 Monetary Policy and Financial Markets

the 1981-82 recession, associated with
the influence of lingering high rates of
unemployment in some communities,
slow income growth, and weak hous-
ing prices in certain areas of the coun-
try. At the same time, surveys of
households continue to show favorable
readings on attitudes concerning fi-
nancial positions, which suggests that
these financial strains are currently
limited to a small part of the popula-
tion.

Strains in financial markets were ev-
ident at times in 1985 but did not
cause major disruptions in overall
market conditions. Financial market
concern over credit quality was not se-
vere enough to be reflected in a broad-
based widening of spreads between
yields on corporate and Treasury debt,
or between yields on private-sector se-
curities of different risk classes. Nev-
ertheless, the agricultural sector of the
economy continued to experience seri-
ous financial distress and there were
occasional pressures on some seg-
ments of the financial community.

In Ohio early in the year, and later
in Maryland, privately insured savings
and loan associations were closed or
limited to small withdrawals after runs
by depositors in both states. The prob-
lem in Ohio was triggered by news of
losses at one large thrift institution.
Problems developed in Maryland
when heightened anxieties in the after-
math of the Ohio crisis combined with
news of difficulties at a local savings
and loan. As the problems emerged,
the Federal Reserve advanced funds at
the discount window to bolster the li-
quidity of the affected institutions.
The loans—whose expansive effect on
reserves was offset through open mar-
ket operations—have been repaid in
Ohio, where the troubled institutions
have been restructured and reopened,
but they remain outstanding at a num-
ber of Maryland thrift institutions.

The thrift industry as a whole expe-
rienced some improvement in earnings
and capital positions last year, al-
though many institutions remained
heavily burdened with assets of low
quality or low yield. Lower interest
rates lifted their profits from the de-
pressed levels of 1984 by reducing the
cost of funds and generating capital
gains on sales of assets.

The profitability of commercial
banks also increased in 1985, breaking
the downtrend of recent years. Asset
quality remained a concern for some
institutions, however, and was a major
factor in the sharp increase in the
number of bank failures. Banks again
increased the rates at which they
charged off bad loans and added to
loan-loss reserves, responding to con-
tinued financial strains in such sectors
as agriculture, energy, and real estate.
Higher profits along with the rallies in
the stock and bond markets helped
many banks improve their capital posi-
tions in 1985, which facilitated their
efforts to comply with more stringent
capital adequacy guidelines. As part of
its efforts to ensure the contin-
ued safety and soundness of the finan-
cial system, the Federal Reserve also
initiated a program to strengthen su-
pervision of commercial banking
operations.

Agricultural finances drew special
attention last year. Farm income re-
mained depressed, and falling prices
for agricultural products left many
farmers unable to meet their debt-
servicing requirements. Moreover, de-
clining land prices eroded the value of
collateral behind many agricultural
loans. Consequently, failures of banks
with relatively high proportions of ag-
ricultural loans in their portfolios rose
to 68 in 1985, from 32 in 1984 and an
average of only 6 in each of the pre-
ceding three years. The Farm Credit
System, which holds about one-third
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Monetary Policy and Financial Markets 19

of U.S. farm debt, suffered mounting
losses and requested federal aid. Farm
Credit securities, which had been
priced very close to Treasury issues of
comparable maturity, yielded as much
as 100 basis points more than Treasury
debt at one point in the fall. Rate
spreads narrowed in December, after
passage of legislation enabling the
Farm Credit System to mobilize its re-
sources more readily and providing for
the possibility of a backup source of
assistance once internal sources of
funds are exhausted.

To ease possible constraints on the
availability of credit at agricultural
banks over the 1985 growing season,
the Federal Reserve in March liberal-
ized its regular seasonal borrowing

program and initiated a temporary
special seasonal program aimed at
making liquidity available to agricul-
tural banks that might experience
strong loan demand. Although total
seasonal borrowing fell short of the
unusually high level in 1984, evidence
suggests that these actions increased
access to seasonal credit, boosting
borrowing somewhat above what
would otherwise have been expected
given money market conditions and
overall slack loan demand by farmers.
In early 1986 the Federal Reserve re-
newed the temporary seasonal pro-
gram to assure that agricultural banks
would not face liquidity constraints in
accommodating the needs of their
farm borrowers.
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Monetary Policy and Financial Markets

The Federal Reserve faced continu-
ing challenges in 1986, not only in
discerning the underlying trends in a
complex domestic and international
economic setting, but also in speci-
fying appropriate policy actions in a
financial environment marked by
rapid structural change. As in pre-
vious years, and in keeping with the
Full Employment and Balanced
Growth Act, the Federal Reserve
used money and credit aggregates as
a means of assessing and character-
izing policy. At the same time, in
targeting these aggregates and in
reaching operational decisions with
respect to the degree of reserve
pressures and the discount rate, the
evaluation of signals provided by a
broad range of economic and finan-
cial indicators played a large role.

At its meeting in February 1986,
the Federal Open Market Committee
established target growth ranges,
measured from the fourth quarter of
1985 to the fourth quarter of 1986,
of 3 to 8 percent for Ml and 6 to 9
percent for both M2 and M3. The
associated monitoring range for
growth of domestic nonfinancial debt
was set at 8 to 11 percent. In light of
the experience of recent years, the
Committee recognized that the rela-
tionship between Ml and economic
activity was subject to especially
great uncertainty. Accordingly, the
FOMC agreed to evaluate move-
ments in Ml in light of their consist-
ency with the patterns in other mon-
etary aggregates, developments in
the economy and financial markets,
and potential inflationary pressures.

Ml was well above its annual

target range when the FOMC met in
July. The available evidence sug-
gested that the rapid growth of Ml
reflected shifts in portfolios toward
liquid assets in the context of declin-
ing market interest rates, rather than
excessive money growth with poten-
tial inflationary consequence. Against
this background, the Committee con-
cluded that Ml growth above the
existing range would be acceptable,
provided the broader aggregates ex-
panded within their target ranges,
price pressures remained in check,
and the economy continued to ex-
pand at a moderate pace.

The Committee reaffirmed the tar-
get ranges for M2 and M3 at its July
meeting. According to data at that
time, both of these aggregates had
expanded at rates near the midpoints
of their ranges, and Committee
members believed that growth within
those ranges for the year was still
consistent with the overall policy
objectives of reducing inflation fur-
ther, promoting sustainable growth
in output, and contributing to an
improved pattern of international
transactions. In the first half of the
year, the growth of domestic nonfi-
nancial debt exceeded both its mon-
itoring range and the growth of
nominal GNP, as it had in previous
years. The Committee was con-
cerned about the burdens and poten-
tial instabilities associated with the
persistence of rapid debt growth, and
it felt that raising the monitoring
range for debt would create an in-
appropriate benchmark for evaluat-
ing long-term trends. The existing
range was maintained, but the FOMC
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14 Monetary Policy and Financial Markets

Monetar
Sect* -

Ml

Billions of dollars

M2

3400

3200

Total domestic nonfinancial debt
= 'ii

Reserves

Total

7300

6900

55

45

1985 1986

The ranges adopted by the FOMC for the monetary
aggregates and for total debt of the domestic nonfi-
nancial sector were for the period from 1985:4 to
1986:4.

The reserve aggregates have been adjusted to re-
move discontinuities associated with changes in re-
serve requirements. Nonborrowed reserves include
extended credit. The shaded area is adjustment and
seasonal borrowing.

thought that debt growth could well
exceed its upper bound.

The growth of M2 quickened in
the second half of the year, and M3
expanded at a somewhat faster pace
as well. Nevertheless, both of the
broader aggregates ended the year
within their target ranges, although
near the upper bounds. Ml acceler-
ated further in the second half of the
year, resulting in a record postwar
decline in velocity for 1986. The
growth of nonfinancial debt slowed
slightly in the second half of the
year, but still exceeded its monitor-
ing range by nearly 2 percentage
points.

Pressure on reserve positions of
depository institutions changed little
over the course of 1986, as evidenced
by a relatively low volume of borrow-
ing at Federal Reserve Banks. The
broadly accommodative thrust of
policy also was manifest in the four
reductions in the discount rate be-
tween March and August. In part,
these cuts were intended to keep this
rate in line with the yields on short-
term market instruments, but they
also were taken in the context of
hesitant worldwide economic growth,
an improved inflation outlook, and
growth of the broader monetary
aggregates within their annual target
ranges.

In setting monetary policy the
FOMC paid considerable attention
to the country's trade deficit and the
foreign exchange value of the dollar.
The Committee members generally
viewed the narrowing in the trade
deficit as a key to achieving a sus-
tainable and smooth expansion of
activity across the economy. At the
same time, the Committee was con-
cerned that an unduly precipitous
decline of the dollar against the
currencies of the country's major
trading partners could contribute to
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Monetary Policy and Financial Markets 15

inflationary pressures here. To help
limit the effect on the value of the
dollar, the first reduction in the
discount rate was coordinated with
action by other major central banks;
similarly, the reduction in April was
accompanied by a cut in the Bank of
Japan's discount rate.

Monetary Aggregates
M2 expanded almost 9 percent in
1986, placing this aggregate near the
upper bound of its annual growth
target. Although in recent years M2
has exhibited a tighter relationship
with nominal GNP than Ml has, the
velocity of M2 still registered a de-
cline of 4 percent last year and
reached its lowest level in decades.
The buildup of M2 balances relative
to income probably reflected incen-
tives to place savings in various
components of the aggregate whose
offering rates were falling more slowly
than market interest rates were.

Among rates on retail deposits,
the slowest to adjust in 1986 were
those on short-term accounts. De-
pository institutions were reluctant
to reduce rates on savings deposits
because many of these accounts had
represented a stable, profitable source
of funds for many years. Rates on
NOW accounts also fell only slightly.
Much larger declines were registered
on time deposits, reflecting not only
quicker adjustment to market rates
but also the pattern of rate move-
ments in the credit markets, where
long-term rates fell much more than
short-term rates in late 1985 and
early 1986. The changing structure
of deposit rates at banks and thrift
institutions led to a pronounced shift
in the composition of M2: inflows to
transaction deposits, savings depos-
its, money market deposit accounts,
and money market mutual fund shares

were very strong while small time
deposits ran off, marking the second
consecutive year of zero or negative
growth.

The weakness in small time depos-
its in 1985 and 1986 also could have
reflected "rate shock." As existing
time deposits matured, savers with
high-yielding deposits acquired sev-
eral years earlier were unable to
reinvest the funds at comparable
returns. A sizable portion of matur-
ing deposits evidently was placed in
liquid instruments in M2 while savers
searched for other investment oppor-
tunities. Yield-conscious investors also
may have been lured from time
deposits by attractive returns on
some nondeposit instruments. For
example, stock and bond mutual
funds grew rapidly in 1985 and 1986
after stagnating during most of the
1970s and early 1980s, and the issu-
ance of savings bonds was strong in
the summer and fall before their
minimum yield was lowered from lxh
to 6 percent.

M3 also ended 1986 near the upper
bound of its annual target range,
increasing 8% percent over the year.
Growth of M3 close to that of M2 is
not surprising, inasmuch as M2 con-
stitutes four-fifths of the larger ag-
gregate. (The remaining share is
dominated by large time deposits
and certain other managed liabilities
of depository institutions.) Credit
growth at banks and thrift institu-
tions remained quite strong last year;
but, with the exception of the first
quarter, the use of managed liabili-
ties in M3 was light as growth of
core deposits was largely sufficient
to fund asset expansion. Large cer-
tificates of deposit expanded only 3
percent on balance, with commercial
banks paying down their outstanding
CDs during much of the year and
thrift institutions also doing so in theDigitized for FRASER 
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Reserves, Money Stock, and Debt Aggregates
Annual rate of change based on seasonally adjusted data unless otherwise noted, in percent1

Item 1984

7.6
-2.9
7.3
7.3

5.4
7.1
1.6
10.5

7.9
8.6

1985

15.2
26.6
15.1
8.8

12.1
8.0
8.9
22.2

8.8
7.8

1986

20.4
22.5
20.3
9.7

15.3
7.5
11.6
28.6

8.9
6.8

1985

Q4

12.4
10.3
11.5
8.2

10.9
7.2
8.5
18.1

6.6
5.3

Ql

13.1
19.1
12.3
8.3

8.8
7.3
4.6
16.8

5.3
4.2

1986

02 Q3

18.1 23.5
17.9 23.8
19.8 23.9
9.0 10.1

15.5 16.5
6.7 7.5
14.6 12.6
25.5 30.6

9.4 10.6
7.4 8.6

Q4

21.5
22.4
19.9
10.3

17.0
7.8
12.8
31.1

9.1
6.4

Depository institution reserves2

Total
Nonborrowed
Required
Monetary base3

Concepts of money4

Ml
Currency and travelers checks
Demand deposits
Other checkable deposits

M2
Non-Mi component

MMDAs (n.s.a.), savings,
and small-denomination
time deposits

General-purpose and broker/dealer
money market mutual
fund assets (n.s.a.)

Overnight RPs and
Eurodollars (n.s.a.)

M3
Non-M2 component

Large-denomination
time deposits

Institution-only money
market mutual fund
assets (n.s.a.)

Large-denomination
term RPs (n.s.a.)

Term Eurodollars (n.s.a.)

Domestic nonfinancial sector debt
Federal
Nonfederal

8.0

17.0

4.7

10.7
23.3

29.2

33.6

36.7
-8.5

13.9
16.0
13.3

7.3

9.2

20.0

7.7
3.4

4.8

12.1

-4.0
-5.0

13.5
15.2
12.9

5.5

17.3

13.4

8.8
8.5

4.5

0.5

27.3

7.1
8.9

5.2 5.7

11.3

5.3

7.7
17.3

27.3

-2.3

8.7
6.1

6.1

14.0

30.7

9.7
6.4

3.0 10.0 12.6

30.3

27.3
4.9

12.9
14.6
12.3

3.1 22.9 39.2 30.9

40.6
-3 .1

13.6
13.7
13.5

47.0
8.2

15.4
17.0
15.0

18.8
6.1

10.3
11.6
9.8

13.6
-4 .5

12.0
14.5
11.2

4.7

12.7

18.1

7.9
3.4

1.6 -0 .1 -2.2

16.8

21.0
9.6

11.5
12.6
11.1

1. Changes are calculated from the average amounts
outstanding in each quarter. Annual changes are
measured from 04 to 04.

2. Data on reserves and the monetary base incor-
porate adjustments for discontinuities associated with
the implementation of the Monetary Control Act and
other regulatory changes to reserve requirements.

3. The monetary base consists of total reserves plus
the currency component of the money stock (less the
amount of vault cash holdings of thrift institutions
that is included in the currency component of the
money stock) plus, for institutions not having re-
quired reserve balances, the excess of current vault
cash over the amount applied to satisfy current re-
serve requirements.

4. Ml consists of currency in circulation; travelers
checks of nonbank issuers; demand deposits at all
commercial banks other than those due to domestic
banks, the U.S. government, and foreign banks and
official institutions, less cash items in the process of
collection and Federal Reserve float; and other check-
able deposits, which consist of negotiable orders of

withdrawal and automatic transfer service accounts
at depository institutions, credit union share draft ac-
counts, and demand deposits at thrift institutions. M2
is Ml plus money market deposit accounts (MMDAs);
savings and small-denomination time deposits at all
depository institutions (including retail repurchase
agreements), from which have been subtracted all
individual retirement accounts (IRAs) and Keogh ac-
counts at commercial banks and thrift institutions;
taxable and tax-exempt general-purpose and broker/
dealer money market mutual funds, excluding IRAs
and Keogh accounts; overnight and continuing-
contract RPs issued by commercial banks; and over-
night Eurodollars issued to U.S. residents by foreign
branches of U.S. banks worldwide. M3 is M2 plus
large-denomination time deposits at all depository in-
stitutions; assets of institution-only money market
mutual funds; large-denomination term RPs issued
by commercial banks and thrift institutions; and term
Eurodollars held by U.S. residents in Canada and the
United Kingdom and at foreign branches of U.S. banks
elsewhere.
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fourth quarter. The weakness in CDs
was widespread as institutions relied
more on other managed liabilities,
such as term repurchase agreements
(included in M3) and advances from
Federal Home Loan Banks (not in-
cluded in M3).

The broad shift to liquid assets
greatly affected the behavior of Ml.
The narrow monetary aggregate ex-
panded more than 15 percent in
1986, marking the second consecu-
tive year of double-digit growth. Its
velocity fell 9V2 percent compared
with a decline of 5% percent in 1985.
Since 1981, the velocity of Ml has
declined 16 percent, a remarkable
development in view of its tendency
to climb about 3 percent a year in
the previous two decades.

Much of the rapid growth in nar-
row money over the past two years
appears to have been related to the
way the sharp decline in market
interest rates affected incentives to
hold NOW accounts and demand
deposits. Short-term market interest
rates fell about 5 percentage points
from their peak in the latter part of
1984 to their lowest levels since 1977,
while NOW account rates changed
much less. Although more rapid
money growth generally would be
expected in an environment of de-
clining rates, the expansion of Ml in
1985 and 1986 was in excess of that
implied by the historical relationships
among money, interest rates, and
income.

About half of the growth of Ml in
both years occurred in interest-bear-
ing checkable deposits. Because de-
pository institutions were slow in
adjusting the rates paid on NOW
accounts, the spreads between those
rates and rates on substitutes nar-
rowed substantially. For example,

between the first quarter of 1986,
when interest rates on NOW ac-
counts were fully deregulated, and
the fourth quarter of the year, the
spread between the rate on three-
month Treasury bills and the average
rate on NOW accounts at commer-
cial banks shrank from 135 basis
points to 53 basis points. Similarly,
the average rate on NOW accounts
in late 1986 was not far below that
on six-month small time deposits.

Demand deposits also accelerated;
they grew nearly 12 percent from the
fourth quarter of 1985 to the fourth
quarter of 1986. As with other check-
able deposits, lower short-term inter-
est rates are an important influence
on the growth of demand deposits
because they reduce incentives to
economize on transaction balances.
Also, some demand deposits are held
by business firms in exchange for
services provided by banks, and these
compensating-balance requirements
typically are enlarged as market rates
decline. Although these effects were
important to the expansion of de-
mand deposits throughout 1986, the
apparent response to declining inter-
est rates was much larger than would
be expected from historical experi-
ence.

Another element in the growth of
demand deposits apparently was the
large volume of financial transactions
in 1986. For example, because of
certain payment procedures—such
as transferring funds held in escrow
accounts by officer's check rather
than by wire—the massive volume
of mortgage originations and prepay-
ments could have influenced the
movement of demand deposits. In
addition, a flurry of financial trans-
actions around year-end induced in
part by impending changes in the tax

Digitized for FRASER 
http://fraser.stlouisfed.org/ 
Federal Reserve Bank of St. Louis

1986



18 Monetary Policy and Financial Markets

law temporarily boosted demand de-
posits sharply.

In implementing monetary policy
in 1986, the FOMC generally accom-
modated through open market op-
erations the strong demand for re-
serves associated with the rapid
growth of transaction balances. In
the context of prospects for slow
growth of real economic activity,
disinflationary trends in wages and
prices, and growth of the broader
monetary aggregates within their tar-
get ranges, four reductions in the

discount rate were implemented be-
tween March and August.

Early in the year, all the monetary
aggregates slowed sharply, with M2
dropping below its annual target
range. Also, evidence suggested that
the economy was growing sluggishly,
and the outlook for inflation im-
proved as oil prices fell. In this
environment, market interest rates
began to decline in mid-February,
and the Federal Reserve reduced the
discount rate l/i percentage point to
7 percent in early March. At the

Interest Rates

Short-term
Percent per year

20

State and local government bondsU.S. government bonds

1982

All the data are monthly averages. Their descrip-
tions and sources are as follows: Federal funds, from
the Federal Reserve; three-month Treasury bills,
market rate on three-month issues, on a discounted
basis, from the U.S. Department of the Treasury;
conventional mortgages, weighted averages of 30-year,
fixed-rate, level-payment mortgages at savings and
loan associations, from the Federal Home Loan Mort-

1984 1986

gage Corporation; A-rated utility bonds, weighted av-
erages of recently offered, 30-year investment-grade
bonds adjusted to an A-rated basis by the Federal
Reserve; U.S. government bonds, market yields ad-
justed to 30-year constant maturity by the U.S. Trea-
sury; state and local government bonds, index based
on 25 issues of 30-year revenue bonds of mixed qual-
ity, from the Bond Buyer.

Digitized for FRASER 
http://fraser.stlouisfed.org/ 
Federal Reserve Bank of St. Louis

1986



Monetary Policy and Financial Markets 19

time, there was concern that unilat-
eral action to lower interest rates
might cause an excessive reaction in
the foreign exchange market, where
the dollar had been under downward
pressure. Accordingly, the reduction
was timed to correspond with similar
actions by the central banks of West
Germany, Japan, and several other
industrialized nations.

With the economy expanding slowly
and underlying price pressures con-
tinuing to moderate, interest rates
fell further throughout March and
into April. By mid-April, most mar-
ket interest rates had reached their
lowest levels since the late 1970s,
and the Federal Reserve instituted
another reduction in the discount
rate to catch up with and to ratify
the declines in market rates.

After mid-April, interest rates rose
for a short time as market partici-
pants focused on an upturn in oil
prices, an acceleration in the growth
of the monetary aggregates, and a
further decline in the foreign ex-
change value of the dollar. By the
end of June, however, a steady flow
of weak statistics began to reveal
anemic growth in real economic ac-
tivity in the second quarter. The
FOMC had expected an improve-
ment in activity in the second half of
the year, but the rebound now ap-
peared likely to be less vigorous than
previously anticipated and perhaps
delayed because of continued disap-
pointing movements in the U.S. trade
position and the effects of pending
tax reform legislation on business
investment. Accordingly, shortly after
the July FOMC meeting, the Board
approved another cut of a half point
in the discount rate to 6 percent.

The final reduction in the discount
rate last year took place after the
August FOMC meeting. The last two
reductions in 1986 were adopted

without similar action by foreign
central banks. Unilateral action to
lower interest rates carried the risk
of adding to the downward pressure
on the dollar and possibly feeding a
source of inflationary pressure. How-
ever, the Federal Reserve thought
that prevailing economic and finan-
cial conditions warranted taking such
a risk, realizing that the provision of
reserves could be tightened through
open market operations if adverse
developments were to arise.

Although the value of the dollar
fluctuated considerably after the re-
duction in the discount rate in Au-
gust, it showed no distinct downward
movement until around year-end.
Short-term interest rates declined
about 1 percentage point over the
summer months, moving either in
anticipation of, or in response to,
the reductions in the discount rate.
Long-term rates were about un-
changed on balance over the sum-
mer, but more concern about interest
rate prospects developed in early
fall. Economic indicators began sig-
naling a pickup in the pace of eco-
nomic activity, and rising prices of
oil and precious metals, along with
the potential effects of the cumula-
tive decline in the value of the dollar,
seemed to raise concerns about the
outlook for inflation. Through the
remainder of the year, the FOMC
attempted to keep a steady degree
of reserve pressure, and market in-
terest rates fluctuated within a fairly
narrow range.

Even so, short-term interest rates
moved higher as the end of the year
approached, in part because of the
exceptional volume of tax-related
transactions. As firms rushed to com-
plete mergers and buyouts, and
households stepped up their sales of
assets to realize capital gains, the
demand for business loans and trans-Digitized for FRASER 
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action balances surged. This heavy
volume of financing also was re-
flected in unusually strong demand
for reserves by depository institu-
tions. The System added reserves
freely to accommodate this demand,
but the pressure nevertheless showed
through short-term rates. Shortly after
the turn of the year, short-term rates
moved down toward their earlier
levels. The dollar, however, was
under substantial downward pressure
in early 1987; disappointing figures
on the U.S. trade deficit prompted
selling of the dollar on exchange
markets, and this pressure intensified
with reported suggestions by some
U.S. policymakers that, particularly
in the absence of more growth-
oriented policies abroad, the dollar
might need to depreciate further to
correct the nation's external imbal-
ance.

Aggregate Credit Flows

Domestic nonfinancial debt ex-
panded almost 13 percent in 1986, a
slightly slower pace than that in the
two previous years but still above
both the Committee's monitoring
range and the growth of nominal
GNP.1 Debt issuance by the state
and local sector dropped off substan-
tially from the pace set in 1985, when
it was boosted by borrowing in antic-
ipation of tax reform restrictions. In
the household sector, mortgage bor-
rowing strengthened, but a marked
decrease in the expansion of con-
sumer installment credit contributed

1. When measured from the end of Decem-
ber to the end of December, domestic nonfi-
nancial debt expanded IIV2 percent. The growth
from fourth quarter to fourth quarter cited in
the text is higher because of the surge in debt
at the end of 1985 and the arithmetical effects
of quarterly averaging.

to a slowing in the overall growth of
household indebtedness. A contin-
uation of corporate financial restruc-
turings buoyed expansion of business
debt, despite the maintenance of a
moderate gap between capital spend-
ing and internal funds. Growth of
federal sector debt remained strong.

Growth of consumer installment
credit receded last year to about 12
percent from the 15 to 20 percent
pace of recent years. Nevertheless,
installment debt continued to grow
faster than income, and the ratio of
such debt to income established an-
other record. With mortgage debt
expanding rapidly, the ratio of over-
all household debt to income also
reached a new high.

Assets of the household sector
have increased sharply in recent years;
rising stock prices alone added sev-
eral hundred billions of dollars to
household wealth in 1986. At the
same time, many families, especially
in parts of the country hard hit by
economic adversities, have experi-
enced difficulty in meeting their fi-
nancial commitments. The number
of personal bankruptcies accelerated
dramatically in 1985 and 1986, surg-

Consumer Installment Debt
Percent of disposable income
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1970 1975 1980 1986

Based on data from the Federal Reserve and from
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ing last year well beyond the histor-
ical experience. Strains in managing
credit card debt were particularly
evident as delinquency rates on re-
volving-balance accounts increased
appreciably. Delinquency rates on
other categories of installment debt
and on mortgage loans fell some last
year, although they were much higher
than in previous expansions. For
some households, debt-servicing bur-
dens were reduced by the refinancing
of high-rate mortgages or the decline
in interest payments on their adjust-
able-rate mortgages.

Internal funds in the aggregate
were nearly sufficient to meet the
basic financing needs of nonfinancial
corporations in 1986. However, some
firms continued to borrow heavily to
fund massive retirements of equity
in association with mergers, buyouts,
and share repurchases. At the same
time, the drop in long-term interest
rates afforded businesses the oppor-
tunity to improve their financial po-
sitions.

As long-term interest rates de-
clined in the spring of 1986 to their
lowest levels in eight years, corporate
bond issuance surged to record lev-
els. Indeed, the volume of domestic
corporate bonds sold last year was
nearly twice the previous record set
in 1985. Much of the proceeds from
bond issuance in 1986 was used to
refund higher-cost long-term debt or
to pay down short-term debt. As the
stock market continued to register
impressive gains, new equity issuance
also reached record levels; of the
gross proceeds from issues sold last
year, about 30 percent was raised by
firms issuing stock in the public
market for the first time.

The retirement of high-coupon
bonds, the reduced dependence on
short-term credit, and the issuance
of new equity shares tended to im-

prove conventional measures of cor-
porate balance-sheet strength. How-
ever, massive volumes of outstanding
equity were retired through mergers,
acquisitions, buyouts, and other re-
structurings, resulting in the third
consecutive year of large net equity
retirements. Reflecting the financing
patterns in these years, the aggregate
debt-equity ratio of nonfinancial
corporations swelled to a record level
on a "book" basis. But when stated
at market values, the robust gains in
share prices kept debt-equity ratios
well below levels that generally pre-
vailed during the 1970s. As interest
rates trended down after 1981, inter-
est-coverage ratios crept up, suggest-
ing that the ability of firms in the
aggregate to service their debt did
not deteriorate. These modest gains,
however, were achieved in relatively
benign market and economic circum-
stances.

The large paydown of equity re-
duced the ability of some corpora-
tions to weather economic shocks.
The weak financial structures of some
firms, along with strains in certain
industries, led to more than $3 billion
of corporate bond defaults in 1986,
an amount that dwarfs experience in
nearly every other year of the post-
war period. Concern that other firms
also might have problems in meeting
their financial obligations was re-
flected in the pace of bond down-
gradings, which in 1986 were more
than three times as numerous as in
the late 1970s.

Firms with downgraded debt typi-
cally find their securities trading at
higher interest rates in the market.
In general, however, quality spreads
between private debt securities of
different grades have been relatively
stable in recent years, suggesting that
investors have not been alarmed
about the credit quality of corpora-Digitized for FRASER 
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Ratio of Debt to Equity for Nonfinancial Corporations
Percent
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Federal Reserve flow of funds accounts.
The market value of debt is based on market prices

of bonds traded on the New York Stock Exchange

tions in the aggregate and have not
attempted to limit their portfolios to
higher-rated issues.2 During the first
half of 1986, spreads between the
yields on corporate bonds and Trea-
sury securities widened considerably,
but this widening appeared to be
related to the heavy volume of cor-
porate issues and to a revaluation of
call and refunding provisions on long-

2. The interest rate spreads between invest-
ment-grade and speculative issues widened
about 50 basis points for a short time after the
bankruptcy filing by LTV Corporation in July
1986. Low-rated or unrated bonds also expe-
rienced substantial yield increases for a time
later in the year, further widening the spread,
when concerns about the liquidity of that mar-
ket segment surfaced in connection with the
insider-trading scandal. That widening was re-
versed in early 1987.

and par values of loans and short-term paper; the
market value of equity is based on market prices of
outstanding shares.

term obligations. A narrowing of
these spreads early in 1987 reversed
much of the earlier increase.

While the economy had grown
continuously for more than four years
by the end of 1986, the expansion
was uneven and it left certain sectors
under severe strains. The well-known
problems faced by firms in the min-
ing, energy, agricultural, and many
manufacturing industries, and by a
number of heavily indebted devel-
oping countries, were feeding through
to the financial intermediaries sup-
plying them credit. For example, 136
commercial banks failed in 1986,
compared with only 7 in 1981. Many
of these institutions had heavy credit
exposures to the oil industry, while
more than 40 percent of them held
relatively large amounts of agricul-
tural loans.Digitized for FRASER 
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The impact of the distress in the
farm sector also has been severe for
the Farm Credit System, the govern-
ment-sponsored agency that holds
about 25 percent of outstanding farm
debt in the United States. The losses
of the banks in the System totaled
nearly $2 billion in 1986, largely
reflecting provisions for loan losses,
and the System's capital surplus soon
will be exhausted if losses do not
abate. The Congress approved regu-
latory accounting procedures for the
Farm Credit System in the fall of
1986 that will allow the banks to
report higher net income than gen-
erally accepted accounting principles
would permit. The higher reported
income may ease some of the prob-
lems within the System relating to
the preservation of capital and help
to justify charging borrowers more
competitive rates. By themselves,
however, the accounting procedures
do not provide substantive relief.

The financial condition of the thrift
industry as a whole has improved
markedly since the early part of the
decade, but the difficulties of many
institutions have intensified. As in-
terest rates fell from the elevated
levels of 1981 and 1982, the average
cost of funds at thrift institutions
declined much more rapidly than the
average yield on their assets. The
industry as a whole returned to
profitability in 1983, and aggregate
earnings jumped thereafter. Net in-
come for the industry in 1986 prob-
ably was strong again, but lower than
in 1985.

At the same time, problems of

asset quality have become increas-
ingly important for a sizable number
of these institutions. While some of
these problems are associated with
the economic distress in some regions
of the country, overly aggressive
investment strategies of some insti-
tutions certainly have contributed
heavily. For 1986, about one-quarter
of the thrift industry will report
negative net income, and the long-
term prospects for many of these
institutions are unfavorable. More-
over, the resources of the Federal
Savings and Loan Insurance Corpo-
ration are inadequate to manage
these problems effectively.

While the many stresses and finan-
cial vulnerabilities are not amenable
to correction through general mone-
tary policy, they do influence the
economic environment and represent
a potentially disruptive and destabi-
lizing element in financial markets.
The Federal Reserve has been called
upon to play a positive role through
its regulatory and supervisory func-
tions. For example, steps have been
taken to reduce the risks associated
with large payments made by wire
transfer, and several proposals have
been made to ensure the capital
adequacy of commercial banks. Many
of the financial and sectoral stresses
will take considerable time to alle-
viate, and will require a stable mon-
etary environment, redress of the
imbalances in the nation's federal
budget and international trade posi-
tions, and prudent private behavior,
encouraged as necessary by sound
regulation.
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