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Reducing International 
Imbalances in an 
Interdependent World

I am pleased to have this opportunity to address the Bank
ers’ Association for Foreign Trade (BAFT) in part because 
few trade organizations are more on the cutting edge of a 
host of important issues affecting the United States and the 
world economy as is yours. Consistent with that, I can’t help 
but think that when your president-elect, Bill Rhodes, asked 
me to appear here this morning he had in mind that I would 
provide at least something by way of a Federal Reserve 
perspective on the LDC debt situation. Since I don’t want to 
disappoint Bill, I will have something to say on that subject a 
little later. However, as a prelude to that, I want to review 
certain aspects of the U.S. external economic and financial 
situation with emphasis on how, from my perspective, we 
can best go about the orderly process of winding down our 
massive trade and current account deficits. I want to do that 
in part because that process is obviously important in its 
own right, but also because how that adjustment is made is 
highly relevant to future prospects on the LDC front.

In a proximate sense, the great bulk of the rise in the 
trade deficit reflected strong growth in imports, but in a 
more fundamental sense the failure of exports to grow 
was probably as great, if not the greater, part of the 
problem.

Let me begin by reviewing very briefly several factual as
pects regarding our external situation with emphasis on

Remarks of E. Gerald Corrigan, President, Federal Reserve Bank of New York, 
before the 64th Annual Meeting of the Bankers’ Association for Foreign Trade 
on Saturday, May 17, 1986.

both the proximate and the underlying causes of our current 
predicament. Using the three-year period between the 
fourth quarter of 1982 and the fourth quarter of 1985 as 
points of reference, the situation can be summarized as 
follows:

• Over that period, the U.S. current account deteriorat
ed by $120 billion plus. As a matter of comparative 
arithmetic, the extent of the drag on GNP resulting 
from the increase in the trade deficit was roughly the 
equivalent of one-third of total consumer spending for 
all durable goods.

• In a proximate sense, the great bulk of the rise in the 
trade deficit reflected strong growth in imports, but in 
a more fundamental sense the failure of exports to 
grow was probably as great, if not the greater, part of 
the problem.

• While much emphasis is placed on the U.S. bilateral 
trade deficit with Japan—and rightly so—the extent of 
the deterioration in the U.S. trade deficit with Europe 
since 1982 was slightly larger than was the case with 
Japan.

• Similarly, U.S. imports from Canada, from Europe, 
and from the LDCs are each larger than are U.S. im
ports from Japan.

•  On the financial side, the cumulative current account 
deficit of the United States over the past three years 
has been a staggering $270 billion. Reflecting those
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cumulative deficits, the United States has quickly 
gone from a large net creditor nation to a very large, 
and soon to be, if not already, the largest net debtor 
nation in the world. Indeed, it is a virtual certainty that 
the net external indebtedness of the United States 
will approach one-half trillion dollars by the end of the 
decade, constituting not only a heavy mortgage on 
future generations, but also implying external debt 
servicing costs that will make it all the more difficult to 
approach a current account balance even in the long 
run.

It is a virtual certainty that the net external 
indebtedness of the United States will approach one- 
half trillion dollars by the end of the decade, 
constituting not only a heavy mortgage on future 
generations, but also implying external debt servicing 
costs that will make it all the more difficult to approach 
a current account balance even in the long run.

While these factual aspects of the situation are easy to 
cite, disentangling the reasons for these developments is 
not. But, if we are to have a coherent and workable ap
proach to reversing these imbalances, we must have a rea
sonably good fix on what it was that produced the imbalanc
es in the first place.

The simplistic answer to the question is, of course, that 
over much of the 1982-85 period the dollar was “too 
strong.” That simplistic answer is, however, unsatisfactory 
on at least two counts: first, it does not explain why the 
dollar was “too strong;” and second, whatever the reasons 
for the strong dollar, it is clear that the exchange rate itself 
was not the sole source of the problem. Let me elaborate on 
these points.

The question as to why the dollar was “too strong” is 
not an easy one to answer in part because so much of what 
we see in the exchange markets takes the form of that great 
intangible, market psychology. Nevertheless, several things 
do suggest themselves. For one, the simultaneous presence 
in the United States of lingering inflationary expectations, 
and a rising level of domestic demand and investment in the 
face of massive budget deficits clearly helped produce a 
situation in which nominal and real interest rates were quite 
high over much of the period. That situation, together with 
the associated huge domestic savings gap, made a strong 
dollar both inevitable and, ironically, necessary. Those basic 
forces were, no doubt, accentuated by the observed—and I 
might add the unwelcome—tendency of the exchange mar
kets to overshoot once a strong trend is in place—a tenden
cy which in this instance may have been reinforced by mar
ket perceptions of a “hands off” policy on the part of the 
U.S. Government over most of the period in question.

However, economic performance in the United States 
over this period is only part of the story, for events in the rest 
of the world were accentuating the pressures stemming 
from developments in the United States. In the industrial 
countries, for example, distinctly sluggish growth in domes
tic demand was suppressing their propensity to import and 
strengthening their propensity to export while the debt prob
lems in many of the LDCs were producing similar pressures 
in those countries. Subpar economic performance through
out much of the world together with strong expansion and 
relatively high interest rates in the United States combined 
to produce a situation in which the foreign demand for 
dollar-denominated assets was strong. This in turn pro
duced the seemingly anomalous situation in which the Unit
ed States was able to finance a large and growing current 
account deficit with an appreciating currency—a tendency 
which was helped along by the “safe harbor” characteristics 
of U.S. investments.

In any event, looking beneath the statistics, it would 
seem safe to conclude that the dollar was “too strong” over 
much of the 1982-85 period because of the size of the U.S. 
budget deficit relative to available domestic savings; relative 
economic performance in the United States versus perfor
mance in the other industrial countries and the LDCs; the 
"safe harbor” character of U.S. investments; and the ten
dency of the market to overshoot.

The simultaneous presence in the United States of 
lingering inflationary expectations, and a rising level of 
domestic demand and investment in the face of 
massive budget deficits clearly helped produce a 
situation in which nominal and real interest rates were 
quite high. . .  That situation, together with the 
associated huge domestic savings gap, made a strong 
dollar both inevitable and, ironically, necessary.

That perspective on what happened and why it happened 
is important for a number of reasons, not the least of which 
is that it should serve as a forceful reminder that just as a 
rising exchange rate alone did not cause the problem, a 
falling exchange rate alone cannot solve the problem. In
deed, in some very important respects we have been fortu
nate that the recent drop in the dollar exchange rate has not 
seemed to materially impair the willingness of foreigners to 
increase their holdings in dollar-denominated assets— 
something which, if it did occur, could have very adverse 
consequences for U.S. interest rates and for economic pros
pects here and around the world.

The recent willingness of foreigners to acquire dollar 
assets in size in the face of a falling exchange rate and 
falling interest rates seems to reflect a number of considera
tions. For one thing, because interest rates abroad have
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In some very important respects we have been 
fortunate that the recent drop in the dollar exchange 
rate has not seemed to materially impair the willingness 
of foreigners to increase their holdings in dollar- 
denominated assets. . .

also declined, dollar interest rates still maintain a favor
able—although significantly narrowed—spread over com
peting instruments abroad. For another, the United States 
remains an attractive investment outlet, in part because 
economic performance and prospects here still look good in 
both absolute and relative terms. However, in looking at the 
last six months or so, there can be little doubt that one very 
important factor supporting the continued flow of foreign 
funds into the United States has been the very substantial 
appreciation of the capital value of stocks and bonds. In
deed, depending on the particular investment in question 
and the precise timing, the rise in stock and bond prices has, 
to foreign investors, importantly, if not fully, offset the declin
ing value of the dollar. Looking to the future, it seems to me 
that we should also keep that perspective in mind because 
the sheer size of the recent rise in stock and bond prices 
raises at least a question as to how much further stock and 
bond prices can rise in the near term. That, of course, is 
simply another way of saying that sensitivities associated 
with exchange rate developments remain high and, in some 
ways, have increased.

With these considerations in mind, the obvious question 
before us is how do we go about the task of an orderly 
shrinkage in our massive external account deficits? To begin 
to answer that question, several key points of reference 
need to be kept in mind. Among them are the following:

• For a group of countries including Canada and the 
Latin American and Asiatic LDCs—countries which 
account for roughly half of our foreign trade—there 
has been virtually no net depreciation of the value of 
the dollar and, in a number of cases, notably Canada, 
the value of the U.S. dollar has actually appreciated 
in recent months.

An improvement in the U.S. trade position with the 
other industrial countries can come about only if higher 
rates of GNP growth in those countries are also 
accompanied by still higher rates of growth in their 
domestic demand.

•  For obvious reasons, the adjustment in the U.S. trade 
position should not and cannot come largely at the 
expense of the heavily indebted LDCs.

•  The emphasis which is placed on more rapid growth 
in the other industrial countries is properly placed but 
I’m not sure the extent of the problem is fully under
stood because of the tendency to look at compara
tive growth in GNP as the yardstick for assessment. 
In point of fact, what matters for these purposes is 
not so much the growth in GNP but the growth in 
domestic demand. For example, over the last three 
years the growth in domestic demand in the United 
States has been very robust and well in excess of the 
growth in GNP, with the difference accounted for by 
the rise in our trade deficit. For the other industrial 
countries, the growth in domestic demand has been 
distinctly short of that in the United States and, of 
course, also short of the growth in their GNPs. What 
follows, of course, is that even if rates of growth in 
GNP were to converge in the 3 to 3.5 point range, an 
improvement in the U.S. trade position with the other 
industrial countries can come about only if higher 
rates of GNP growth in those countries are also ac
companied by still higher rates of growth in their do
mestic demand.

Whether viewed from the perspective of domestic 
inflation, growth in the world economy, or growth in the 
world trading system, greater export expansion offers a 
more promising approach than does suppressed 
imports.

• Finally, as painful as the reality may be, it is neither 
possible nor desirable to achieve a full reversal in our 
external trade deficit in a year or two or even three. 
The trade and associated current account deficits 
can come down in an orderly way only as a part of an 
overall process in which the U.S. domestic savings 
gap is narrowed; economic performance abroad 
strengthens; and inflationary pressures in the United 
States stemming from the dollar’s fall are contained. 
Any attempt at shortcutting these essentials would 
entail sizable risks of interest rate and inflationary de
velopments in the United States and growth develop
ments elsewhere that could be very destabilizing.

Looked at in that light, it seems to me that important prog
ress has been made in establishing the fundamentals which 
can put us on the path of orderly adjustment. However, if we 
are to successfully stay the course, we must keep in mind 
not just what has been accomplished but also what remains 
to be done. Staying that course seems to me to require 
several things;
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• First, we must recognize that the optimal correction in 
our external position will be one in which the bulk of 
the adjustment takes the form of more rapid growth in 
exports. This is not to say that we should not expect 
and welcome some relief on the import side. In fact, 
the oil price is already providing some help and ex
change rate-induced rises in import prices will help 
further. But, whether viewed from the perspective of 
domestic inflation, growth in the world economy, or 
growth in the world trading system, greater export ex
pansion offers a more promising approach than does 
suppressed imports. While I do not claim to be an 
expert on trade policy, I cannot help but think that it 
would be in everyone’s interest if that process were 
pushed along by a greater effort on the part of all of 
our major trading partners to reduce artificial barriers 
to U.S. products.

I would hasten to emphasize again that the solution to 
our external problems cannot come from the exchange 
rate alone and, as a related point, that in the current 
setting, we must be especially sensitive to the dangers 
of overshooting on the downside—the consequences 
of which could be quite severe.

•  Second, obviously there had to be and has been a 
change in exchange rate relationships. Indeed, in 
looking at the post-Plaza environment, I would char
acterize overall developments as broadly construc
tive. Having said that, I would hasten to emphasize 
again that the solution to our external problems can
not come from the exchange rate alone and, as a 
related point, that in the current setting, we must be 
especially sensitive to the dangers of overshooting 
on the downside—the consequences of which could 
be quite severe.

•  Third, we must reduce the size of our domestic sav
ings gap. In the timeframe of the next two or three 
years—even assuming the best by way of incentives 
from tax reform efforts—that reduction can only come 
about in a constructive way by reducing the financing 
requirements of the budget deficit. In that connection, 
the budget targets contained in Gramm-Rudman- 
Hollings for 1988 would, if they are attained, provide 
the room to finance a reasonable rate of private in
vestment and the remaining budget deficit largely 
from domestic savings. Recent developments on this 
front have also been encouraging and have already 
been discounted to some extent in interest rates but, 
make no mistake about it, the really hard work lies 
ahead.

The budget targets contained in Gramm-Rudman- 
Hollings for 1988 would, if they are attained, provide the 
room to finance a reasonable rate of private investment 
and the remaining budget deficit largely from domestic 
savings.

•  Fourth, we must also have more growth— not export 
led growth, but growth in domestic demand—in the 
other industrial countries. The recent reductions of 
interest rates in these countries, combined with the 
benefits of lower oil prices, should provide important 
stimulus for such growth but, as yet, it is hard to see 
pervasive and clear evidence of a marked pickup in 
their domestic activity. This, of course, raises the 
question of whether further monetary or fiscal stimu
lus might be needed—a question which must be 
viewed in a context that recognizes that it is in every
one’s interest to see a reduction of the world’s trade 
and payments imbalances.

• Finally, as an important part of the equation, we must 
also have better economic performance out of the 
LDCs. Surely, as mentioned earlier, the financial posi
tion of the debt-burdened LDCs requires that they as 
a group maintain relatively large trade surpluses. But, 
here too, there is a right way and a wrong way to 
achieve that result. The wrong way is via artificial im
port restraints which can only stand in the way of 
needed structural reforms; the right way is in the con
text of more open and growing economies in which 
exports are rising, but so too are imports, including 
imports from the United States. In point of fact, from 
my perspective, the great value of the approach to 
the next phase of the LDC debt situation put forward 
by Secretary Baker lies not just in its emphasis on 
structural adjustment in the LDCs, a larger role for the 
multinational development institutions, and prudent 
amounts of added bank financing, but in the manner 
in which the interaction of all of these factors can 
produce a result which is not just good for the LDCs 
and their creditors but is distinctly positive for world 
trade including U.S. exports.

In looking at any or all of these areas, three things 
stand out; first, progress, important progress, is being made 
on all fronts; second, despite that progress, much remains 
to be done in a context in which the rewards for patiently 
seeing it through will be great while, on the other hand, the 
costs of drifting off course could be immense. Third, the 
approach I have suggested is a package deal. That is, each 
component part is dependent on the others such that a fail
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ure to deliver on any one front will jeopardize prospects on 
all other fronts.

Perhaps nowhere is that interdependency more evident 
than in the case of the LDC situation. Indeed, even now—or 
perhaps I should say especially now—we must keep firmly 
in mind that continued progress on that front is not just in 
the best interest of the LDCs themselves or their large credi
tors, but is unambiguously in the best interests of growth 
and stability for all—big banks or small banks, farms or fac
tories, foreign or U.S. concerns. Myopia has no place in this 
arena. Consistent with that, I believe the Baker initiative de
serves and is receiving broad-based support in a setting in 
which the catalyst for action and implementation properly 
lies with the policy initiatives of the LDCs themselves.

The wrong way [to maintain trade surpluses in the 
LDCs] is via artificial import restraints which can only 
stand in the way of needed structural reforms; the right 
way is in the context of more open and growing 
economies in which exports are rising, but so too are 
imports, including imports from the United States.

In closing, let me add a word or two about official supervi
sory attitudes toward fresh money lending by U.S. banks to 
the LDCs which, of course, is an essential component part 
of further success in coping with the international debt prob
lem. Needless to say, our approach starts with the recogni
tion that decisions to lend to any borrower are the sole re
sponsibility of a bank’s management and directors. Similarly, 
all banks are expected to have adequate capital and re
serves to cover risks associated with the bank’s overall port
folio and related activities. Within that framework examiners 
have, of course, a continuing responsibility to judge the ade
quacy of bank capital, reserves, and related control sys
tems. The examiners will exercise these responsibilities on a 
case-by-case basis in a way that need not rely on uniform or 
inflexible formulas. Judgments about the adequacy of re
serves will therefore take account of the methods and sys
tems used by individual banks to determine the appropriate 
level of such reserves and by taking into consideration the

overall condition of the individual bank. Within that frame
work, fresh money lending to the LDCs certainly is not auto
matically subject to classification or reserving, especially 
when such lending is part of an internationally supported 
program of structural change, one aim of which is to 
strengthen the economic performance of the country in 
question and thereby enhance its debt-servicing capacity. 
Thus, just as the general approach to the LDC debt problem 
has been predicated on a case-by-case approach, so, too, 
will supervisory attitudes regarding capital and reserve ade
quacy. In this regard, it should also be stressed that we have 
already witnessed a dramatic drop in bank exposure to the 
troubled LDCs relative to capital and, even with the modest 
new lending contemplated by the Baker plan, significant fur
ther progress in this regard will be forthcoming over the next 
three years.

We have already witnessed a dramatic drop in bank 
exposure to the troubled LDCs relative to capital and, 
even with the modest new lending contemplated by the 
Baker plan, significant further progress in this regard 
will be forthcoming over the next three years.

In short, the modest added lending contemplated by 
the Baker plan is quite compatible with prudent banking and 
prudent banking supervision. Moreover, it is also compatible 
with the broader objective of restoring the health and vitality 
of the economies of the LDCs and thereby furthering the 
cause of global stability and prosperity.

I said at the outset that BAFT was on the cutting edge of a 
series of vital issues. Because of what you are and who you 
are the vision and leadership you can provide can help 
make the difference. In all of the areas I have spoken about 
it seems to me that common interests far outweigh particu
lar interests. In that spirit, it also seems to me that success 
will come sooner and bring larger rewards if we are all pre
pared to keep that common perspective; a rising tide truly 
does lift all the boats.

Thank you.
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Macroeconomic Influences on 
the U.S.-Japan Trade Imbalance

From 1980 to 1985, the U.S. merchandise trade deficit in
creased by $100 billion to nearly $125 billion. Both the size 
and rapid growth of our trade deficit are unprecedented. 
While the imbalance is distributed widely across major trad
ing partners, Japan accounts for the largest share, about 
one-third of the total or $43 billion in 1985. Not surprisingly, 
therefore, the deficit with Japan has attracted the most at
tention. Economists and policy makers generally agree that 
the large U.S.-Japan trade imbalance is not sustainable over 
the long run and that it poses a serious threat to trade rela
tions between the two countries, but there seems to be no 
agreement on causes of the imbalance or potential reme
dies for it. Indeed, some have questioned whether it can be 
remedied at all.

One view, shared by many in the U.S. Congress, is that 
the bulk of the imbalance reflects explicit or implicit protec
tionist barriers and “unfair” trading practices in Japan. Un
der this view, the only viable option for the United States is 
to enact legislation restricting imports from Japan. In con
trast, many economists believe that the U.S. trade deficit 
with Japan is part of a set of broader macroeconomic imbal
ances, which can be reduced by policies encouraging 
stronger economic growth in Japan and improved U.S. com
petitiveness. Still others have argued that Japan’s bilateral 
and global surpluses reflect specific cultural factors—the 
often-noted high saving rate and a preference for home 
products—that are immune to legislative action as well as to 
macroeconomic policy.

This article focuses on the macroeconomic forces un
derlying the U.S.-Japan trade balance during the 1980s. The

The author would like to thank Lorraine M. Acosta and Sally J. Moran for their 
research assistance.

increasing bilateral deficit coincided with significant changes 
in other economic trends in the two countries, including a 
slowing of real growth in Japan relative to the United States 
and a spectacular rise in the dollar against the yen and other 
major currencies. An assessment of the contributions of 
these macroeconomic developments to the bilateral trade 
deficit has important implications for economic policy. More 
specifically, if a substantial part of the deficit has been gen
erated by changes in exchange rates and real growth, then 
macroeconomic policy can play an important role in reduc
ing that deficit. On the other hand, if cultural differences or 
other structural factors account for Japan’s trade perfor
mance, the medium-term prospects for substantial reduc
tions of the bilateral deficit would seem to be limited.

The analysis in this article, based on a recently estimat
ed model of U.S.-Japan trade, suggests that macroeconomic 
influences were responsible for most of the rise in the bilater
al deficit since 1980. The dollar’s marked appreciation from 
1980 to early 1985 seems to account for about one-third of 
the increase in the U.S.-Japan trade deficit over that period. 
Another 40 percent is attributable to a narrowing of the U.S.- 
Japan growth differential, reflecting, largely, slower growth in 
Japan during recent years. Looking to the future, our analysis 
suggests that the substantial decline of the dollar against the 
yen and other currencies since early 1985 should reduce the 
bilateral imbalance over the next several years. However, 
without a significant pickup in Japan’s real growth relative to 
the United States our trade deficit with Japan will most likely 
continue to be well above historical levels.

Influences on trade
In several respects, the trade deficit with Japan has followed 
a pattern set by the overall U.S. trade imbalance. Both defi-
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cits increased moderately between 1980 and 1982 and then 
much more rapidly over the next three years. Between 1980 
and 1985, the $33 billion increase in the U.S. deficit with 
Japan was one-third of the total rise in the deficit (Chart 1). 
Indeed, in dollar terms the U.S. balance with Europe has 
deteriorated even more.

These deficits also reflect an unprecedented growth in 
U.S. imports accompanied by near stagnation of exports 
(Chart 2). From 1980 to 1985, U.S. imports from Japan 
more than doubled, increasing $34 billion. The volume in
crease was nearly as great since the average price of these 
imports changed little. In the same period, U.S. exports to 
Japan posted only a $1.3 billion increase.

Trade developments went hand-in-hand with two 
other major shifts in economic trends. First, the U.S.-Japan 
growth differential narrowed as the rate of increase in Japa
nese GNP slowed to barely above that of the United States 
from 1980 to 1985. This represents a marked departure 
from the 1970s when the average annual increase in U.S. 
real GNP was 3.7 percent compared with 8.7 percent for 
Japan. The growth in Japanese domestic demand slowed 
even more, so that the U.S. market was expanding faster 
than the Japanese market. Since a part of any increase in 
aggregate demand is spent on foreign products, this recent 
shift in growth patterns would be expected to slow U.S. ex
ports to Japan relative to imports.

C hart 2

United States-Japan Trade Flows
Q uarterly ra tes

B illions  o f do lla rs  
2 0 ---------------------------------------------------------------------

S ource: United S tates D epartm ent o f Com m erce.

C hart 1

United States Trade Balance by Region
Annual ra tes
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C hart 3

The Exchange Value of the Dollar
Y e n /d o lla r 
exchange  rate 
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♦ T ra d e -w e ig h te d  exchange value of the  do lla r 
v is -a -v is  11 in d u s tria l co u n trie s , exc lud ing  Japan.

Source: In te rna tiona l M oneta ry Fund, In terna tiona l 
F inancia l S ta tis tic s .
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Second, the dollar appreciated dramatically from the 
end of 1980 to the beginning of 1985, with increases of 22 
percent against the yen and an average of 50 percent 
against other currencies (Chart 3). This appreciation, by 
raising the costs of U.S.-produced goods relative to foreign-

produced goods, stimulated U.S. imports from Japan and 
depressed our exports. Since the dollar appreciated more 
against other currencies than it did against the yen, the cost 
of U.S. goods rose relative to Japanese goods and rose 
even more relative to the other foreign goods that compete

The Estimated Trade Model

The U.S.-Japan model is an empirical representation of sim
ple supply and demand frameworks for two markets: U.S. 
trade in imports from Japan and Japanese trade in exports 
from the United States. We estimated the sensitivities of the 
volumes and prices of traded goods to incomes, prices, and 
exchange rates with regressions using quarterly data from 
1972 to 1982. The independent variables in the export vol
ume equation (XV) were the level of Japanese domestic 
demand (Y) and the price of U.S. exports to Japan relative 
to Japanese prices (XP/JPP). All prices were converted into 
dollars.*

Import volume was estimated as a function of U.S. GNP 
(Y), import prices from Japan relative to U.S. home prices 
(MP/USP), and a lagged dependent variable. The import 
volume equation was corrected for serial correlation (u).

Estimates are reported in Table B-1 and provide support 
for the proposition in the text: U.S. imports are much more 
sensitive to income than are U.S. exports. Equal permanent 
increases in income of one percentage point in the United 
States and Japan would raise the volume of U.S. imports 
from Japan by 3.2 percent but would only raise the volume of

The bilateral export and import price indexes were constructed using 
geometrically weighted averages of U.S. export and import deflators 
by major end-use group. The weights were the shares of each 
commodity group in U.S. exports to and imports from Japan.

Table B-1
Estimation Results
Export volume
XV =  -0 .2 4  +  0.31Y •-  0.26(XP/JP) +  0.74XV_ \ R2 =  0.91

(0.12) (1.92) (2.34) (8.94) D.W. =  2.26

Export price
XP =  0.03 +  O.Q7JPFORP +  0.05JPP +  1 .4 6X P , -  0.61XP_2

(0.05) (1.13) (1.08) (13.46) (6.63)
R2 =  1.00

D.W. =  2.02
Import volume
MV =  -8 .1 3  +  1.55Y •-  0.83(MP/USP) +  0.51MV _  ̂ -f- 0.32u

(3.29) (3.81) (2.13) (4.52) (1.92)
R2 =  0.94

D.W. =  1.84
Import price
MP =  1.62 +  0.06USP +  0.22USFQRP +  0.11JPP +  0.61MP_-,

(6.46) (0.94) (3.04) (3.12) (8.79)
R2 =  1.00

D.W. =  1.93

exports to Japan by 1.2 percent in the long run (Table B-2). 
Balanced growth in the United States and Japan results in 
imbalanced bilateral trade. Further, both the export and im
port volume equations reveal important own-price effects. In 
the long run a 1 percent increase in import prices will lower 
the volume of imports from Japan by 1.7 percent. A 1 per
cent increase in export prices will lower the volume of ex
ports to Japan by 1.0 percent. It is perhaps important to point 
out that the differences in the estimated income and price 
elasticities for the two countries depend on, among other 
things, institutional and cultural factors. In other words, 
changes in those factors can alter the role of macroeconom
ic influences. For example, the estimated income elasticity of 
imports for Japan might be significantly higher if Japanese 
domestic markets were more open to foreign goods. This 
subject is, however, beyond the scope of the present study.

The dollar prices of exports (XP) and imports (MP) were 
related to measures of production cost, competitors’ price 
(FORP), and domestic goods prices. The pricing equations 
estimated indicated that there are varieties of “ pass
through”  depending on the pattern of the change in ex
change rates and domestic demand conditions. Since com
petition from other foreign countries must be considered, 
both the dollar’s value against the yen as well as all other 
currencies will affect prices and volume of trade goods. The 
historical relationships from the 1970s used in the model 
suggest that a permanent 10 percent increase in the yen/ 
dollar rate would lower the dollar price of imports by about 3 
percent and raise the yen price of exports by about 3 percent 
in the long run. This incomplete pass-through limits the ability 
of exchange rates to influence trade flows. If the dollar were 
to appreciate 10 percent against all currencies, dollar import 
prices would decrease about 9 percent and yen export prices 
would increase about 8 percent.

Table B-2
Long-Run Bilateral Trade Elasticities
Theimpactofa
P*rmF,n^nt 1 exports to Japan U.S. imports from Japan
percent change in: Volume Price Volume Price

Home country income___ 1.2 * 3.2
Traded goods price.......... -1 .0 * -1 .7
Foreign competitors’ price 0 0.5 0 0.6
Producers' c o s t................ * 0 0.3
Domestic goods’ price . . . * 0.3 * 0.2

Not applicable.
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in the Japanese market. Thus, U.S. exports to Japan were 
hurt by increased competition both from Japanese goods 
and from other foreign goods in the Japanese market.

The potential importance of these changes for the bilat
eral deficit is strongly suggested by economic theory as well 
as past experience (Table 1 ).2 When Japan’s real GNP 
grew faster than that of the United States, our bilateral ex
ports and imports increased at roughly the same rate, and 
the bilateral imbalance remained within moderate bounds. 
When Japanese growth slowed toward the U.S. rate over 
1978-79, U.S. imports from Japan accelerated and the defi
cit grew. These observations indicate that trade between 
these two countries is affected by their GNP growth rates 
and that Japanese imports are substantially less responsive 
to Japanese GNP than U.S. imports are to our GNP. Other 
studies of U.S.-Japan trade support these observations.3

Less obvious from past experience is the impact of the 
rising dollar on the deficit. However, the fact that growth in 
U.S. imports from Japan has been extraordinarily rapid since 
1980 would seem to imply that the dollar has been a major 
influence.

This historical perspective suggests that shifts in two ba
sic macroeconomic forces—relative growth rates and ex
change rate changes—played a major role in the widening 
U.S.-Japan trade deficit since 1980; it still does not reveal 
anything about the extent to which the increased deficit can 
be attributed to those forces individually or collectively. To 
examine this issue more closely, we estimated a standard 
model explaining trade flows in terms of real growth rates, 
inflation, and exchange rate changes over the 1972-82 peri
od. The volumes of U.S. exports to and imports from Japan 
are assumed to depend on the countries’ incomes and 
prices of traded goods relative to domestic goods. The 
prices of U.S. and Japanese producers as well as those of 
other countries are included because Japanese goods com
pete in the U.S. home market not only with American goods 
but also with the products of other countries. The prices of 
traded goods are themselves determined by exchange rates 
combined with the general level of costs within the exporting 
country and demand conditions within the importing country. 
Thus the value of the dollar against the yen as well as other 
currencies influences U.S.-Japan trade through its impact on 
relative prices. (Further details of the model and estimates 
are given in the box.)

Table 2 presents the model’s prediction of changes in the 
bilateral balance between 1980 and 1985 and the relative

For a review of the theoretical issues, see Morris Goldstein and Mohsin Khan, 
“Income and Price Effects in Foreign Trade," in Ronald Jones and Peter 
Kenen, eds., Handbook of International Economics, Volume 2 (1985).

There have been many studies on the sensitivity of total imports to income 
(usually GNP). The average of estimates in the recent literature suggests that 
our imports, in volume terms, increase by 2 percent for every 1 percent rise in 
our real GNP. In contrast, an increase in Japan’s income of 1 percent raises 
that country’s import volume by about 1 percent. The divergence between the 
estimated bilateral elasticities reported later in the text is even greater.

contributions of income growth, exchange rate change, and 
inflation.4 The main point that emerges from Table 2 is that 
developments in macroeconomic factors are, in large part, 
responsible for the deterioration of the bilateral trade posi
tion, accounting for $27 billion of the $33 billion recorded 
increase in the deficit. The unexplained portion is therefore 
small, though obviously not insignificant. The dollar value of 
both bilateral exports and imports increased more than 
would be predicted from past relationships, but increases in 
U.S. exports to Japan exceed predicted values by a consid
erably smaller margin. This relative success in explaining 
exports indicates that the widening of the deficit over and 
above what macroeconomic variables predict is not the re
sult of special Japanese import practices.5

Of those macroeconomic forces, the rise in the dollar 
accounted for a significant portion of the increases in the 
bilateral imbalances. If the dollar exchange rate had re
mained unchanged from its 1980 level against the yen and 
other currencies, the 1985 deficit would have been about 
$12 billion lower; that is, about one-third of the increase in 
the deficit is attributable to exchange rate movements. This 
calculation takes into account only the direct effect of the 
exchange rate on prices of traded goods, and assumes 
away any indirect effect on trade through changes in in
comes or other macroeconomic variables. Moreover, with 
the dollar exchange rate fixed, macroeconomic develop
ments, including real growth rates, would probably have 
been different from what actually occurred, and as a result, 
trade flows and even the balance might have evolved along 
different lines. Abstracting from these difficulties, our results 
suggest that even if the dollar had not appreciated since 
1980, other macroeconomic forces would likely have driven 
the bilateral deficit to over $25 billion by 1985.

The bilateral deficit would have widened due to the pat
tern of U.S.-Japan real growth. The increases in the two 
countries’ GNPs would have led to a nearly $14 billion wors
ening in the deficit due exclusively to the effects of income 
on the volumes of trade. These effects are concentrated on 
the import side. Income growth influences the demand for 
foreign goods directly: when income grows, so does the de
mand for foreign goods. In contrast, exchange rate changes 
affect trade volumes more indirectly through first altering the 
prices of traded goods. On the basis of the estimated model, 
U.S. imports from Japan are almost three times as sensitive 
to income as U.S. exports to Japan. This differential sensi
tivity to income implies that Japan’s real income must grow 
at nearly three times the U.S. rate to maintain balanced in
creases in export and import volume (absent any changes

4 This was a dynamic simulation of the model. Wherever lagged endogenous 
values were called for the model's own forecasts were used.

5 On the other hand, as shown in the next article by Nolle and Pigott (p. 12), 
nonmacroeconomic forces have influenced U.S. imports from Japan in recent 
years. This may account for the relatively large prediction error in our import 
estimates over 1980-85.
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Table 1

United States and Japan Growth and Price Trends
Average four quarter percent change over period indicated

1975-1V - 
1973-1

1978-IV- 1982-1V- 
1975-IV 1978-IV

1985-IV-
1982-IV

Japan
Real GNP................... 1.5 5.0 3.9 4.5
Domestic demand . . . 0.6 5.3 2.4 3.5

United States
Real GNP................... 0.2 4.9 -0 .2 4.4
Domestic demand . . . -0 .5 5.3 -0 .4 5.8

U.S. export volume
to Japan..................... -8 .8 13.3 3.3 5.2

U.S. import volume
from Japan ............... -7 .5 18.4 2.4 30.5

Relative price of
Japanese goods in
the U.S. market.......... 2.2 2.2 -3 .1 -1 .3

Relative price of U.S.
goods in the
Japanese market — 5.5 -1 0 .8  5.4 -6 .3

Table 2

The Change in the United States-Japan Trade
Balance, 1980-85
In billions of dollars, annual rates

Nominal Nominal Nominal
Change exports imports balance

Actual....................... 1.3 34.3 -3 3 .0
Predicted................. -1 .2 26.3 -2 7 .5

Of which
attributed to:
Income growth . . . 2.7 16.2 -1 3 .5
Exchange rate
change .................. -4 .1 8.2 -1 2 .3
Other*................... 0.2 1.9 -1 .7

Unexplained ............ 2.5 8.0 -5 .5

* Includes the influences of inflation in the United States, Japan, and
other foreign countries.

Table 3

The Change in the United States-Japan Trade
Balance, 1980-85
In billions of 1980 dollars, annual rates

Volume Volume Real
of exports of imports balance

A ctua l................... 2.0 31.4 -2 9 .4
Predicted.............. -1 .9 24.7 -2 6 .6

Of which
attributed to:
Income growth.. 3.0 15.4 -1 2 .4
Exchange rate
change .............. -2 .1 17.6 -1 9 .7
O ther*................ - 2 .8 -8 .3 5.5

Unexplained.......... 3.9 6.7 -2 .8

* Includes the influences of inflation in the United States, Japan, and
other foreign countries.

in relative prices). These changes in income directly affect 
the volumes of exports and imports but not the prices of 
traded goods.

By contrast, the exchange rate influences both the vol
umes and prices of traded goods. For example, if the dollar 
appreciates, the dollar cost of foreign goods declines. Typi
cally, some fraction of these lower costs will be passed- 
through to lower prices, which then stimulates import de
mand. The exchange rate effect on price works in the oppo
site direction of the price effect on volume, so the impact of 
a change in the dollar on the nominal value of imports is less 
than on the volume of imports.5 On the export side, the ef
fect of an appreciating dollar is to lower the dollar price of 
exports, but not enough to prevent them from becoming 
more expensive relative to Japanese home goods.6 Export 
volume declines and the price effect reinforces the volume 
effect. Exchange rates, therefore, have a bigger impact on 
nominal exports than on real exports. As Table 3 shows, 
about 80 percent of the predicted change in the real bal
ance can be accounted for by dollar movements, making 
them even more important in explaining real trade flows 
than nominal trade flows.

Medium-term prospects for the trade balance
We can use this historical perspective on the relationship 
between the deficit and its key macroeconomic determi
nants to suggest how the balance will evolve over the next 
few years. Since one of the trends that greatly influenced 
the deterioration of the balance from 1980 to 1985 has sub
stantially reversed itself in 1985 and into 1986, we will ex
plore whether the depreciation of the dollar during the last 
year will be sufficient to restrain any further deterioration in 
the deficit.

In the first quarter of 1986 the yen/dollar rate was 27 
percent below its year-earlier level. There were similar, if 
smaller, declines against the other major currencies. Our 
historical perspective suggests that such a large movement 
in U.S. relative to Japanese costs should have a significant 
impact on trade flows. Whether the trade balance actually 
improves will depend not only on the exchange rate effects 
but also on developments in other variables, especially the 
pattern of income growth in the two countries.

The direct effect of income on the bilateral balance would 
likely, by itself, lead to a widening deficit for two reasons. 
First, since U.S. imports from Japan are more income- 
sensitive than U.S. exports to Japan, equal rates of growth

5 Indeed, the initial impact of an exchange rate depreciation may be to increase 
prices by proportionally more than volume declines; consequently, imports in 
nominal terms increase. Over time, the volume declines dominate and the 
nominal imports decline. This reversal in the path of imports is known as the 
“ J-curve."

6 Put another way, an appreciating dollar raises the yen costs of exports. If the 
pass-through to a higher yen price is less than complete (which is likely), then 
the dollar price of exports will decline.
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in export and import volumes require that Japanese income 
growth be almost three times that of the United States. Sec
ond, given the present deficit, U.S. exports to Japan must 
grow at a proportionately faster rate than imports simply to 
prevent further deterioration.7

The model can be used to assess the relative contribu
tions of exchange rate change and income growth to the 
future course of the deficit. Assuming that income in both 
countries grows close to long range trend (3.0 and 4.5 per
cent for the United States and Japan, respectively), the be
havioral relationships embedded in the trade model suggest 
that a fall in the yen/dollar rate to 180 (along with the dol
lar’s general decline against all other currencies) is enough 
to lower the 1988 bilateral balance by $12 billion from what 
it would have been without any exchange rate change. This 
only considers the direct effects of alternative exchange 
rate paths on trade flows. If the exchange rate were different 
that would obviously influence the paths of domestic income 
and prices. These macroeconomic linkages are not taken 
into account in our comparison. More favorable assump
tions about the pass-through and the price sensitivity of 
trade volume would, at most, mean another $3 to $5 billion 
reduction of the deficit from what it would have been in 
1988. For the bilateral balance to improve substantially, the

7 In 1984 import volume was 2.2 times export volume. If the volume of imports 
were to remain fixed at the 1984 level forever and export volume were to grow 
at its 15 year historical average of 5.4 percent per year, volumes of trade 
would not balance until the year 2004.

growth in real domestic demand in Japan would have to 
accelerate or relative prices would have to undergo further 
changes.

Conclusion
The sharp rise in our trade deficit with Japan during 1980-85 
seems to have resulted largely from shifts in key macroeco
nomic factors. The analysis in this article indicates that 
about four-fifths of the increase in the deficit can be attribut
ed to changes in exchange rates and in the relative patterns 
of real growth and prices in the two countries. The rise of 
the dollar played a major role in aggravating the bilateral 
trade imbalance, but the deficit would have widened sub
stantially even if exchange rates had remained at their end- 
1980 levels. Slower income growth in Japan led to a narrow
ing of the growth differential and accounted for about 40 
percent of the widening of the trade balance.

Since macroeconomic variables can explain most of the 
deterioration in our trade position with Japan from 1980 to 
1985, the perception that “unfair” trading practices or pro
tectionism in that country has contributed substantially to 
the increase in the deficit appears to be unfounded. Even 
granting that the initial bilateral trade gap in 1980 may have 
been due, largely, to the relatively closed nature of Japa
nese markets or other structural forces, our analysis sug
gests that the bulk of the present U.S.-Japan trade imbal
ance reflects macroeconomic factors. It would seem more 
appropriate, therefore, to look for macroeconomic solutions 
to narrow the trade imbalance between the two countries.

Vincent Reinhart
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The Changing Commodity 
Composition of U.S. Imports 
from Japan

The last several years have brought a surge in U.S. imports 
from all areas of the world. Especially rapid has been the 
growth in Japan’s sales to the United States, which nearly 
doubled between 1980 and 1985 and now amount to one- 
fifth of our total imports (Chart 1).

Magnifying the impact of U.S. purchases from Japan is 
their high and increasing concentration in key manufacturing 
sectors previously dominated by domestic producers. Nearly 
one in five new cars sold domestically is produced in Japan. 
Japanese capital goods, led by personal computers and oth
er high technology equipment, have been the fastest grow
ing component of imports since 1980. Indeed, last year 
nearly 7 percent of all investment equipment expenditures 
by U.S. businesses went to Japanese exporters.

As with our imports generally, purchases from Japan have 
been boosted substantially by the dollar’s rise over 1980-85; 
presumably, the dollar’s recent decline should slow their 
growth considerably. But whether Japan’s most impressive 
gains in the United States will be reversed is less clear. 
Quality and cost-efficiency, and rapidly growing U.S. domes
tic demand, have also contributed to Japanese successes. 
These factors, together with the dollar’s movements, will ul
timately determine whether Japan’s role in U.S. markets di
minishes or continues to increase.

This article examines recent trends in U.S. imports from 
Japan for the major commodity groups, focusing on capital 
goods and autos. After identifying the major shifts among 
the categories since 1980, we analyze the reasons for the 
changes, and then assess their implications for Japan’s fu
ture position in U.S. markets. U.S. purchases of Japanese 
capital goods have grown especially rapidly and their share, 
both of our domestic market and of total imports from Ja
pan, has increased. The dollar’s appreciation over 1980-85, 
relatively rapid U.S. real demand growth, and a change in 
the composition of domestic investment spending appear to

The authors thank Robert Hellmann for his research assistance in the 
preparation of this article.

be largely responsible for this shift. Our analysis suggests 
that despite the dollar’s fall, U.S. producers will continue to 
face stiff competition from Japan, and that Japan’s share of 
our total imports is likely to remain high by historical 
standards.

Commodity composition
Considerable diversity underlies the remarkable growth of 
Japanese exports to the United States since 1980: not all 
categories have fared equally well. Indeed, the commodity 
composition of our imports from Japan has changed 
markedly in recent years. These changes reveal that Ja
pan’s success in U.S. markets has been less pervasive than 
is often supposed.

As shown in Table 1, imports of consumer goods (except 
autos) and industrial supplies from Japan have grown in line 
with our imports of these products from other areas. Japan’s 
share of total U.S. imports in these categories has changed 
little since 1980. Our imports of these products from Japan 
have grown faster than demands for domestic products but 
so have imports from other areas.

More striking have been the divergent performances 
since 1980 of the two leading components of U.S. imports 
from Japan, capital goods and autos. Their current positions 
also represent a reversal of the 1970s pattern. During most 
of the 1970s and early 1980s, autos were the dominant U.S. 
import from Japan, accounting for nearly 40 percent of the 
total; capital goods were second in importance, but they 
only moderately exceeded consumer goods and industrial 
supplies shipments. Spurred by strengthening demand for 
small cars due to rising gasoline prices, Japan’s share of 
total U.S. auto imports rose rapidly during the mid- and late 
1970s, as did its share of the overall U.S. market (Chart 2 ). 
By the end of 1980, just before the voluntary export restraint 
(VER) was imposed, Japanese producers had garnered 
one-fifth of the U.S. market for new cars.

Since 1980, however, growth in Japanese auto exports to 
the United States has slowed considerably, and their share
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of total auto imports has dropped by five percentage points.1 
But a surge in U.S. purchases of capital goods from Japan 
has more than compensated for the sluggishness in autos. 
Imports of Japanese capital goods have grown nearly five 
times faster than domestic demand and 50 percent faster 
than overall capital goods imports. As a result, capital goods 
now challenge autos as Japan’s leading export to the United 
States. Japanese producers’ share of the domestic market 
has more than doubled, from 3 percent of business invest
ment equipment expenditures in 1980 to 7 percent in 1985.

The rapid growth of Japanese capital goods imports is 
largely responsible, in an accounting sense, for the increase 
in Japan’s share of total U.S. nonpetroleum imports over the 
last five years from 19 percent in 1980 to 24 percent in 
1985. This increase would have been even greater if the 
Japanese share of auto imports had not declined.2 That cap
ital goods have been the fastest growing component of total 
imports only adds to the significance of Japan’s gains: Japa-

Auto imports from Japan grew more slowly in real terms than total auto imports 
and U.S. demand over 1980-84, but rebounded in 1985 following an increase 
in the VER quota. The drop in Japan’s share of auto imports partly reflects the 
slower growth in the price deflator for Japanese autos compared with the 
deflator for auto imports as a whole.

Note, however, that because of the rapid growth of capital goods, Japan's 
share of total imports would have increased over 1980-85 even if its shares of 
individual categories had remained fixed at their 1980 levels.

C hart 1

Growth of United States Imports and GNP
Cumulative 1980-85 grow th in cu rren t dollars 

P e rce n t
120------------------------------------------------------------------------

*N onpe tro le um  im po rts .

S ource: United S ta tes  D epartm ent o f Com m erce.

nese producers have strengthened their position in one of 
the most buoyant sectors of our market.

Determining factors
Our analysis suggests that the performance of Japanese 
exports is due not only to macroeconomic trends, such as 
the dollar’s appreciation, but to other factors as well. For 
example, the most obvious explanation for the relatively 
slow growth of U.S. auto imports from Japan lies with the 
VER imposed in 1981. Because of the VER, sales of Japa
nese autos in this country reportedly have fallen short of 
demand in recent years.

Capital goods imports from Japan and elsewhere were 
stimulated by U.S. investment growth during the 1983-85 
business expansion,3 as well as the boost to foreign com
petitiveness provided by the dollar’s appreciation. However, 
because the dollar rose less against the yen than other ma
jor currencies, Japanese exporters may have benefited less 
than their European competitors. Probably more favorable 
to Japan has been the shift in U.S. investment spending 
toward office and store equipment, primarily small comput
ers and copiers. This equipment accounted for 26 percent of 
producers’ durables expenditures in 1984, up from 16 per-

3 Nearly three-quarters of the increase in capital goods imports over 1980-85 
occurred during the recovery from the 1982 recession.

C hart 2

Japan’s Penetration of United States  
Markets *

Index, 1980=100

jk
Index of the  ra tio  o f U.S. im po rts  to dom estic  dem and 
(in the re levant s e c to r) in co n s tan t dollars.

S ource: United S tates D epartm ent o f Com m erce.
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cent in 1980 and less than 10 percent in the mid-1970s. 
Japan has benefited significantly from this shift because it is 
the major foreign producer and exporter of this type of capi
tal equipment.4

The relative importance of these factors is of special inter
est because some of the conditions spurring Japan’s gains 
into the United States are now changing. The most obvious 
is the dollar’s depreciation, an average of 20 percent from 
its 1985 peak, and to more than 25 percent below its 1980 
level against the yen. But other conditions that have favored 
Japanese exports may continue. New developments that 
could further enhance the position of Japanese producers, 
such as relaxation of the VER on autos, cannot be ruled out. 
Thus the extent to which Japan’s advances in our markets 
will continue, or recede, is not obvious.

To make this assessment, we have used a statistical analy
sis of the determinants of U.S. imports from Japan during the 
1970s to estimate the major contributors to their growth over 
the 1980s. This analysis also provides a basis for judging the 
outlook for future competition between the two countries.

As explained further in the box, imports in each category 
are largely determined by several factors: domestic demand 
for all products of that type; production costs in Japan (and 
possibly other countries) compared with those in the United

4 Office and related equipment accounted for about one-third of total U.S. capital 
goods imports in 1985, compared with 10 percent in 1980. Japan now 
supplies 45 percent of these imports, with Asian developing countries 
supplying another 30 percent. Imports of this equipment from Asian developing 
nations have grown more rapidly than imports from Japan. European and 
Canadian capital goods exports are heavily concentrated in industrial 
machinery.

Table 1

Import Growth by Major Categories
In percent (trade data for 1985 are preliminary)

Automotive Capital Consumer Industrial 
goods* goods goods supplies!

1980-85 real growth:
U.S. imports from all areas .. 10 15 14 6

Imports from J a p a n t........ 10 24 16 7
Domestic dem and................ 8 5 3 4

Japan’s share of U.S. 
imports:
1976....................................... 29 26 19 13
1980....................................... 42 24 18 11
1985....................................... 37 33 20 11

Memo: Share of total U.S. 
imports from Japan:
1980....................................... 37 23 20 17
1985....................................... 36 32 20 10

* Includes auto parts, 
t  Nonpetroleum supplies.
i  Separate import-price indexes for U.S. purchases from Japan are not 

available. Real growth of these imports was calculated using measures 
of Japanese production costs, converted to dollars at prevailing 
exchange rates, as deflators of nominal imports in each category.

States; exchange rates; and several industry-specific fac
tors. For example, an increase in U.S. producers’ durable 
equipment spending should raise demand for Japanese 
capital goods; increases in Japanese production costs or 
dollar depreciation should lower imports by raising selling 
prices or reducing the yen profits to Japanese exporters. In 
addition, the share of domestic investment in office/store 
equipment may significantly affect U.S. demand for Japa
nese capital goods, while higher gasoline prices should fa
vor demand for fuel-efficient Japanese cars.

Table 2 indicates the expected growth of each type of 
Japanese import over 1980-84 based on these factors.5 The 
expectations are very close to the actual increases recorded 
for capital goods and industrial supplies. U.S. auto imports 
from Japan grew much more slowly than past relations 
would suggest, probably because the VER kept actual pur
chases below the level of demand.

Table 2 also suggests that the dollar’s appreciation has 
contributed significantly to the overall growth of imports 
from Japan, particularly in consumer goods and industrial 
supplies where it seems to have been the single most im
portant factor. But the dollar appears to have had less influ
ence on the growth in demand for Japanese capital goods 
and autos.

Instead, the overall growth and composition of U.S. in
vestment spending appear to account for nearly 80 percent 
of the exceptional increase in capital goods imports from 
Japan. Half of this is attributable to the ten percentage point 
increase in the office/store equipment share of producers’ 
durable equipment spending. In effect, Japan’s increased 
share of our capital goods market largely reflects its concen
tration in the most rapidly growing component.

In autos as well, domestic activity has been the dominant 
contributor to demand for Japanese imports.6 In fact, the 
figures in Table 2 imply that imports of Japanese autos 
would have grown nearly twice as fast as actually recorded 
over 1980-84 if the VER had not been imposed. Although 
this amount may be overstated,7 it seems likely that Japa
nese auto producers would have penetrated significantly fur
ther into the U.S. market had it been free from these 
restraints.

Prospects
Economic conditions prevailing over the last several years 
have greatly favored U.S. demand for Japanese exports at

5 Though final complete data for 1985 were not available, preliminary figures 
indicate that they would not change our conclusions.

6 Auto imports from Japan seem relatively insensitive to exchange rate changes, 
although for reasons discussed in the box, this may be understated.

7 About half of the residual can be attributed to the VER assuming that Japan’s 
share of auto imports would have remained at the 1980 level in its absence. 
Allowing for some further increase in Japan’s share suggests that perhaps 
three-quarters of the difference between actual and predicted growth is 
attributable to the VER. The rising cost of gasoline was a major factor behind 
the growth of Japanese auto imports after 1973 but became much less 
important during the 1980s.
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The exceptional growth in U.S. imports from Japan might 
suggest that there is something unusual about their determi
nants. However, our statistical analysis of individual catego
ries implies that U.S. demands for Japanese products are 
largely explainable in terms of factors governing comparable 
U.S. imports from other areas. Much of the distinctive behav
ior of aggregate imports from Japan is attributable to their 
commodity composition, as well as the commodity composi
tion of U.S. demand.

As with purchases from other countries, imports of particu
lar Japanese products (e.g., autos) are heavily influenced by 
two sets of factors: domestic demand for products of the 
given type (i.e., cars in general);* and Japanese exporters’ 
production costs compared to those of U.S. and foreign com
petitors. Costs determine the price at which a supplier can 
sell and the profit earned. A rise in Japanese costs is apt to 
lower our imports, either by raising prices or reducing the 
exporter’s profit. Exchange rates affect imports by altering 
their cost: a rise in the dollar against the yen, for example, 
lowers the cost, expressed in dollars, of Japanese exports 
relative to their U.S. competitors. In many cases, imports 
from European and other foreign countries will compete with 
Japanese products, and if so, their costs and exchange rates 
may also affect our imports from Japan (Appendix, p. 18).

Other industry-specific factors also seem to have affected 
our imports significantly. Increased capacity utilization in our 
domestic durable goods industries seems to encourage capi
tal goods purchases from Japan, probably by slowing deliver
ies from U.S. competitors. The share of our investment 
spending going to office/store equipment is positively related 
to demand for Japanese capital goods, as is the relative 
price of gasoline to demand for Japanese autos (table).

Demand is measured by producers' durables spending for the capital 
goods equation, consumer spending for consumer goods, domestic 
auto expenditures for autos, and industrial production for industrial 
supplies.

How Different Are U.S. Imports From Japan?

Response of Real Imports from Japan to Demand 
and Exchange Rate Changes
In percent

Capital Automotive Consumer Industrial
Import response goods goods goods supplies

One percent in
crease in demand . . 1.3 1.3 1.9 0.8

One percent rise in
dollar versus:
All currencies___ 1.5 0 2.2 1.0
Yen on ly ............... 1.5 0 0.7 2.2

One percent in
crease in office
equipment share
of U.S. investment. . 3.3

One percent rise in
gasoline price — 0.9

* Not applicable.

The figures in the table confirm that the response of imports 
from Japan to demand and exchange rate changes is general
ly similar to that of imports from other areas. Except for indus
trial supplies, domestic demand growth is associated with 
more than proportionate increases in imports. This implies 
that growth itself tends to raise the share of Japanese exports 
in the U.S. market (although, except for consumer goods, the 
increase is fairly modest). This pattern is not unique to Japa
nese products, however. Industrial nations’ imports generally 
seem to respond more than proportionately to their income 
growth, helping to explain why import-to-GNP ratios have 
been rising over time. Indeed, the Japanese responses to 
demand shown in the table are, in general, fairly close to those 
derived in a recent study by Christopher Rudet of total U.S. 
imports in each major category.

Imports from Japan also seem to be about as responsive to 
exchange rates as other comparable U.S. imports.* Capital 
goods imports appear fairly sensitive to changes in the dollar, 
even though its appreciation seems to have played only a 
modest role in import growth over 1980-84. The main reason is 
that strong demand growth dominated the impact of the more 
modest change in the yen/dollar exchange rate. Auto imports 
from Japan appear insensitive to exchange rates, but the Rude 
study suggests that this is the case for U.S. auto imports 
generally. This insensitivity may also be a statistical illusion. 
Because the quality of Japanese autos generally has been 
rising, the measures used in the analysis may overstate true 
costs and hence mask their influence on imports, as well as the 
effect of exchange rates. The relative price of gasoline does 
seem to have been a major influence on our demand for 
Japanese autos during the 1970s, substantially accounting for 
their rising share of the domestic market. However, because 
energy prices since have changed little, this factor appears to 
have been much less important during the first half of the 1980s.

Finally, our analysis suggests a reason for the especially 
rapid growth of imports from Japan during U.S. economic 
recoveries.§ Business investment, and hence demand for 
capital goods, are procyclical; that is, they normally grow fast
er than GNP during business-cycle expansions. Capital goods 
imports are also procyclical, more so than other major import 
categories. On this basis, the relatively high capital goods 
share of Japan’s exports to the United States helps explain 
their more rapid growth than overall U.S. imports during recent 
expansions. Note, however, that investment and demand for 
capital goods typically slow substantially as the economy ap
proaches full employment and GNP converges toward its “ po
tential”  growth path. For this reason, imports from Japan 
should not be expected to outstrip our GNP indefinitely.

t  Christopher Rude, ‘ ‘The Role of the Dollar in the Changing Composition 
of U.S. Trade, 1980-84," unpublished working paper, Federal Reserve 
Bank of New York (April 1986).

t The aggregate (volume) elasticity of imports from Japan with respect to 
changes in the dollar is 1.0; for imports excluding autos it is 1.6.

§ This pattern was pronounced during the 1976-78 and 1983-85 
expansions, when imports from Japan grew much more rapidly than 
total imports and U.S. GNP.
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the expense of domestic products. With the decline in the 
dollar, falling gasoline prices, and generally slower U.S. real 
growth, these conditions are now less favorable. According
ly, growth of imports from Japan should slow significantly 
over the next several years. But whether these changes will 
be sufficient to roll back Japanese gains in our markets 
since 1980 is doubtful. One reason is that the share of in
vestment spending going to office equipment is likely to re
main high;8 another is that decelerating demand for Japa
nese autos may not be reflected in imports.

Table 3 gives a projection of the position Japanese ex
porters might hold in U.S. markets after the fall in the dollar 
has fully affected demand. This should not be taken as a 
forecast but as an illustration of how recent changes in U.S. 
economic conditions could affect our imports from Japan.

As might be expected, the dollar’s decline should curtail 
the rapid growth of imports from Japan of the last several 
years. Indeed, these imports probably will fall in real terms 
over the next one to two years, in sharp contrast to the first 
half of this decade. Nonetheless, the projection suggests 
that roughly 40 percent of Japanese gains since 1980 in the 
capital goods market will persist, primarily because the com
position of domestic investment spending seems likely to 
continue to favor Japanese producers.

Interestingly, because of the changed energy situation, 
Japan’s share of the U.S. auto market may shift little even if

8 In part, spending on office equipment reflects an increased concentration of 
investment in services, including wholesale and retail trade. This pattern should 
persist, at least to a large extent, over the next several years.

Table 2

Sources of the Growth in Imports from Japan, 
1980-84
Changes in billions of 1982 dollars

Capital Automotive Consumer Industrial
Sources goods goods goods supplies

Actual* ............................. 11.7 4.2 4.9 1.9
Predicted ......................... 12.0 9.3 2.7 1.7

Of which attributed to:
Dollar appreciation .. 2.9 1.0 3.6 1.1
U.S. activity .............. 4.7 7.6 1.7 0.9
Office equipment

demandf .............. 4.8 X X
Other......................... -0 .4 0.7 -2 .6 -0 .3

Unexplained..................... -0 .3 -5 .1 2.2 0.2
Memo: Cumulative growth 

1980-84 (in percent)
A c tu a l....................... 176 34 83 37
Predicted ................. 180 73 47 29

* U.S. imports from Japan deflated by Japanese costs of production 
expressed in 1982 prices, 

t  Measured by the share of office equipment in U.S. producers’ 
durables expenditures, and applicable for capital goods only. 

t  Not included.

the VER is removed. The reason is that falling gasoline 
prices could lower demand for Japanese autos nearly back 
to the level permitted by the quota, largely removing its ef
fective constraint on imports for several years.9

Overall, then, the U.S. propensity to buy Japanese prod
ucts is likely to remain high. For U.S. producers, this means 
that competition with Japan in domestic markets (as well as 
in foreign markets) will continue to be fierce. Japanese pro
ducers will probably maintain their present share of the U.S. 
auto market for the foreseeable future—and could make fur
ther inroads if oil and gasoline prices recover. And unless 
the dollar declines further, or the office equipment share of 
investment drops significantly, Japanese exporters are likely 
to capture at least 5 percent of domestic capital goods ex
penditures, more than double their 1980 share.

Trade balance
Finally, the gains made by Japanese exporters also have 
implications for the U.S. trade deficit with Japan. Restoration 
of balance in U.S. trade would bring a substantial decline in 
our nearly $50 billion deficit with Japan.10 Nonetheless, the

9 The Table 3 projections assume that three-quarters of the difference between 
actual and predicted growth in imports of Japanese autos over 1980-84 was 
due to the VER. If all of the difference is allocated to the quota, its removal 
would allow a somewhat greater increase in Japan’s market share.

10 See the article by Vincent Reinhart, "Macroeconomic Influences on the U.S.- 
Japan Trade Imbalance,”  this Quarterly Review, pages 6-11.

Table 3

Projected Medium-Term Outlook for Imports from  
Japan*
In percent

Autost
Capital With Without Consumer Industrial 
goods VER VER goods supplies

Ratio of real imports to 
real domestic demand 
(Index, 1980 =  100) 
1985............................. 230 110 X 180 115
Projected..................... 145 110 115 105 75

Memo: Projected average 
real import growth over 
the first two years of the 
projection horizon — -1 2 3 5 -1 3 -1 4

* Projected positions after several years assuming: U.S. real demand 
grows at 3 to 4 percent; the dollar stays roughly 25 percent below its 
1985 average against the yen and 10 percent below its 1985 average 
against other foreign currencies; relative price of gasoline stays about 
30 percent below its 1985 average; and the office/store equipment 
share of producers' durables spending is unchanged from the 1985 
level.

t  Projection with VER assumes imports and domestic demand grow at 
the same rate. Projection without VER assumes that three-quarters of 
the 1980-84 residual growth given in Table 2 is restored over the 
projection horizon, 

t  Not applicable.

16 FRBNY Quarterly Review/Spring 1986
Digitized for FRASER 
http://fraser.stlouisfed.org/ 
Federal Reserve Bank of St. Louis



commodity composition of the two countries’ overall trade 
means that Japan’s share of U.S. imports is likely to contin
ue to exceed the share it takes of our exports.11 In effect, 
even when its overall trade is in balance, the United States 
is likely to have a trade deficit with Japan—although a much 
smaller one than at present.

Substantially because of its inroads in capital goods, Ja
pan’s share of total U.S. imports is now five percentage 
points higher than in 1980. Our analysis suggests that much 
of this gain will persist. Growth in imports from Japan should 
decline over the next two to three years, but so should im
port growth from other areas. The likely composition of in
vestment spending is apt to prevent Japan’s share of U.S. 
capital goods imports from falling substantially below its 
present level of one-third; and Japan’s share of auto imports 
could as easily rise as fall. On this basis, Japan’s share of 
our overall imports could remain significantly higher than in 
the late 1970s, perhaps by as much as two to three percent
age points or $5 to $8 billion in 1985 prices.12 If so, restora
tion of overall balance to U.S. trade is likely to leave a signif
icant deficit with Japan.

Japan’s imports are dominated by raw materials while its exports are primarily 
manufactures. For this reason, Japan typically has trade deficits with LDC 
exporters of raw materials and trade surpluses with the industrial countries. 
Furthermore, the commodity composition of U.S. imports is similar to that of 
Japan’s exports; autos and capital goods together account for two-thirds of 
Japan’s exports, and nearly half of U.S. (nonpetroleum) imports.

The estimate reflects the increased importance of autos and capital goods in 
total U.S. imports, as well as Japan’s increased share of capital goods.

Conclusion
By past standards, U.S. imports from Japan have grown 
very rapidly during the 1980s. The United States now buys 
almost as much from Japan as it does from Canada, its 
primary trading partner. To many observers, this perfor
mance reflects a combination of Japanese production skills 
and determination to export that will not be easily offset by 
the dollar’s depreciation.

Our analysis has shown, however, that Japanese produc
ers have not been equally successful in U.S. markets. Capi
tal goods is the only major category where imports from 
Japan have grown more rapidly than those from other areas. 
But this growth has been so strong that Japan’s aggregate 
share of U.S. imports has increased— despite the voluntary 
export restraint on Japanese autos.

Japanese inroads into our markets also appear to be due 
at least as much to economic conditions in the United 
States as in Japan. Because of the overall composition of its 
production, Japan was well-positioned to benefit from the 
surge in U.S. imports during the 1980s that resulted from our 
strong domestic demand growth and the dollar’s apprecia
tion. Together with a shift in the composition of U.S. invest
ment toward office equipment, these macroeconomic trends 
largely account for the very rapid growth of Japanese capital 
goods exports to the United States.

As a result of the dollar’s sharp decline, Japanese exports 
to the United States are apt to grow little, if at all, in nominal 
terms over the next two years, and should decline in real 
terms. The result should be a significant improvement in the 
U.S. trade deficit with Japan. Nonetheless, as long as the 
composition of U.S. investment is favorable to Japanese 
capital goods exporters, Japan’s share of our imports proba
bly will remain high by pre-1980 standards.

Daniel E. Nolle and Charles Pigott
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Appendix: The Statistical Model

The statistical model includes equations for imports from Ja
pan for capital goods, autos (including parts), consumer 
goods, and (nonpetroleum) industrial supplies. The form is 
log-linear, with the dependent variable the value of imports 
from Japan divided by an index of Japanese production cost 
converted to dollars at the prevailing exchange rate.* The 
predetermined variables (expressed in logarithms) are U.S. 
real activity in the relevant category.t the ratio of U.S. to

* Import data are from United States Commerce Department published 
sources. Japanese production costs were measured by the export unit 
value index for autos, and by wholesale price indexes for the other 
categories.

t  The demand variables are producers' durables spending, the value of 
consumer auto purchases, consumption, and industrial production— all 
expressed in constant (1972) dollars.

Japanese production costs, the ratio of third-country to Japa
nese production costs,* and industry-specific variables. Ca
pacity utilization in durable-goods industries and the ratio of 
office/store equipment spending to total producers’ durables 
expenditures are the industry-specific variables in the capital 
goods equation; an index of the ratio of gasoline prices to the 
CPI was included in the autos equation. The equations were 
estimated using quarterly data over 1971-80.

t  This variable was not included in the autos equation because of lack of 
data; it was dropped from the capital goods equation because of a 
statistically insignificant coefficient.

U.S. Imports from Japan by Major Commodity Group: Estimated Equations4
t-statistics in parentheses

Independent
variables

Dependent variables
Capital
goods

Automotive
goods

Consumer
goods

Industrial
supplies

U.S. cost/Japan costf

Third countries cost/Japan costf

U.S. activity

Capacity utilization in U.S. durable goods ,

Share of office equipment in U.S. producers' durables .

1.46
(4.06)

t
t

1.26
(3.21)

0.01
(1.17)

0.03
(2.36)

0.03
(0.09)

t
t

1.27
(4.47)

t
t
t
t

2.17
(2.45)

-1 .4 6
(-1 .9 0 )

1.86
(2.16)

t
t

t
t

1.03
(2.29)

1.17
(2.13)

0.84
(1.23)

t
$
t
t

Gasoline price index................................................................................................ t 0.90 t t
t (7.03) t t

Constant............................................................................... .................................... -1 3 .74 -1 0 .99 -1 9 .16 -7 .1 7
(-2 .9 9 ) (-2 .4 4 ) (-1 .63 ) (-1 .2 2 )

Autocorrelation coefficient.................................................. ....................................  0.68 0.52 0.73 0.60
(11.35) (3.67) (7.13) (4.65)

F statistic ............................................................................. ................................... 24.32 27.31 1.94 5.65

Ft2 (adjusted)....................................................................... ...................................  0.97 0.93 0.78 0.64

Regression standard error.................................................. ...................................  0.07 0.11 0.09 0.11

* All variables were expressed in natural logarithms, except capacity utilization in U.S. durable goods industries and the share of office equipment in U.S. 
producers’ durables.

t  Estimates refer to the total (sum of current and lagged) impact. A second order polynomial distributed lag (4-6 quarters) was used, 
i  Not included.
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Reserves Forecasting for 
Open Market Operations

Thirty years ago Robert Roosa made a distinction between 
“defensive” and "dynamic” open market operations that 
continues to be meaningful today despite many changes in 
the financial system. Defensive operations, he noted, are 
directed at “avoiding mechanical disturbances that could in
terfere with the smooth functioning of the monetary 
system,” while dynamic operations are aimed at “using the 
potentialities of control over the reserve base of a fractional 
reserve banking system to help promote economic growth 
within a pattern of sustained stability.”1 The mechanical dis
turbances Roosa referred to are the result of technical fac
tors that affect the demand and supply of bank reserves, 
such as seasonal variations in the public’s need for curren
cy, and the routine flow of funds among the U.S. Treasury, 
individuals, and businesses. The influence of these factors 
must be accounted for in the conduct of open market opera
tions in a “defensive” sense so that the “dynamic” objec
tive, namely the stance of monetary policy as specified by 
the Federal Open Market Committee (FOMC), can be 
achieved. As a result, the Open Market Trading Desk here 
at the Federal Reserve Bank of New York uses estimates of 
the volume of open market operations necessary for purely 
defensive purposes. Likewise, private financial analysts 
( “Fed-watchers”), in attempting to understand whether a 
given Federal Reserve operation signals a change in the 
stance of monetary policy, make similar estimates of the 
need for defensive operations.

While the Federal Reserve’s operating procedures

The authors would like to thank Joan Piasecki and Lisa Johnson for their 
assistance.

1 Robert V. Roosa, Federal Reserve Operations in the Money and Government 
Securities Markets, Federal Reserve Bank of New York (July 1956), page 105.

have been carefully analyzed with respect to dynamic objec
tives,2 much less attention has been paid to some recent 
changes in the financial system that pertain to the defensive 
side of operations. In particular, the extension of reserve 
requirements to virtually all depository institutions, the pric
ing of Federal Reserve services (especially float), and the 
shift from lagged to contemporaneous reserve requirements 
all have important implications for estimating the appropriate 
level of defensive open market operations.

This article describes the behavior of the technical fac
tors that affect the demand and supply of bank reserves and 
the procedures for estimating these factors, highlighting the 
impact of recent changes in the financial system. The article 
is divided into four sections. Section I presents a general 
overview of various reserve concepts and identities, and us
ing these relationships shows how the Desk relies on fore
casts of bank reserves. The next two sections provide de
tails on the various factors that affect the demand for re
serves. Required reserves are discussed in Section II and 
the demand for excess reserves is reviewed in Section III. 
Section IV covers the factors that affect the supply of 
reserves.

Overall, the analysis shows that in many ways the task 
of forecasting the demand and supply of bank reserves has 
not changed much since the 1950s. Early descriptions of

2 In particular see Henry C. Wallich, "Recent Techniques of Monetary Policy,” 
address to the Midwest Finance Association, Chicago, Illinois (April 5,1984), 
reprinted in Economic Review, Federal Reserve Bank of Kansas City (May 
1984), pages 21-30 and Stephen H. Axilrod, ‘'U.S. Monetary Policy in Recent 
Years: An Overview,” Federal Reserve Bulletin, Board of Governors of the 
Federal Reserve System (January 1985), pages 14-24. An international 
comparison can be found in “Changes in Money Market Instruments and 
Procedures: Objectives and Implications,” Bank for International Settlements 
(March 1986).
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various aspects of this process that still hold true today can 
be found in articles by Irving Auerbach, Hobart Carr, Made
line McWhinney, Paul Meek, Robert Roosa, Paul Volcker, 
and others.3 In some respects, however, the process has 
evolved over time, and the purpose of this article is to high
light these changes as well as to bring together a descrip
tion of all the factors involved.

I. Overview of bank reserves
The factors that influence the demand and supply of bank 
reserves are presented in general terms in Chart 1. This 
schematic representation of the well-known reserve rela
tionships describes the demand for total reserves (TR) dur
ing a given reserve maintenance period (t) as the sum of 
required reserves (RR) and excess reserves (ER).

(1) TRt =  RRt +  ERt

On the supply side, TR is equal to reserves borrowed 
from the Federal Reserve discount window (BR) plus non
borrowed reserves (NBR).

(2) TRt =  BRt +  NBR,

Changes to the supply of nonborrowed reserves 
(ANBR) come from two sources: changes in the Federal 
Reserve’s portfolio of U.S. Government and Federal agency 
securities, i.e., open market operations (OMO) and chang
es in technical reserve factors (ARF).

(3) ANBRt =  OMOt +  ARF,

In terms of the level of nonborrowed reserves, equation 
(3) can be rewritten as:

(4) NBRt =  N B R ,.! +  OMOt +  ARF,

Setting the alternative concepts of total reserves from 
equations (1) and (2) equal:

(5) RR, +  ER, =  BR, +  NBR,

and replacing NBR, in equation (5) by equation (4):

(6) RR, +  ER, =  BR, -f NBR,_-| +  OMO, +  ARF, 

gives the following expression for open market operations:

(7) OMO, =  [RR, +  ER, -  BR,] -  [N B R ,., +  ARF,]

3 Several articles by these authors can be found in the following Federal Reserve 
Bank of New York publications: Bank Reserves— Some Major Factors 
Affecting Them (November 1953); The Treasury and The Money Market (May 
1954); and Essays in Money and Credit (December 1964). Also see Roosa, 
op. cit., and Paul Meek, Open Market Operations, Federal Reserve Bank of 
New York, fifth edition (August 1985).

That is, reserves supplied through open market opera
tions are equal to the difference between the demand for 
nonborrowed reserves (in the left bracket) and the avail
able supply (in the right bracket), where the supply is ex
pressed as the level of nonborrowed reserves in the prior 
period plus reserves provided by the reserve factors. This 
equation is operationally significant because under current 
procedures the Trading Desk derives a target path for non
borrowed reserves by using an assumption for discount win
dow borrowing (6 ft) consistent with the degree of reserve 
pressure indicated by the FOMC.4 Using hats (A ) to denote 
items that are not known with certainty and therefore must 
be estimated, we can rewrite equation (7):

(8) OMO, =  [RR, +  ER, -  gfc,] -  [NBR,_i +  ARF,]

The items in the brackets in equation (8) can then be 
combined to show that open market operations in a given 
period are directed toward meeting the difference between 
the derived path for nonborrowed reserves—denoted with 
an asterisk ( * )—and the projected supply of nonborrowed 
reserves.

(9) OMO, =  NBR, -  NBR,

Since the nonborrowed reserve path is based on pro
jections of required reserves and an allowance for excess 
reserves, which is based partly on projections, the path is 
subject to change as these estimates are updated. Similarly, 
the forecast of the supply of nonborrowed reserves changes 
as projections of the reserve factors are revised. Thus, the 
Desk is confronted with uncertainty for both the demand 
and supply of reserves. In practice, therefore, the projec
tions are used cautiously since unexpected changes in the 
component forecasts can cause considerable swings from 
day to day in the estimates of the amount of reserves the 
Desk needs to add or subtract—the amount of “defensive” 
open market operations —  to achieve the “dynamic” objec
tives of the FOMC.5 How the forecasts are made will be 
covered in the next three sections.6

4 For more detail, see “Monetary Policy and Open Market Operations in 1985,” 
this Quarterly Review, page 34.

5 For a discussion of how the Trading Desk has used forecasts of bank reserves 
and other sources of information as guides for open market operations, see 
Roosa, op. cit., pages 64-79. Also, Robert G. Rouse, "Implementation of the 
Policies of the Federal Open Market Committee," statement before the Joint 
Economic Committee of the Congress (June 1,1961), reprinted in Monthly 
Review, Federal Reserve Bank of New York (July 1961), pages 126-129. A 
detailed description of current procedures appears in Meek, op. cit.

6 Independent forecasts of both the demand and supply of bank reserves are 
made daily by staff at the Board of Governors and at the Federal Reserve Bank 
of New York. This article focuses on the procedures used at the Federal 
Reserve Bank of New York.
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II. The demand for required reserves
The demand for reserves stems primarily from reserve re
quirements on bank deposit liabilities, as specified in Feder
al Reserve Regulation D.7 Required reserves are divided be
tween amounts determined by the level of transactions ac
counts,8 and by the level of nontransactions accounts and 
other reservable liabilities (Chart 1). These two compo
nents are distinguished by the applicable reserve ratios (the 
percentage of deposits that must be held as reserves)9 and 
the time lag between when reservable deposits appear on 
the books of the reporting bank and when reserves against 
those deposits must be held. Reserves are held during two-

ln this article the term "bank”  refers to all depository institutions that are 
subject to reserve requirements. This includes domestic commercial banks, 
thrift institutions, credit unions, agencies and branches of foreign banks, and 
Edge Act corporations.

Transactions accounts include all deposits on which the account holder is 
permitted to make withdrawals by negotiable or transferable instruments, 
payment orders of withdrawal, and telephone and preauthorized transfers in 
excess of three per month for the purpose of making payments to third persons 
or others.

Transactions accounts are subject to a 12 percent reserve requirement, except 
that a 3 percent ratio is applied to the first $31.7 million. Reservable 
nontransactions liabilities are subject to a 3 percent reserve requirement. In 
addition the first $2.6 million of reservable liabilities have a zero reserve 
requirement. These dollar limits are adjusted annually as described in 
Footnote 14.

week maintenance periods either as deposits with the Fed
eral Reserve or as vault cash.

The most significant change in recent years to affect 
the behavior of required reserves, and hence the task of 
forecasting them, was the introduction of contemporaneous 
reserve requirements (CRR) in February 1984. Under the 
previous system of lagged reserve requirements, the level of 
reservable bank deposits in a given one-week period deter
mined the level of required reserves two weeks later. In this 
way both banks and the Federal Reserve knew in advance 
the major component of the demand for reserves during any 
reserve maintenance period. Under CRR, reserve require
ments on certain nontransactions accounts are still calculat
ed on a lagged basis, but the larger share (approximately 75 
percent) of total required reserves is based on transactions 
accounts and must be held almost simultaneously with the 
underlying deposits. The following subsections provide 
more detail on the two components of required reserves.

Required reserves on nontransactions accounts 
The only portion of required reserves that is known in ad
vance of the reserve maintenance period is required re
serves on nontransactions accounts. Specifically, this is the 
requirement on nonpersonal time and savings deposits with 
original maturities of less than one and one-half years, net
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liabilities to foreign banking offices, and certain other Euro
currency liabilities. These deposits are averaged over two- 
week intervals called computation periods, which end 17 
days before the start of the maintenance period. This lag 
allows sufficient time for data on their resen/e requirements 
to be collected and included in the estimate of total required 
reserves.

Required reserves on transactions accounts 
In contrast, the lag between the computation period for 
transactions accounts and the maintenance period for their 
reserve requirements is very short. Transactions deposits 
are averaged over two-week intervals ending on alternate 
Mondays, and the maintenance period ends two days later 
on alternate Wednesdays. As a result of this brief lag, re
sen/e requirements on transactions accounts for all banks 
are not known with reasonable certainty until about a week 
after the reserve maintenance period has ended. During the 
maintenance period they must be estimated based on fore
casts of the underlying deposits.10

The forecasts of transactions deposits focus primarily 
on four distinct deposit categories: private nonbank demand 
deposits: interest-bearing checkable deposits (primarily ne
gotiable order of withdrawal [NOW] accounts): interbank 
demand deposits; and U.S. Government demand deposits. 
The first two categories are the deposit components of the 
narrowly defined money supply, and hence, the forecasts of 
required reserves are tied directly to the short-term patterns 
in M1. The other two deposit categories are not included in 
any of the current definitions of the money supply, but under 
Regulation D are considered reservable transactions 
accounts.

M1 deposits
The patterns in required reserves are dominated by the be
havior of deposits counted in M1. As shown in the top panel 
of Chart 2, which contains monthly data averaged over the 
1981-85 period, required reserves exhibit an upward trend 
over the year, as well as pronounced seasonal movements. 
The underlying M1 deposits are shown in the lower panel. 
Deposits fall sharply early in the year as the public’s demand 
for money subsides following the holiday period. A seasonal 
peak then comes in April and a runoff in May, reflecting the 
buildup in money balances for the payment of Federal in
come taxes. The second half of the year is characterized by 
a generally steady rise in deposits, which reach a high point 
in late December.

The monthly deposit forecasts generally follow these 
rough intra-yearly patterns. However, this is not always a 
sufficient guide. The deposit patterns presented in Chart 2 
cover a five-year period, and conceal a fairly wide range of 
variability in the monthly data. In actuality, the behavior of 
bank deposits will depend on normal seasonal influences, 
some element of random variation, and probably most im
portantly the effect of general economic conditions on the 
public’s demand for M1. In recent years deregulation of con
sumer checking accounts, as well as other regulatory 
changes, has affected the relationship between M1 and oth-

10 For those large commercial banks that submit deposits data to the Federal 
Reserve on a daily basis, reserve requirements on transactions accounts can 
be estimated reasonably well toward the end of the maintenance period.
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er economic variables making it difficult to use past deposit 
patterns to forecast future movements.

Once the monthly deposit estimates are made, a set of 
consistent weekly values is derived. There is considerable 
variation in weekly deposit data, and while some clear sea
sonal patterns are evident there is also a large random ele
ment. The initial weekly forecasts are constructed to follow 
the typical seasonals, and are updated several times each 
week based on reports submitted by banks to the Federal 
Reserve.

The “typical” intra-monthly pattern in M1 deposits is 
shown in the insert to Chart 2. The figures plotted here are 
the ratios of the average weekly levels of M1 deposits, 
grouped according to their position in the month, to the av
erage of all weekly values. The first week of the month was 
defined as the week that contained the payment date for 
social security disbursements, which have a strong impact 
on individual checking deposits. Due in part to these pay
ments, deposit levels during the first two weeks of the 
month are generally about 10 percent above the overall av
erage level. During the third and fourth weeks deposits fall 
sharply to a point about 20 percent below average reflecting 
the recurring cycle of monthly bills. In the fifth week (which 
contains many of the same weekly observations as week 
one) deposit balances are rebuilt.11

The weekly forecast of M1 deposits is further disaggre
gated into separate forecasts for demand deposits and 
NOW accounts. The intra-monthly patterns for demand de
posits and NOW accounts are very similar, although the 
NOW account data tend to be more stable. NOWs do not 
vary as much as demand deposits from their average level 
(represented in Chart 2 by the index value 1.0). This is not 
surprising since NOW accounts presumably contain a great
er proportion of deposits not used for transactions purposes 
but held as savings.

Finally, the forecasts of both demand deposits and 
NOW accounts are broken down into separate projections 
for several different types of banks: large and small member 
commercial banks, nonmember commercial banks, and 
thrift institutions.12 This disaggregation is needed to account 
for some variation in deposit patterns among the different 
groups. It also provides the Trading Desk with separate esti
mates of required reserves for these groups which together 
make up the projection of total required reserves. This infor
mation is used to help monitor the way different types of

The index numbers presented here represent the average pattern for all 
months from January 1981 to December 1985. The pattern for certain months 
is quite different from the overall average. For example, M1 deposits generally 
fall throughout most of January, and in April the early month build-up continues 
through the April 15th payment date for individual income taxes.
The term "member” refers to membership in the Federal Reserve System. 
Large member commercial banks are those that had domestic assets greater 
than $750 million as of December 31, 1977. About 200 banks are in the large 
bank category. All other member commercial banks are classified as small.

banks meet their reserve requirements over the course of 
the reserve maintenance period.

Non-M1 transactions deposits
In addition to the forecasts of M1 deposits, projections are 
also made for interbank and U.S. Government demand de
posits since these accounts are subject to the same reserve 
requirements as M1 deposits. Interbank deposits are de
fined as demand deposits due to commercial banks less 
demand deposits due from commercial banks. These are 
balances used by banks for various clearing purposes. 
Large commercial banks tend to have net positive interbank 
deposits (i.e., amounts due to banks exceed amounts due 
from banks) reflecting their position as correspondent 
banks for many smaller depository institutions, while small 
commercial banks and thrift institutions generally have net 
negative interbank deposits. Because interbank deposits 
have shown little overall trend in recent years, the forecasts 
tend to emphasize the seasonal variations in the weekly 
data, which exhibit a pronounced sawtooth pattern.

U.S. Government demand deposits reflect taxes col
lected and held temporarily by commercial banks for the 
Federal Government. On the day following collection these 
deposits are either remitted to the Federal Reserve for de
posit to the Treasury’s account or are invested in an 
interest-bearing account at the collecting bank. The latter 
accounts (known as Treasury tax and loan note accounts) 
are exempt from reserve requirements. Therefore, the focus 
for purposes of estimating required reserves is on the flow 
of tax receipts which gives rise to an essentially overnight 
level of demand deposits.

The pattern of Treasury tax collections and, hence, U.S. 
Government demand deposits is largely determined by the 
payment dates for different types of Federal taxes. Thus, 
there are noticeable peaks in Government deposits when 
large amounts of individual and/or corporate income taxes 
are due, particularly in April, June, September, and Decem
ber. The forecasting procedure exploits this relationship by 
using regression equations that relate weekly movements in 
Government deposits to the volume of Treasury tax collec
tions. Estimates of Treasury tax receipts are made as part of 
the procedures for forecasting the Treasury’s cash balance 
with the Federal Reserve (described in detail in Section IV). 
These tax forecasts are used as inputs to the equations that 
generate forecasts of Government deposits for the different 
categories of commercial banks. Judgmental adjustments 
are frequently made to these estimates to account for the 
equations’ past forecasting record.

Reserve ratios
The final step in forecasting required reserves on transac
tions accounts is to apply the appropriate reserve ratio to 
the projected levels of transactions deposits. The average 
reserve ratio on transactions deposits for all banks is cur
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rently about 8 percent.13 This figure reflects the structure of 
reserve requirements specified by the Monetary Control Act 
of 1980 (Footnote 9 ). In particular, nonmember commercial 
banks and thrift institutions are not yet required to maintain 
the full amount of reserve requirements. For these institu
tions, reserve requirements are being phased in over an 
eight-year period ending in September 1987.

Estimates of the average reserve ratio are based on a 
positive relationship between the average ratio and the level 
of transactions deposits. As deposits rise during the year, an 
increasing proportion is subject to the 12 percent reserve 
requirement on balances greater than $31.7 million. With 
more deposits subject to the 12 percent marginal ratio, the 
average ratio increases.14 This relationship is expressed in 
formulas that relate the change in the average reserve ratio 
to the change in transactions deposits.

To account for distinctions in reserve requirements 
among different groups of banks, separate estimates are 
made of the average reserve ratio for each of the bank cate
gories described earlier. The separate forecasts of transac
tions deposits (both M1 and non-M1) are summed for each 
group and multiplied by the applicable ratio to derive the 
forecasts of required reserves on transactions accounts. 
These forecasts are then combined with the known or esti
mated values for required reserves on nontransactions ac
counts to produce the forecast of total required reserves for 
each bank category.15 The forecast of required reserves for 
the banking system as a whole is equal to the sum of the 
estimates for the individual groups. This is the forecast of 
RR in equation (8) in Section I.

Besides required reserves, banks’ demand for total re
serves also includes some amount of excess reserves. 
Therefore, a forecast of excess reserves must also be made 
in order to project the overall demand for reserves. The next 
section briefly explains why banks hold excess reserves and 
then describes the technique for forecasting them.

III. The demand for excess reserves
Banks hold excess reserves to ensure meeting their reserve 
requirements over a maintenance period and to avoid an

13 This figure applies to domestic commercial banks, thrift institutions, and credit 
unions that report deposit data on a weekly basis and are subject to 
contemporaneous reserve requirements on transactions accounts.

14 To prevent this process from continuing uninterrupted, the Monetary Control 
Act specified that the amount of transactions deposits subject to the 3 percent 
reserve requirement be modified at the start of each year by 80 percent of the 
percentage increase in transactions deposits held by all banks as of the prior 
June 30. Similarly, the amount of reservable liabilities subject to the zero 
percent reserve requirement is adjusted each year by 80 percent of the 
percentage increase in total reservable liabilities of all banks as of the prior 
June 30. This effectively reduces the average reserve ratio.

15 The forecasts of required reserves are generally made for at least three reserve 
maintenance periods. For the current period required reserves on 
nontransactions accounts are known since they are based on lagged values of
the underlying deposits. For future periods they are estimated based on
forecasts of these deposits.

overnight overdraft of their reserve account at the Federal 
Reserve. Thus, the demand for excess reserves is essen
tially precautionary in nature.16 The flows through any indi
vidual bank’s reserve account are quite uncertain and vari
able as customers deposit and withdraw funds. As a result, 
a bank can only estimate what its reserve account balance 
at the end of each day will be. Similarly, under CRR a bank 
does not know its level of required reserves until after the 
reserve maintenance period is complete or almost com
plete. If a bank misjudges its reserve position so that it has 
insufficient reserves to meet its average requirement for the 
maintenance period, called a reserve deficiency, it may be 
subject to penalties by the Federal Reserve. In addition, a 
bank must hold enough reserves by the end of each day to 
cover its daily reserve outflows; otherwise an overnight 
overdraft is incurred, which is also subject to penalties.17 
Therefore a bank’s excess reserves provide a buffer against 
both reserve deficiencies and overdrafts. A larger buffer 
lessens the need for close monitoring of daily deposit flows 
and the resulting reserve balance. But because reserve bal
ances earn no interest income, there is also an incentive to 
minimize excess reserve holdings. Overall, a bank’s demand 
for excess reserves will reflect a balance between foregone 
interest income and monitoring costs, while insuring that its 
reserve obligations are met.

During the 1970s excess reserves remained relatively 
constant at about $200 million (Chart 3 ). Since late 1980 
and the implementation of the Monetary Control Act 
(MCA), a basic uptrend has occurred, with excess reserves 
averaging $830 million during 1985. The MCA contributed to 
this uptrend by widening the range of institutions subject to 
reserve requirements and establishing new reserve ratios 
for all banks.

As reserve requirements for nonmember commercial 
banks and thrift institutions were gradually phased in under 
the MCA, their excess reserve holdings were counted for 
the first time. Also, the MCA gave nonmember institutions 
access to Federal Reserve services. To take advantage of 
this, many nonmembers opened accounts at Reserve Banks 
(even when they could meet reserve requirements with 
vault cash), and over time the activity level of these ac
counts has grown, further increasing average excess re
sen/e holdings.

At the same time, the MCA reduced member bank re
serve requirements. This change automatically raised ex
cess reserves unless banks took active steps to reduce their

16 For more detailed descriptions of excess reserves behavior, see articles by 
David Beek, “Excess Reserves and Reserve Targeting," this Quarterly Review 
(Autumn 1981), pages 15-22; and by Kausar Hamdani, "CRR and Excess 
Reserves: An Early Appraisal,” this Quarterly Review (Autumn 1984), pages
16-23.

17 As of March 1986, increased attention is also being paid to intraday (called 
daylight) overdrafts. It is still too soon to tell how and whether the demand for 
excess reserves will be affected.
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average reserve balances. Some banks, however, were not 
able to reduce their reserve balances because these ac
counts were already at the minimum levels needed for rou
tine clearing. In other words, a further lowering of the aver
age balance would have increased the risk of incurring an 
overnight reserve overdraft. In other cases, banks simply 
permitted their excess reserve balances to rise because 
they did not find it cost-effective to manage reserve bal
ances more actively even when the balances were not al
ways necessary for clearing purposes.

Other regulatory changes have also tended to raise ex
cess reserve holdings for similar reasons. An example is the 
Garn-St Germain Act of 1982, which exempted each bank’s 
first $2 million of reservable liabilities from reserve require
ments. This exemption was raised in stages to the current 
level of $2.6 million in 1986. Here again, excess reserves 
were raised because the exemption lowered required re
serves of some banks below the minimum level of reserve 
balances thought necessary for general clearing purposes, 
while other institutions simply allowed the reductions of their 
requirements to show up as excess reserves.

Forecasting excess reserves
Forecasting excess reserves requires taking account of not 
only the longer-run trend described above, but also some 
special factors that affect excess reserves from period to 
period. Accordingly, projections of the demand for excess 
reserves are made with the help of a regression equation 
that includes variables that capture both the long- and short- 
run influences. This section presents only a brief nontechni
cal description of the variables used in the equation. Those 
readers who desire more technical details are referred to 
the articles cited in Footnote 16.

One of the more important variables for estimating the 
demand for excess reserves is a moving average of excess 
reserves over the previous three reserve maintenance peri
ods (six weeks). This variable captures not only the trend in 
excess reserves, but also the demand for excess reserves 
by the many banks that adjust their reserve balances slowly 
when some unexpected factor causes them to have more or 
less excess reserves than desired. This slow adjustment 
process probably reflects the high costs of reserve manage
ment for smaller institutions.

The effect of on-going regulatory changes such as the 
MCA and Garn-St Germain Act on the longer-run demand 
for excess reserves is measured by another variable. These 
regulatory changes affect bank reserve requirements in 
ways that can be estimated in advance, and the variable 
used in the regression equation is the net cumulative 
change in total required reserves due to such regulatory 
changes. Reductions of reserve requirements typically re
sult in higher excess reserves for reasons described earlier, 
and this variable captures that influence.

Short-term fluctuations in excess reserves are associat-
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ed with various calendar-related events, such as social se
curity disbursements and bank holidays. Maintenance peri
ods including these events typically show above average 
excess reserves. For example, from 1983 through 1985, pe
riods containing social security disbursements averaged al
most $100 million higher than otherwise (Chart 4) .18 These 
payments tend to distribute reserves toward the smaller in
stitutions that are not aggressive reserves managers. Simi
larly, excess balances were higher than average (by about 
$100 million) at the end of the month, and at the ends of the 
second and third calendar quarters (by $260 million). At the 
end of the year, however, excess reserve balances were 
almost double the average level. Seasonal influences of 
such substantial size occur because at these calendar dates 
deposit flows are typically larger and more volatile, making it 
more difficult for banks to estimate and manage their ac
counts at the Federal Reserve accurately. As a result, bank 
reserve managers seem to build up excess reserve posi
tions on a contingency basis to ensure meeting their reserve 
obligations. Some institutions may also engage in a certain 
amount of “window dressing” at the quarter-end by building 
up their liquid balances to appear conservative on published 
reports. In addition, bank holidays have been associated 
with higher than average holdings (by about $180 million), 
probably because of added uncertainty about when pay
ments will be received or sent. Moreover, a misjudgment the 
day before a holiday has extra costs since that day’s reserve 
balance receives two days weight when computing the aver
age balance for the maintenance period.19 In the regression 
equation the various calendar events are accounted for by 
dummy variables.

The final variable in the equation is the net reserve car
ryover of large member banks. If a bank ends a period with a 
reserve surplus, the carryover privilege allows the bank to 
carry forward into the next maintenance period a certain 
portion of its surplus to be applied toward a deficiency in the 
following period. As a result, surpluses are not entirely wast
ed. Similarly, a certain sized deficiency can be incurred by a 
bank without eliciting automatic penalties since it may be 
covered by a surplus in the following period.20 The reserve 
carryover privilege in effect allows banks some flexibility in 
timing the acquisition of reserves.

Depending on whether a bank’s net carryover is posi
tive or negative, it may hold lower or higher reserve bal
ances which will show up as lower or higher excess re
serves. For example, a bank with a positive carryover of 
$100 thousand may incur a reserve balance deficiency of at

18 The values in Chart 4 were computed by taking the average, for 1983 through
1985, of excess reserves held during reserve maintenance periods containing 
the calendar event specified.

19 If the holiday occurs on a Friday or a Monday, that reserve balance counts for 
four days in computing the maintenance period average.

20 However, negative carryovers are not permitted for two or more consecutive
periods. A positive carryover not used in the following period is lost.

least $100 thousand without penalty.21 As a result, the bank 
will allow its reserve balance to average somewhat lower, 
and with required reserves unchanged, its excess reserves 
will also be lower. Of course, efficient use of the carryover 
privilege requires active reserve management by a bank 
since it entails close monitoring and adjustment of its re
serve account. Therefore, only the net carryover of large 
member banks is included in the equation since they are 
usually the most active reserve managers and the most like
ly to use this privilege fully. In fact, for these banks the effect 
of carryover on excess reserves is virtually a dollar-for-dollar 
offset.

Each week as new data for the moving-average and 
carryover variables are received, the regression equation is 
reestimated and a forecast of excess reserves is generated. 
Referring back to the overview section, this forecast would 
be used to evaluate the allowance for excess reserves used 
in constructing the nonborrowed reserve path, Nbr- The 
next step is to forecast the potential supply of nonborrowed 
reserves, Nbr.

IV. The supply of nonborrowed reserves
This section describes the behavior of the technical factors 
that affect the supply of nonborrowed reserves, and proce
dures for projecting the individual reserve factors. The fol
lowing introduction shows how these factors — the RF in 
equation (3 )—can be derived from some simple accounting 
identities using the Federal Reserve’s balance sheet.

At the broadest level, total Federal Reserve assets (A) 
are equal to total liabilities (L ).

(10) A =  L

Reserve accounts of member banks are, of course, 
only one liability of the Federal Reserve, and thus total as
sets are equal to reserve accounts (RA) plus all other 
liabilities (OL).

(11) A =  RA +  OL

By rearranging terms, reserve accounts can be set 
equal to total assets less other liabilities.

(12) A -O L  =  RA

Borrowings from the discount window (BR) can then 
be subtracted from both sides of the equation leaving other

21 The potential effects could be even larger. A bank’s maximum allowable 
reserve carryover is the greater of either $25 thousand or approximately 2 
percent of its average reserve requirement. Therefore, a bank with a maximum 
allowable carryover of say $200 thousand and with a positive carryover of 
$100 thousand could incur without penalty a reserve balance deficiency of up 
to $300 thousand in the next period. That is, $100 thousand would use the 
positive carryover and $200 thousand would be the maximum allowable 
carryover deficiency.
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assets (OA) less other liabilities on the left side and non
borrowed reserve accounts (NRA) on the right side.

(13) O A-O L =  NRA

However, nonborrowed reserve accounts at the Feder
al Reserve (NRA) are not equal to the total supply of non
borrowed reserves (NBR) because the reserves that banks 
are required to hold against their deposit liabilities may be 
held as reserve balances or as vault cash. Therefore, to 
obtain total nonborrowed reserves, vault cash used to satis
fy reserve requirements (VC) must be added to both sides 
of the equation.

(14) O A-O L +  VC =  NRA +  VC = NBR

The left side of this equation can be broken down fur
ther to separate changes in the System’s securities portfolio 
from those assets and liabilities which are beyond the con
trol of the Federal Reserve. The change in total nonbor
rowed reserves is thus equal to reserves supplied through 
open market operations (OMO), plus the changes in all re
maining assets (ARA) and vault cash, minus the change in 
other liabilities.

(15) OMO +  [AARA +  AVC-AOL] =  ANBR

Combining the items within brackets on the left side 
gives the familiar identity for the change in nonborrowed 
reserves presented as equation (3) in Section I.

(3) OMO +  ARF =  ANBR

Therefore, these accounting identities show that projec
tions of RF, which influence the supply of nonborrowed re
serves, can be derived from separate forecasts of the indi
vidual asset and liability items on the Federal Reserve’s bal
ance sheet plus some non-balance sheet items, notably 
vault cash.22

This description employs the concept of “ sources and 
uses” of reserve funds where Federal Reserve assets are 
viewed as sources of funds because increases in them pro
vide reserves to the banking system and decreases absorb

22 Banks may satisfy all or part of their reserve requirements during a given 
reserve maintenance period with vault cash held approximately two weeks 
earlier. However, for those banks whose vault cash exceeds their reserve 
requirements, only the amount of vault cash equal to their reserve 
requirements (called applied vault cash) is included in the definition of total 
nonborrowed reserves. That is, applied vault cash is the uncontrolled reserve 
factor noted above as VC. The two-week time lag means that total vault cash 
holdings are known before the maintenance period begins. Nevertheless, 
during the period the reported data for total vault cash must be adjusted by 
removing an estimate of vault cash not applied toward reserve requirements. 
This is not known with certainty until total required reserves are calculated after 
the maintenance period ends.
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reserves. Federal Reserve liabilities, in contrast, are viewed 
as competing uses of funds, and hence increases in them 
absorb reserves and declines provide reserves. Chart 5 
presents a schematic overview of these relationships and 
how they lead to equation (3).23

The three most important contributors to the overall 
variability of RF are Federal Reserve float on the asset side, 
and currency in circulation and U.S. Treasury deposits on 
the liability side. The table (Columns 2-4) presents statistics 
on the weekly variability of these three factors individually 
over the past ten years and Column 1 shows the same infor
mation for all the reserve factors combined. The weekly in
stability of RF is important because in large part it deter
mines the extent to which the Desk conducts open market 
operations for purely defensive purposes24 Furthermore, for 
several of the major components of RF, the accuracy and 
reliability of the forecasts has been related to changes in 
their volatility.

Treasury deposits seem to have exerted the greatest 
influence on the relative instability of RF over time. From 
1976 to the early 1980s the variability of RF fell from over $2 
billion per week to only $1 billion due to a sharp decline in 
the volatility of Treasury deposits, which more than offset 
increases in the weekly variability of float and currency in

In Chart 5 various Federal Reserve assets and liabilities have been combined 
in order to simplify the presentation. More detailed descriptions of these items 
can be found in The Federal Reserve System: Purposes and Functions, Board 
of Governors of the Federal Reserve System (1984) and Staff acts: 
Understanding Federal Reserve Statistical Reports, Federal Reserve Bank of 
New York (November 1981).

Fluctuations in required and excess reserves are, of course, also important. 
During 1985 the average absolute changes in required and excess reserves 
(measured over two-week reserve maintenance periods) were $0.7 billion and 
$0.2 billion, respectively.

circulation. Since the early 1980s Treasury deposits and cur
rency have become somewhat more volatile, while float has 
become less volatile. On balance, the overall variability of 
RF has increased to $1.7 billion per week in 1985, the high
est value since the late 1970s. More details on these chang
es are provided in the following sections.

Federal Reserve float
Federal Reserve float, a source of bank reserves (Chart 5), 
arises primarily from the Federal Reserve’s check clearing 
activities. Float is created when reserve credit is given for 
checks deposited with the Federal Reserve according to 
time schedules that do not always reflect the time needed to 
collect payment for these items. Thus, increases in float pro
vide reserves to the banking system and declines absorb 
reserves.

Historically, Federal Reserve float has been one of the 
more important reserve factors. Over the past decade float 
has varied from an annual level of $6.6 billion in 1979 to 
$0.8 billion in 1985 (table). Between 1976 and 1979, the 
level of float more than doubled, in part because of increas
es in check volume. During this period the total dollar vol
ume of checks handled by the Federal Reserve increased 
from $4.6 to $9.0 trillion. Higher float levels were also attrib
utable to a tendency by some users of Federal Reserve 
services to write checks drawn on banks located in remote 
areas of the country. This method of remote disbursement 
benefited users by increasing the length of time it took for 
checks to clear.

From 1979 to 1985 float declined steadily, due primarily 
to initiatives taken by the Federal Reserve and as a conse
quence of the Monetary Control Act of 1980. In the late 
1970s, the Board of Governors called for the elimination of

Reserve Factors-Weekly Variability and Average Levels*
In billions of dollars

(1) (2) (3)
All reserve Federal Reserve Currency in U.S. Treasury

factors(RF)t float _  circulation _  deposits ___
Year_______________________________________ |_AJ____________ Level_________ j_AJ__________Level_________ l_AJ_________ Level_________ IA I
1976   2.1 2.6 0.4 88.4 0.4 7.3 2.0
1977   2.0 3.7 0.5 96.5 0.5 7.4 2.1
1978   1.8 5.5 1.0 106.1 0.5 8.0 1.7
1979   1.3 6.6 1.2 116.6 0.5 3.2 0.4
1980   1.0 4.6 1.0 127.5 0.6 3.0 0.6
1981   1.0 3.3 0.7 137.5 0.7 3.2 0.4
1982   1.3 2.5 0.6 147.4 0.8 3.8 0.8
1983   1.3 1.8 0.5 160.7 0.7 4.1 0.9
1984   1.5 0.8 0.5 173.9 0.8 4.4 1.2
1985   1.7 0.8 0.4 185.5 0.9 4.1 ■ f l H H I

Variability is measured by the average absolute change, I"A I, in the indicated series calculated over one-week periods. For 1985 the comparable figures 
measured over two-week reserve maintenance periods were: all reserve factors $2.0, Federal Reserve float $0.3, currency in circulation $1.2, and U.S.
T reasury deposits $1.4. 

t Excludes extended credit borrowing.
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remote disbursement activities, and efforts were made with
in the System to lower float through improved check moni
toring and processing procedures. The Monetary Control 
Act required the Federal Reserve to begin levying special 
charges for float and float pricing was instituted during 1983. 
During the 1979-85 period, the Federal Reserve’s check vol
ume increased only slightly, rising to $9.6 trillion in 1985, 
because banks made more use of alternative check pro
cessing services. The combined effect of these forces was 
to reduce float to an annual level of $0.8 billion in 1985. And 
as float levels declined, so did their volatility. The average 
absolute weekly change in float dropped from $1.2 billion in
1979 to $0.4 billion in 1985 (table).25

The level of float is affected by seasonal variations in 
business activity and in particular by bank holidays and ran
dom disruptions of the check clearing process. The yearly 
seasonal pattern for float is roughly U-shaped, but with low
er volatility in recent years this pattern is less pronounced 
(Chart 6). Still, float tends to rise in November and Decem
ber as check volume increases around the holidays, and to 
remain high through the winter months when transportation 
delays are most severe. For the remainder of the year float 
remains relatively flat.

The initial forecasts of Federal Reserve float are based 
on estimates of the overall trend and the rough monthly

25 For a more detailed description of float over the past decade see John E.
Young, “ The Rise and Fall of Federal Reserve Float,”  Economic Review, 
Federal Reserve Bank of Kansas City (February 1986), pages 28-38.

seasonal patterns. These projections are then translated 
into expected weekly and daily patterns. The forecasts are 
updated daily with data on the prior day’s float level from the 
Federal Reserve balance sheet, and any advance informa
tion on the potential impact of random events on the level of 
float. For example, each day the projections staff is in touch 
with the Interdistrict Transportation Service (ITS) based at 
the Federal Reserve Bank of Boston, which monitors the 
network of air carriers delivering checks between Federal 
Reserve districts. ITS provides estimates on the dollar 
amount of float created by late check deliveries, which are 
incorporated into the daily float projection. District Reserve 
banks also provide information about delays in check pro
cessing or equipment failures that could lead to float in ex
cess of $100 million.26

Another aspect of float forecasting is incorporating cor
rections for errors that arise in processing various types of 
transactions through bank reserve accounts. For example, 
over-crediting a bank’s reserve account for checks received 
can occur in the check clearing process. When these errors 
are discovered, corrections referred to as “ as of adjust
ments” are made. The amount of the adjustment is calculated 
“ as of” the point in time when the error occurred. These 
adjustments are not a Federal Reserve balance sheet item but 
must be included in the forecast of the supply of nonborrowed 
reserves because they affect the calculation of whether a bank 
has met its reserve requirement. At times these adjustments 
can be quite large—several billion dollars, in the case of a 
severe disruption of the wire transfer system. However, they 
are not a great source of uncertainty, since data on the aggre
gate amount of these adjustments processed each day are 
available the next morning, and in addition the projections staff 
is alerted by district Reserve banks when “ as of adjustments” 
processed during the day sum to $100 million or more.

Currency in circulation
Currency in circulation is one of the competing uses of re
serve funds (Chart 5) ,27 A bank requiring currency to satisfy 
the needs of its customers obtains it from the local Reserve 
bank and pays with a debit to its reserve account. When the 
public’s demand for currency falls and currency is returned 
to the Federal Reserve, banks’ reserve accounts are credit
ed. Thus, increases in currency in circulation absorb bank 
reserves, and decreases in currency provide reserves.28

26 For earlier work on the causes of float see Irving Auerbach, “ Forcasting Float," 
Essays in Money and Credit, Federal Reserve Bank of New York (December 
1964), pages 7-12 and Arline Hoel, "A Primer on Federal Reserve Float,” 
Monthly Review, Federal Reserve Bank of New York (October 1975), pages 
245-253.

27 Currency in circulation as defined here includes all paper money issued by the 
Federal Reserve and coin issued by the Treasury, held by the public or in bank 
vaults. It excludes currency held by the Reserve Banks and the Treasury.

28 To the extent that banks hold some amount of currency as vault cash, (p. 30)
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Of all the reserve factors, currency in circulation has the 
greatest long-run impact on the supply of nonborrowed re
serves. Currency in circulation has more than doubled in the 
past decade, increasing at a rate of about $11 billion per 
year (table). By contrast, float and Treasury deposits have 
been relatively stable in the past few years. Increased de
mand for currency results in a persistent drain on the supply 
of nonborrowed reserves, and an important share of open 
market operations over the year is directed toward meeting 
this reserve need.

Along with the growth in the level of currency, there has

Footnote 28, continued
the impact of these transactions on total bank reserves is, of course, offset. 
However, since there is a lag of several weeks between when vault cash is 
held and when these funds are used to satisfy reserve requirements, the offset 
occurs in a future reserve maintenance period.

been a commensurate increase in its variability from an av
erage absolute weekly change of about $0.5 billion in the 
late 1970s to nearly $1.0 billion in 1985. These figures re
flect the upward trend in currency, as well as pronounced 
seasonal movements. The Desk’s defensive operations re
spond to these short-run swings in currency demand, as 
needed. In this way, the Federal Reserve insures an orderly 
expansion or contraction in the volume of currency in circu
lation to meet the seasonal and cyclical needs in the gener
al economy, thus providing an elastic currency supply as 
envisioned by the Federal Reserve Act of 1913.

The major patterns in currency in circulation are high
lighted in Chart 7, which shows monthly average data over 
the last three years and a sketch of currency behavior dur
ing an average month. The monthly data reveal the steady 
upward trend in currency over the year and the strong sea
sonal patterns particularly around holidays. A clear pattern is 
the build-up in demand for currency around Thanksgiving 
and Christmas followed by a sharp return flow of currency 
from the public to the Federal Reserve over the first two 
months of the year.

The intra-monthly pattern in currency demand is 
shown in the insert to Chart 7. These index numbers are 
ratios of the daily levels of currency in circulation during 
1985, grouped according to working days in the month, 
to the average of all daily values. They show that, like 
M1 deposits (Chart 2), currency in circulation rises dur
ing the first half of the month as end-of-month paychecks 
and social security payments are cashed. Individuals’ rou
tine monthly disbursements cause currency holdings to 
decline over the second half of the month, but by about 
the twentieth working day currency balances are again 
being rebuilt.

For forecasting purposes it is first necessary to get a 
general idea of the public’s demand for currency given 
overall economic conditions. Thus, a conventional de
mand for currency equation is used to capture long-term 
trends in currency growth over the business cycle. This 
regression equation projects quarterly levels of currency 
based on recent trends in consumer spending and other 
economic variables. These projections are judgmentally 
adjusted according to the equation’s performance over 
time. The final adjusted forecasts of currency on a quar
terly basis are used to guide the projections for shorter 
time periods.

Since daily forecasts of the reserve factors are pre
pared for the Desk, a second set of currency equations is 
used to capture seasonal patterns in daily currency data. 
These equations use two types of variables. The first type is 
sets of sine and cosine curves designed to mirror the ob
served patterns in currency, which are repeated over the 
course of a week, a month, or a year. The second type is 
sets of dummy variables structured to capture the effects of 
holidays. Together these variables give an outline of the dai
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ly movements in currency, which are then judgmentally ad
justed to form weekly, monthly, and ultimately quarterly 
forecasts constrained by the results from the behavioral 
equation described above. In this way the daily currency 
forecasts contain cyclical as well as seasonal elements, and 
the longer-run forecasts of currency demand can be reas
sessed as new daily data become available.29

U.S. Treasury deposits
U.S. Treasury deposits are a liability of the Federal Reserve 
and a use of reserve funds (Chart 5). The Treasury uses 
this account to make payments by check and electronic 
funds transfer for all types of Federal spending. As these 
payments are made, private bank accounts and conse
quently bank reserve accounts are credited, and the Trea
sury’s Federal Reserve deposit is charged. The flow of gov
ernment tax revenues has just the opposite effect, raising 
Treasury deposits and absorbing bank reserves.

While the Treasury uses its Federal Reserve account 
primarily for payments, it also maintains accounts at com
mercial banks, referred to as Treasury tax and loan (TT&L) 
accounts, which are used to facilitate tax collections and to 
hold Treasury funds in interest bearing form until needed.30 
As noted earlier in the section on non-M1 deposits, taxes 
collected by commercial banks are generally held overnight 
as reservable demand deposits and are then either trans
ferred to the Treasury’s account at the Federal Reserve or 
invested in Treasury tax and loan note accounts. The TT&L 
note accounts earn interest at a rate one-quarter percent
age point below the average rate on Federal funds. The 
Treasury’s account at the Federal Reserve is replenished to 
cover daily expenditures by transfers of funds (referred to 
as “ calls” ) from the TT&L note accounts. These calls ab
sorb bank reserves. At other times surplus funds in the Trea
sury’s Federal Reserve account are transferred back to 
commercial banks. These transfers (referred to as “ direct 
investments” ) increase bank reserves.

Over the past ten years U.S. Treasury deposits have 
been a major contributing factor to the overall variability of 
RF (table). During the 1976-78 period the Treasury held 
most of its funds with the Federal Reserve and kept its bal
ances at commercial banks at a level which compensated 
them for services performed for the Treasury. This policy led 
to average Treasury deposits at the Federal Reserve of 
about $7.5 billion, and variability of about $2.0 billion per 
week. These wide swings in Treasury deposits had a

significant impact on the Desk’s defensive operations.31
In 1978 the present system of interest bearing TT&L 

accounts was introduced. As a result, the Treasury sharply 
reduced its deposits with the Federal Reserve and shifted 
these funds back to commercial banks. It aimed to keep an 
essentially steady level of working balances at the Federal 
Reserve, generally around $3 billion. This change in prac
tices led to an immediate decline in the variability of the 
Treasury’s Federal Reserve account to about $0.5 billion 
per week. In recent years, the aim has not changed but the 
average level of the Treasury’s account has increased to 
about $4 billion and the variability has risen to about $1 
billion per week. These changes reflect growth in the Trea
sury’s overall cash position, particularly during periods of 
heavy tax inflows. The largest swings in Treasury deposits 
have appeared around the payment dates for individual and 
corporate income taxes (Chart 8).

Forecasting the daily level of Treasury deposits at 
the Federal Reserve begins with monthly projections of 
U.S. Government receipts, expenditures, and debt financ
ing. The monthly projections are broken down into daily

31 For a more detailed discussion of the impact of Treasury deposits on defensive 
open market operations during this period, see Joan E. Lovett, “Treasury Tax 
and Loan Accounts and Federal Reserve Open Market Operations,” this 
Quarterly Review (Summer 1978), pages 41-46.

Chart 8

Treasury Deposits at the Federal Reserve
Monthly average levels 1983-85  

Billions of dollars

Source: Board of Governors of the Federal 
Reserve System.

For earlier work on forecasting currency , see Irving Auerbach, “Forecasting 
Currency in Circulation," Essays in Money and Credit, Federal Reserve Bank 
of New York (December 1964), pages 13-18.

The funds held in TT&L accounts primarily represent corporate and withheld 
income taxes. These funds also include receipts from the sale of securities 
purchased at Treasury auctions.

FRBNY Quarterly Review/Spring 1986 31
Digitized for FRASER 
http://fraser.stlouisfed.org/ 
Federal Reserve Bank of St. Louis



forecasts following the patterns from earlier months that had 
a similar structure of daily dates. Approximately 30 individual 
receipt and expenditure categories are projected.32 Each 
morning these projections are updated with new data pro
vided by the Treasury on its Federal Reserve and TT&L de
posits, as well as the individual receipt and expenditure 
items.

It is necessary to estimate not only total tax receipts but 
also whether they will be held in TT&L note accounts or at 
the Federal Reserve. Because TT&L note accounts must be 
backed by acceptable collateral, banks are only willing to 
hold a pre-determined amount of funds in these accounts. 
For the banking system as a whole these limits currently 
sum to about $23 billion. Tax receipts in excess of a bank’s 
individual limit are transferred to the Treasury’s deposit at 
the Federal Reserve. During periods of high tax receipts the 
daily amount of these transfers can be substantial, as much 
as several billion dollars. Estimates of these transfers are 
based on projections of total tax collections on a given day 
and an allowance for how close banks are to their note ac
count limits.

Other reserve factors
Aside from float, currency in circulation, and U.S. Treasury 
deposits, there are several other factors that at times can 
also significantly influence the supply of nonborrowed re
serves and must, therefore, be taken into account in the 
overall forecast. A brief description of these factors is given 
in this section.

Other deposits. In addition to banks and the U.S. Treasury, 
other types of financial institutions also maintain deposits 
with the Federal Reserve, such as Federal Government 
agencies (e.g., the Federal National Mortgage Associa
tion), foreign central banks, and international organizations 
(e.g., the World Bank). Since these deposits do not earn 
interest, they are held at relatively low levels. These ac
counts, like U.S. Treasury deposits, are liabilities of the Fed
eral Reserve and a use of bank reserves (Chart 5 ). Thus, 
movements of funds through them have an inverse effect on 
the supply of nonborrowed reserves.

As with the other reserve factors, movements in these 
accounts are monitored on a daily basis. Data received each 
morning from the Foreign Operations and Accounting de
partments here at the Federal Reserve Bank of New York 
are used to adjust the daily forecasts. Longer term forecasts 
rely on historical moving averages of these series plus some 
allowance for known seasonal variations. For example, peri
odic increases in foreign central bank deposits occur around 
the middle and end of each month due to an increased vol
ume of inter-country payments. Similarly, the deposits of 
certain Federal agencies tend to run higher than normal dur-

32 These categories appear in the U.S. Treasury’s published Daily Treasury 
Statement.

ing periods when large interest payments or debt redemp
tions are due.

Foreign repurchase agreement (RP) pool. As noted above, 
foreign central banks hold a relatively low level of deposits 
with the Federal Reserve (about $200 to $300 million). On 
most days, however, the amount of funds that accumulates 
in these accounts is considerably greater than foreign cen
tral banks desire to hold there. These funds are pooled and 
invested in overnight repurchase agreements either with the 
Federal Reserve or in the market through government secu
rities dealers.

Even though the foreign RP pool is not a Federal Re
serve balance sheet item, it is treated in practice as a re
serve factor because it affects the supply of nonborrowed 
reserves. If the pool is invested overnight in securities from 
the Federal Reserve’s portfolio, bank reserves are absorbed 
because the funds that flow into foreign central bank ac
counts are not returned to the banking system. If, however, 
the foreign RP pool is invested overnight with government 
securities dealers, no net effect on bank reserves occurs. 
Such investments are referred to as customer-related RPs.

Forecasts of the supply of nonborrowed reserves in
clude estimates of the foreign RP pool and routinely assume 
that it will be invested with the Federal Reserve. If, however, 
these funds are arranged as customer-related RPs, re
serves would be supplied to the banking system relative to 
the original forecast.

Each morning the daily estimates of the foreign RP pool 
are updated with the latest information on flows of funds 
through foreign central bank accounts, while longer-term es
timates attempt to capture the more regular intra-monthly 
variation in these accounts. Since the foreign RP pool can 
be quite large at times, it has an important impact on the 
reserve outlook. During 1985 the foreign RP pool averaged 
$3.8 billion, and its weekly variability, as measured by the 
average absolute change, was $0.4 billion.

Extended credit borrowing. In earlier sections, the supply of 
reserves provided to the banking system through the Feder
al Reserve discount window was pictured as a single homo
geneous series (B R ). In practice, such loans fall into one of 
three general classifications: adjustment credit, seasonal 
credit, and extended credit (extended credit as defined in 
Regulation A less its seasonal credit component). In con
ducting open market operations the Desk views the third 
category, extended credit borrowing (ECB), as one of the 
technical reserve factors. That is, in terms of equation (8 ), 
BR is defined as adjustment plus seasonal credit, and ECB 
is included in RF.

Extended credit borrowing is provided through two 
programs designed to assist depository institutions in meet
ing somewhat longer-term needs for funds. One program 
provides credit to institutions with special difficulties arising
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from exceptional circumstances or practices involving only 
that institution. Assistance in these cases is provided only 
when funds are not available from other sources. The sec
ond program is for situations where more general liquidity 
strains affect a broad range of institutions.

Over the past few years, ECB has varied over a fairly 
wide range from close to zero in late 1983 to a high of $7.0 
billion in August 1984. During 1985 it averaged $0.7 billion. 
Such variability can have an important effect on the short- 
run supply of nonborrowed reserves, and hence projections 
of ECB are included along with all the other components of 
RF. The estimates of ECB are made with information gath
ered from the Board of Governors and district Reserve 
Banks.

Foreign currency. The Federal Reserve’s holdings of foreign 
currency are included in the other assets category of the 
balance sheet and as such are considered a source of bank 
reserves (Chart 5 ). Changes in the level of foreign currency 
come about through foreign exchange intervention. The pro
ceeds of intervention are normally divided equally between 
the Federal Reserve and the U.S. Treasury’s Exchange Sta
bilization Fund (ESF). In both cases, bank reserve ac
counts are credited when the Federal Reserve purchases 
foreign currency and are debited as a result of Federal Re
serve sales.33

To the extent that foreign exchange intervention by the 
Federal Reserve for its own account affects the supply of 
nonborrowed reserves in relation to the Desk’s objective, it 
will be offset or “sterilized” through open market operations. 
That is, in terms of equation (8) a change in RF produced 
by Federal Reserve foreign currency transactions that is in
consistent with the path for NBR will be offset by OMO. 
Foreign exchange intervention for the ESF, however, is nor
mally sterilized through a different channel. In the case of a 
foreign currency purchase for example, the ESF redeems 
special-issue Treasury securities to obtain dollars for inter
vention. When these securities are redeemed, funds are 
transferred from the Treasury’s general account to its ESF 
account at the Federal Reserve. The ESF account is then

33 Other discussions on this topic include Anatol B. Balbach, “The Mechanics of 
Intervention in Exchange Markets," Federal Reserve Bank of St. Louis Review, 
Volume 60 (February 1978), pages 2-7 and Roger M. Kubarych, "Monetary 
Effects of Federal Reserve Swaps,” this Quarterly Review (Winter 1977-78), 
pages 19-21.

charged and the reserve accounts of the sellers’ banks are 
credited. On the Federal Reserve balance sheet this in
crease in bank reserves appears as the offsetting entry to 
the decline in Treasury deposits. The reserve increase is 
sterilized when the Treasury makes a call on the tax and 
loan note accounts to restore the general account to its 
initial level.

For forecasting purposes the Foreign Operations area 
provides daily information on the extent and timing of any 
foreign exchange activities. The reserve effect of foreign ex
change transactions occurs when the transactions settle, 
usually two business days after the initial agreement. Thus, 
the Desk is informed in advance of any change in the supply 
of reserves from this source.

Summary
A broad range of economic and technical information is 
brought together from many sources to make the projec
tions of the potential demand and supply of bank reserves 
for the Open Market Trading Desk. On the demand side, 
forecasts of the demand for required reserves are based 
primarily on projections of deposits included in the narrow 
definition of the money supply, M1. These forecasts are up
dated as official reports of deposits are submitted by banks 
to the Federal Reserve. Estimates of the demand for excess 
reserves reflect a variety of seasonal influences, as well as 
the effects of regulatory changes. Taken together the pro
jections of required and excess reserves are used to help 
build a target path for nonborrowed reserves (nbr). calcu
lated as the expected total demand for reserves less the 
Desk’s assumption for borrowings from the discount window.

On the supply side the forecasts focus on the technical 
factors on the Federal Reserve’s balance sheet, such as 
float, currency in circulation, and U.S. Treasury deposits. 
These estimates are revised daily by using the latest data on 
Federal Reserve assets and liabilities, and are combined to 
form a projection of the prospective supply of nonborrowed 
reserves (nbr)-

Thus, each day the Trading Desk receives an updated 
estimate of the need for defensive open market operations 
(expressed as nbr less nbr ) the components of which are 
known with varying degrees of certainty. This forecast 
serves as a guide for Desk operations, but given the volatili
ty of bank deposits and reserve factors, and the resulting 
risk of forecast error, it is a guide that is used cautiously.

John C. Partlan, Kausar Hamdani, and Kathleen M. Camilli
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Monetary Policy and Open 
Market Operations in 1985

Monetary policy in 1985 sought to encourage sufficient 
money and credit growth to sustain the economic expansion 
against a background of relatively well-contained inflationary 
and cost pressures. Economic growth tended to be slower 
than the rapid pace in 1983 and the first half of 1984. Policy 
decisions were made amid considerable uncertainty about 
how to interpret the behavior of money. It appeared that 
money demand was increasing, particularly for the narrow 
M1 definition. The strength in demand was seen as a reac
tion to lower inflation and related declines in nominal inter
est rates, as well as to a pronounced narrowing of the differ
ential between market rates and rates on interest-bearing 
transactions accounts. In the face of a generally sluggish 
economic expansion, the Federal Open Market Committee 
(FOMC) accommodated to varying degrees the relatively 
rapid growth in M1. However, it continued to be alert to a 
possible leveling-off of money demand to guard against al
lowing excessive monetary growth which would foster re
newed inflationary forces.

A variety of other factors, outside the direct control of 
the FOMC, framed the environment in which policy func
tioned. The huge Federal and current account deficits and 
the uneven participation by various sectors in the economic 
expansion were constant sources of concern in the policy-

Adapted from a report submitted to the Federal Open Market Committee by 
Peter D. Stemlight, Executive Vice President of the Bank and Manager for 
Domestic Operations of the System Open Market Account. Ann-Marie 
Meulendyke, Manager, Securities Department and Sandra Krieger, Chief, 
Securities Analysis Division were primarily responsible for preparation of this 
report. Other members of the Securities Analysis Division assisted in the 
preparation. Robert Van Wicklen, Senior Statistican; Douglas Schindewolf, 
Market Research Analyst; and Laura Raftery, Assistant Economist, each 
prepared sections. Connie Raffaele, Senior Statistician, oversaw the checking 
and production of the report.

making process. Interest rates, both in nominal terms and 
relative to recent inflation rates, were higher than they might 
have been without the Federal deficits, although rates did 
fall substantially over the year.

The persistent large budget deficits were a source of 
year-long Congressional debate. At times, the prospects for 
fundamental changes seemed dim; debate continued until 
August before agreement was reached on a budget for fis
cal 1986. The latter part of the year was taken up by debate 
on a new approach to deficit reduction, the so-called 
Gramm-Rudman-Hollings amendment to the bill to increase 
the debt ceiling, which was passed in December. The 
amendment mandated year-by-year reductions of the deficit 
to zero by 1991. According to the amendment, if the Admin
istration and Congress could not agree on a budget consis
tent with the yearly deficit ceilings, then across-the-board 
spending cuts would be made automatically to all programs 
not specifically exempted. The financial markets were en
couraged by the amendment even though its constitutional
ity was under question from the start, and there was much 
doubt about whether it would achieve the mandated deficit 
reduction.

During 1985, foreigners continued to be willing to in
crease holdings of dollar assets, thereby helping to finance 
part of the Federal deficit and to keep the dollar relatively 
strong internationally even in the face of unprecedented cur
rent account deficits. The exchange value of the dollar did 
fall irregularly during much of the year after having risen 
sharply in January and February to levels almost universally 
perceived as unrealistic. In September, the Group of Five 
industrial nations (G -5 )1 agreed to encourage further appre-

1 France, Japan, the United Kingdom, the United States, and West Germany.
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ciation of nondollar currencies and succeeded, through mar
ket intervention and comments by various central bank and 
Treasury officials, in promoting significant exchange rate 
adjustments.

The continued high value of the dollar during the year 
contributed to strains in several sectors of the economy that 
are heavily dependent on exporting. Agriculture and the 
lending institutions that service it, along with some types of 
manufacturing that are in close competition with imports, 
were particularly weak. The pressures in the adversely af
fected areas encouraged a worrisome demand for protec
tionist measures. Weakness in these areas was offset by 
strong growth in the service sectors.

Mindful of these crosscurrents and uncertainties, the 
FOMC continued to pursue its objectives flexibly, drawing on 
a number of monetary and economic developments to help 
shape its policy decisions. It instructed the Trading Desk 
here at the Federal Reserve Bank of New York (FRBNY) to 
follow the same basic approach to policy implementation 
that had been used in the previous two years. Under these 
procedures, the FOMC stated in its directives a desired de
gree of pressure on reserve positions, translated for opera
tional purposes into a level of adjustment plus seasonal bor
rowing at the discount window. It then indicated factors to 
be taken into account in determining whether an adjustment 
to the degree of reserve pressure might be appropriate, in
cluding developments in monetary aggregate growth, eco
nomic activity, inflation, and the credit and foreign exchange 
markets. The weights given to the factors entering the deci
sion and the urgency for change in one direction or another 
shifted from meeting to meeting depending on the Commit
tee members’ perceptions of the balance of likely risks. Af
ter the G-5 agreement, for instance, the exchange value of 
the dollar got more attention in the day-to-day decision mak
ing process.

Several special factors affected the technical imple
mentation of policy during the year. A crisis of confidence 
affected privately-insured thrift institutions in Ohio and sub
sequently in Maryland. For a few months, the Desk adjusted 
the discount window borrowing assumptions to avoid unin
tentional changes in reserve pressure as these institutions 
met some of their liquidity needs at the discount window. 
Reserve availability was subject to very large swings and 
considerable uncertainty as the Treasury’s cash balances at 
the Federal Reserve moved up and down dramatically sev
eral times during the year. Disruptions were particularly 
severe during the fourth quarter as the Congress delayed 
action to increase the debt ceiling while it debated the 
Gramm-Rudman-Hollings amendment. Late in the year, a 
massive securities clearance failure disrupted reserve man
agement and forced one bank to borrow an unprecedented 
$22.6 billion overnight at the discount window. The event 
put a spotlight on the vulnerabilities of the payments system 
in an era of increasingly heavy payments flows.

The monetary aggregates
For the year, the narrow M1 measure grew at a rate sub
stantially above its planned growth range even after the 
range was rebased and widened at midyear (Chart 1). How
ever, the broader aggregates, M2 and M3, grew at rates 
within their annual ranges (Charts 2 and 3 ). The persistent
ly strong growth in M1 moved it out of line with its traditional 
relationships to economic activity and the broader aggre
gates. The measure of nonfinancial debt monitored by the 
Committee also exceeded its range (Chart 4 ).2

In 1984, it had appeared that the behavior of M1 was 
returning to a more normal relationship with the other mea
sures. Its income velocity3 returned to an increasing pattern 
after having fallen sharply in late 1982 and much of 1983. 
However, M1 velocity declined steeply throughout 1985 
(Chart 5 ). The FOMC looked for clues to explain the excep
tional growth of M1 and interpreted it in the context of the 
behavior of the broader aggregates and the outlook for eco
nomic activity, inflationary pressures, conditions in foreign 
exchange markets, and developments in the domestic and 
international financial markets.

The Committee had long recognized that changes in 
the relationship of M1 to income had developed as deposit 
deregulation took effect. In the late 1970s, but more dramat
ically in the 1980s, a series of rule changes permitted the 
payment of market-related rates on consumer time and sav
ings instruments and of explicit interest on consumer trans
actions accounts. The latter, called NOW and Super NOW 
accounts,4 became a mix of relatively high velocity transac-

2 For a more detailed discussion of the behavior of the aggregates see John 
Wenninger and Lawrence J. Radecki, "Monetary Aggregates in 1985," this 
Quarterly Review {Winter 1985-86), pages 6-10.

All money and debt growth rates cited in this report are based on the data 
available before the benchmark and seasonal revisions in February and March
1986. The earlier data were used because they represent the information 
available to the FOMC members at the time their decisions were being made. 
The revisions raised the fourth quarter to fourth quarter growth rate of M1 from 
11.6 to 11.9 percent. They left the M2 growth rate unchanged at 8.6 percent. 
The growth rate of M3 was lowered from 7.9 to 7.7 percent. The non-M2 
component of M3 was revised downward because of slower growth of thrift 
repurchase agreements. The quarterly growth patterns of the aggregates were 
generally similar to what they had been before the revisions. The growth rate of 
domestic nonfinancial debt was revised to 13.9 percent from 13.5 percent.

3 The income velocity of M1 is defined as nominal GNP divided by the level of 
M1.

4 Interest is paid on a NOW account, and unlimited withdrawals are allowed to be 
made by negotiable or transferable instruments to make payments to third 
parties. Since December 31, 1980 all depository institutions have been allowed 
to offer NOW accounts to individuals, nonprofit organizations, and 
governments. Prior to that, issuance was limited to selected states in the 
Northeast. Regulations stipulated that the interest rate paid on the deposit 
could be no higher than 51/ 4 percent until early 1986, when the interest rate 
ceiling would be removed. Super NOW accounts were authorized on January 
5,1983. These accounts were similar to NOWs but were distinguished by 
having a $2,500 minimum balance (cut to $1,000 in January 1985 and 
eliminated in January 1986). In addition, there were no restrictions on the rate 
of interest that could be paid.
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tions vehicles and low velocity savings vehicles. The inclu
sion of these deposits in M1 tended to reduce its overall 
income velocity. It had appeared in 1984 that the behavioral 
changes in M1 stemming from regulatory changes might be 
nearing completion. However, a new pattern of response 
also seemed to be developing. Banks generally adjusted the 
rates offered on Super NOW accounts slowly and could not 
raise the rates on NOW accounts because of the mandatory 
interest rate ceiling. Consequently, the sensitivity of M1 ve
locity to changes in market rates appeared to have in
creased. When market rates fell in the latter part of 1984 
and in 1985, holding funds in NOW and Super NOW ac
counts became much less costly, since, in percentage 
terms, the opportunity cost of holding deposits in these ac
counts declined by relatively more than market interest 
rates.

Beyond the effects of regulatory changes on velocity 
was the response to the lowering of inflation and inflationary 
expectations. As interest rates fell, partly reflecting greater 
price stability, and as holding wealth in money form became 
less costly, the quantity of money demanded rose. The sig
nificant decline in interest rates during the second half of 
1984 and through much of 1985 was likely a factor in the 
buildup of individual and business cash balances.

In February, the Committee adopted the 4 to 7 percent 
growth rate range for M1 from the fourth quarter of 1984 to
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the fourth quarter of 1985, which was provisionally estab
lished at its July 1984 meeting. The range was predicated 
on the tentative expectation that M1 velocity would rise in 
1985, though possibly more slowly than in the previous year 
or than its trend of the 1960s and 1970s. At that point the 
members were not particularly disturbed by the strong 
growth M1 was exhibiting in the early part of the year, noting 
that it had followed a period of slow growth. They expected 
M1 growth to move gradually into the target range as the 
year progressed assuming velocity followed the anticipated 
pattern. The use of parallel bands around the middle of M1 ’s 
desired growth range tended to de-emphasize the artificially 
narrow range early in the year depicted by the traditional 
growth cones.

Through April, it still looked as if M1 might settle down 
to a pattern that would bring it within the growth range. How
ever, the rapid growth in May and June made it apparent by 
midyear that M1 growth was out of line with expectations. It 
expanded at a 101/ 2 percent annual rate from the fourth 
quarter of 1984 to the second quarter of 1985. Over the 
same period demand deposits increased at a rapid 8 per
cent annual rate, checkable interest-bearing transactions 
accounts increased at a 19 percent annual rate, and curren
cy increased at a 7 percent annual rate; M1 velocity de
clined at a substantial 43/4 percent annual rate.

At its semiannual review of monetary targets in July, the 
Committee concluded that the above-target expansion in 
M1 could be accepted for the first half of the year in light of 
the sluggish growth in economic activity, relatively 
well-contained price pressures, and a high value of the dol
lar in foreign exchange markets. Moreover, growth in the 
broader aggregates up to that point had been consistent 
with the Committee’s earlier expectations.

In its outlook for the remainder of 1985, the Committee 
generally expected a gradual return of velocity growth 
toward more usual patterns. In the absence of sufficient ex
perience with the new institutional framework surrounding 
M1 and since the deregulation had occurred alongside a 
general decline in inflation and market interest rates, the 
members were uncertain about what new trend in velocity 
may have been emerging or the precise nature of the rela
tionship between fluctuations in interest rates and the mon
ey supply. However, the Committee leaned toward the belief 
that the public’s demand for M1 had risen more or less per
manently and that once the adjustment to lower interest 
rates and inflation was complete, velocity would increase 
again. Thus, the Committee chose to rebase M1 in the sec
ond quarter and reset the growth range at 3 to 8 percent. 
This relatively wide range recognized the uncertainties sur
rounding the behavior of M1 yet still implied a substantial 
slowing in growth from the pace of the first half.

In fact, velocity did not resume its climb in the second 
half of the year, but instead continued to drop—at a 6 per
cent annual rate in the last two quarters of 1985. M1 ex-
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panded at a 12 percent annual rate from the second quarter 
to the fourth quarter of 1985, far above the new range set in 
July. This brought M1 growth for the four quarters to about 
111/2 percent. The components’ respective rates of growth 
in the second half of the year were similar to those for the 
first half of the year. For the four quarters of 1985, check
able interest-bearing transactions accounts grew 21% per
cent, about double the 1984 pace but similar to the pace in 
1983 when Super NOW accounts were introduced. Curren
cy expanded by a more typical 71/ 2 percent.

Demand deposits grew 81/4 percent, the highest rate of 
increase since 1972. Business demand balances accounted 
for a good part of the expansion, especially balances of fi
nancial businesses. The strength may be partially explained 
by the impact of declining interest rates which reduced in
centives to economize on demand deposits and encour
aged increased levels of compensating balances. In addi
tion, financial problems that developed in certain areas of 
the market may have encouraged more cautious bank and 
cash management practices. The high transactions volume 
associated with the strong stock market may also have built 
up these balances. Whether these factors in combination 
fully explain the expansion is an open question. Consumer 
demand deposit growth for the year was relatively modest, 
although it showed considerable volatility. Presumably some 
consumers switched during the year from demand deposits 
to interest-bearing accounts.

The Committee’s target ranges for M2 and M3, estab
lished in February, were 6 to 9 percent and 6 to 91/2 percent, 
respectively, with the upper ends of each raised one-half of 
a percentage point from the tentative 1985 ranges proposed 
in July 1984. These were technical adjustments, in response 
to estimates that M2 velocity growth would be more in line 
with its long-term trend of little change. M2 velocity growth 
had been very depressed late in 1982 and early in 1983 
when the introduction of MMDAs drew funds into M2 depos
its, but it had been above its long-term trend line in 1984 
(Chart 6). Growth in the nontransactions component of M2 
was strong in the first two months of 1985, propelled by 
growth in small time and savings deposits and noninstitu- 
tional money market mutual funds. For a time, these instru
ments were more attractive in yield than other instruments, 
as declines in rates paid on them lagged declines in market 
rates. The spread narrowed over the course of the year, and 
nontransactions M2 growth moderated. Over the year, M2 
growth was probably restrained to an extent by a restructur
ing of household portfolios with such non-M2 instruments as 
shares of stock and bond mutual funds. From the fourth 
quarter of 1984 to the fourth quarter of 1985, M2 grew by 
81/ 2 percent, consistent with the Committee’s goals, and its 
nontransactions component grew by 73/4 percent. Income 
velocity growth for M2 in 1985 turned out somewhat below 
the long-run trend line although it was much less depressed 
than that for M1.
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M3 growth at 8 percent for the four quarters of 1985 fell 
comfortably within its annual range. Its non-M2 components 
were exceptionally weak, growing only 51/ 2 percent over 
1985. (The growth in these components was lowered to 4 
percent reflecting seasonal and benchmark revisions in 
February and March 1986.) Large time deposits, the largest 
component of M3 not included in M2, grew very slowly dur
ing the year. Reflecting the slow growth in that component, 
the pattern of M3 velocity moved below its trend by less 
than either of the narrower measures (Chart 7 ).

Banks and thrifts have been relying less on funding 
through large negotiable certificates of deposit (CDs). De
regulation has allowed them to attract more consumer de
posits, a less costly alternative to routine CD funding. In 
addition, stricter capital requirements have retarded balance 
sheet growth. Accordingly, the need to issue CDs has de
creased as loan growth has slowed.

The monitoring range for domestic nonfinancial debt 
established by the Committee in February was 9 to 12 per
cent, which contemplated a slowing from the 131/ 2 percent 
rise in 1984. Instead, the debt measure expanded by 131/ 2 
percent from the fourth quarter of 1984 to the fourth quarter 
of 1985, driven by the Federal deficit, rising consumer credit, 
the substitution of debt for equity as a result of mergers and 
other financial reorganizations, and the acceleration of state 
and local debt issuance in response to proposed tax law 
changes.

The economy and financial markets
Economy
The pace of economic expansion slowed considerably in 
1985. Real GNP grew at only a 2.1 percent rate from the 
fourth quarter of 1984 to the fourth quarter of 1985, com
pared with 4.7 percent a year earlier.5 The pace for 1985 
was somewhat below the average growth in the third year of 
postwar expansions. According to the revised data, eco
nomic growth rebounded from the negligible rate at the end 
of 1984 to a moderate rate in the first quarter of 1985, led by 
a drop in net imports and a rise in consumption.6 The pace 
then slowed in the second quarter, picked up modestly in 
the third quarter, and dropped off again in the final quarter. 
(Initial figures had shown essentially no growth in the first 
quarter, a slight pickup in the second quarter and a further 
acceleration in the third quarter.) A major factor slowing the 
expansion was the rise in net imports. The other major neg
ative factor was reduced inventory accumulation. Except for 
the last quarter, the primary source of strength in the econo
my was consumer spending, which outpaced income growth

The economic information incorporates major revisions in historical GNP data 
made through April 1986, including a rebasing from 1972 to 1982 in the 
implicit price indexes and constant dollar series and revisions in nominal series 
back to 1973.

All data referred to in this section are seasonally adjusted.

and led to a drop in the savings rate to 4.6 percent, the 
lowest since 1949. Consumption was boosted in the third 
quarter by strong auto purchases stimulated by financings 
offered by dealers at below-market interest rates. Its growth 
dipped to a negligible pace in the final quarter as these fi
nancings were temporarily discontinued and auto sales fell. 
Government spending and business investment then took 
up the slack and outweighed the rise in net imports.

While real GNP growth was modest, there was none
theless a small net decline in the civilian unemployment 
rate, from 7.2 percent in December 1984 to 6.9 percent in 
December 1985, the lowest since April 1980. Manufacturing 
employment was weak, reflecting the worsening trade defi
cit. From December 1984 to December 1985, manufacturing 
employment declined 170,000 while total nonfarm payroll 
employment rose by nearly three million.

Inflation remained subdued for the fourth consecutive 
year. The good price performance benefited from modest 
wage settlements, low capacity utilization compared with the 
average of postwar expansions, weakness in agricultural 
prices, and oil price declines late in the year. The implicit 
price deflator rose by only 3.1 percent from the fourth quar
ter of 1984 to the fourth quarter of 1985, compared with 4.1 
percent in the previous year; it was the slowest rise on that 
basis since 1967. From December 1984 to December 1985, 
the consumer price index rose 3.7 percent while the produc
er price index rose 2.1 percent, compared with increases of 
4.0 and 1.7 percent, respectively, a year earlier.

Domestic financial markets
Interest rates fell substantially over the year on intermediate- 
and long-term debt (Chart 8 ). Short-term rate declines kept 
pace with those in the longer term markets through midyear 
but did not participate in the rallies in the longer term sectors 
during the latter part of the year in the absence of further 
declines in the Federal funds or discount rate (Chart 9 ). 
Consequently, the yield curve flattened considerably by the 
end of the year (Chart 10). The Treasury’s constant maturi
ty yield indexes dropped about 2 to 2% percentage points 
on 2- to 30-year maturities while Treasury bill rates declined 
80 to 140 basis points.

January’s atmosphere was largely bullish with the 
monetary and inflation picture fueling participants’ hopes 
of an easing in System policy. Then from late January to 
mid-March rates rose sharply, reaching their highs of the 
year on most categories of securities. Chairman Volcker in 
his February “Humphrey-Hawkins” testimony noted an end 
to the System’s recent policy easing. Against this back
ground, participants reacted bearishly to strong monetary 
data, signs of stronger economic growth, and an abrupt 
drop in the dollar following concerted central bank inter
vention in late February. There was also some concern 
that the weaker dollar might reduce foreign demand for 
U.S. securities.
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Around mid-March the markets began a fairly sustained 
rally that, with a few brief interruptions, was to last through 
early July. Data suggesting weakness in the economy en
couraged hopes of an easing in System policy, including a 
discount rate cut. In this atmosphere reserve provisions by 
the Desk, though recognized as technical, were viewed pos
itively and some ordinarily bearish money supply data were 
shrugged off. Signs of progress in reducing the Federal bud
get deficit also boosted sentiment. The cut in the discount 
rate before the May FOMC meeting prolonged the bullish 
momentum. Major banks lowered their prime lending rates 
from 101/ 2 to 10 percent at the time of the discount rate cut 
and to 91/ 2 percent in mid-June.

Another moderately bearish period began in July, after 
Chairman Volcker’s midmonth Humphrey-Hawkins testimo
ny which discouraged participants’ hopes for a near-term 
easing. Efforts to come up with a Federal budget to reduce
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the deficit stalled in Congress, and mixed economic reports 
during the period muddled the economic outlook. Dealers 
approached the August Treasury refunding with some ap
prehension that the weaker dollar would reduce foreign de
mand for U.S. securities, but the auctions went well at the 
prevailing higher rates.

Between mid-August and late October, rates moved 
moderately in either direction, largely in step with changing 
perceptions of the economy’s strength. The most sizable 
rate movements were a rise in early September and a de
cline later that month. The G-5 agreement announced on 
September 22 initially had a mixed impact, leading to a dip in 
short-term rates on the belief that the Federal Reserve
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would refrain from tightening policy but a rise in long-term 
rates due to concerns over the impact on inflation.

A bullish atmosphere began to reemerge in 
late October and rates on intermediate and long-term issues 
followed a downward trend for the balance of the year. Data 
showed continued low inflation and moderate economic 
growth. In addition, the inflation outlook benefited from a 
decision by OPEC to lift pricing restrictions and decisions 
elsewhere to increase production or reduce prices. Pros
pects for the passage of the Gramm-Rudman-Hollings 
amendment also were viewed favorably. Confidence grew 
that the G-5 agreement would preclude a firming in mone
tary policy. Official comments were read as suggesting that 
the recent high monetary growth was not inflationary, and 
that System policy was more likely to ease than to tighten. 
The comments renewed hopes of a discount rate cut. Con
gressional delays in extending the Treasury’s debt ceiling 
aided the technical condition in the Treasury market. Some 
concerns emerged briefly as to the market’s ability to absorb 
the huge backlog of debt scheduled within a short period 
once the ceiling was increased. However, dealers had es
tablished sizable short positions in anticipation of the debt 
sales, and long-term Treasury yields fell, reaching single dig
its by late November for the first time since 1980. The rally 
was sustained by the enactment of the Gramm-Rudman- 
Hollings budget balancing amendment, prospects of further 
cuts in oil prices, and more generous reserve provision by 
the Desk over the final months of the year.

The emergence of the Treasury’s STRIPS program 
(Separate Trading of Registered Interest and Principal of 
Securities) became an important element in the zero cou
pon securities market. The program allows for the separate 
trading of the interest and principal components of selected 
Treasury issues in book entry form as direct obligations of 
the U.S. Treasury. The first issues eligible for the program 
were the 10- and 30-year securities sold in the February 
refunding. In July, the Treasury introduced generic CUSIP7 
numbers (for book entry identification) on all coupon pay
ments maturing on the same date to broaden the secondary 
market in stripped issues. (The final principal payment of 
any issue retained a separate CUSIP number.) This made 
coupon payments for particular dates interchangeable, re
gardless of the original security from which the coupons 
were stripped, thus enhancing their liquidity. Coupons con
tinued to trade at different prices from the corpus of the 
same date, however, particularly since Japanese investors 
could realize tax advantages from buying the latter but not 
the former. By the end of the year a total of 11 “ strippable” 
issues had been marketed, of which $23 billion, or 28 per
cent, was converted into STRIPS. The most popular issues 
were a 20- and a 30-year bond of which 60 to 65 percent 
was converted. Stripping activity outside of the STRIPS pro
gram virtually disappeared with only a few new proprietary 
issues being created, mostly targeted at small accounts or 
at specific defeasance programs.

The market for Federally sponsored agency issues was 
affected in July by reports of the deterioration of the loan 
portfolio of the Federal Farm Credit Bank System (FFCB). 
Yield spreads between new six-month and nine-month 
FFCB bonds and comparable Treasury issues widened in 
several stages from a negligible level to as much as 80 to 85 
basis points in the fall as a series of reports pointed to large 
actual and prospective losses. For some longer dated is
sues the spreads widened to well over 100 basis points. 
Some market participants were reluctant to accept FFCB 
issues as collateral in RP transactions and at times there 
was only limited trading in FFCB securities. Spreads narrowed 
as a bill to provide backup support for the FFCB was debated 
and were about 50 basis points after the bill was passed by the 
Congress on December 18. To a lesser extent, prices of 
Federal Home Loan Banks (FHLB) securities were adversely 
affected by reports in September of plans to issue a large 
volume of new debt to shore up the ailing Federal Savings and 
Loan Insurance Corporation (FSLIC). Demand for FHLB is
sues subsequently improved and yield spreads to compara
ble Treasury issues returned to a more normal level.

Borrowing in the corporate bond market rose sharply 
from the previous year. Publicly-offered domestic sales in
creased by $46 billion to $119 billion. The lower rates that

7 The Committee on Uniform Securities Identifying Procedures assigns 
identification codes to various securities. These codes are described as 
CUSIPs.
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emerged provided an incentive to refinance old issues carry
ing high coupons. The financing of corporate acquisitions as 
well as stock purchases to forestall some unwanted take
overs also boosted issuance. Corporations took the oppor
tunity to borrow heavily in the Eurobond market when rates 
proved attractive. They did so in January at yields close to 
Treasury yields. For the year as a whole such borrowings 
totaled $36.3 billion, compared with $21.5 billion in 1984. 
Moody’s high grade corporate bond index declined 2%  per
centage points over the year, similar to the drop in Treasury 
yields on comparable 20-year maturities.

New issuance in the tax-exempt sector showed the 
most dramatic increase, more than doubling to an estimated 
$216 billion from the previous record total of $107 billion in 
1984.8 Aside from the decline in rates, the increased bor
rowing was prompted by the specter of tax reform legislation 
that might eliminate or curtail many types of issues. The 
mounting supplies limited the rate declines in the municipal 
sector and the ratio of tax-exempt to taxable yields rose to 
unusually high levels. Banks showed a ready appetite for the 
new issues, since tax reform proposals included the elimina
tion of the deductibility of carrying costs of municipal securi
ties issued after year-end 1985. Nontraditional investors 
were attracted by the relatively high yields compared with 
taxable issues. Substantial “crossover” demand was report
ed, particularly in October when there was a dearth of Trea
sury issues before the debt ceiling was increased. Bond 
funds and casualty insurance companies remained heavy 
investors. The Bond Buyer’s index of 20 municipal bond 
yields fell from 9.91 percent in late 1984 to 8.36 percent a 
year later. The decline was 65 basis points less than the 
drop in the Treasury’s 20-year constant maturity index.

Foreign exchange markets
The value of the U.S. dollar in foreign exchange markets 
peaked in late February, reaching either record highs or the 
highest level in a number of years against most major cur
rencies. The dollar had been supported by the economic 
strength and high interest rates in the United States relative 
to the more subdued economic outlook abroad. Perceptions 
of relative political stability in the United States helped fuel 
the rise. The dollar then reversed course, working irregularly 
lower over the balance of the year. Late in February, con
certed dollar sales by the United States and a number of 
other industrial countries helped put some downward pres
sure on the dollar. Around mid-March a more pessimistic 
reassessment of the outlook for the U.S. economy and a 
concomitant shift in view regarding U.S. interest rates 
emerged. The dollar dropped until late April. It then firmed a 
bit and remained fairly steady through the end of June as 
fears faded that foreign investors would liquidate their hold

8 Par amounts of long-term issues at time of sale as compiled by the Public 
Securities Association, and published in the Federal Reserve Bulletin.

ings on a large scale. Yields on dollar investments also re
mained relatively attractive. Moreover, the U.S. economy 
continued to outperform most other industrialized 
economies.

In July the dollar resumed its descent. The performance 
of the U.S. economy appeared to be more moderate than 
most observers had anticipated. Mounting U.S. trade and 
current account deficits were increasingly perceived as a 
drag on the domestic economy. Given the increase in pro
tectionist pressures, speculation emerged that the Adminis
tration might welcome a further decline in the dollar. The 
dollar declined particularly sharply following the announce
ment of the September 22 G-5 agreement, more than offset
ting the small increases in late August and early September. 
The announcement effect was supported by dollar sales by 
the United States and other central banks through late 
October. In the final two months of the year, the dollar’s 
value continued to fall amid declining U.S. interest rates 
without substantial further intervention by the Federal Re
serve in the exchange markets.

Policy implementation
Techniques
The FOMC retained the approach to implementing policy 
developed in 1983 as modified in February 1984 with the 
reinstitution of contemporaneous reserve requirements 
(CRR). Reflecting the consensus reached at the meetings, 
the Manager for Domestic Operations translated the Com
mittee’s desired degree of reserve restraint into a level of 
nonborrowed reserves consistent with the volume of adjust
ment plus seasonal borrowing at the discount window asso
ciated with the specified reserve pressure. To construct a 
maintenance period objective for nonborrowed reserves, es
timates were made of average required reserves for the pe
riod and the likely demand for excess reserves. From the 
sum of these, which is an estimate of the demand for total 
reserves, the Desk subtracted the borrowing assumption to 
get the nonborrowed reserve objective. By comparing that 
objective with the projected average supply of nonborrowed 
reserves for the two weeks, the Desk obtained an estimate 
of the open market operations needed to meet the objec
tive. In forming its strategy, the Desk also had to take ac
count of the distribution of required and nonborrowed re
serves within the period, and recognize the potential for revi
sions to the various components as the period went along. 
Both Board and FRBNY staffs made estimates of required 
reserves, with primary Desk reliance placed on the Board 
staff estimates.

Under this approach, the path for nonborrowed re
serves would change to reflect revisions to any of the path 
parameters. In practice, required reserve estimates for the 
period in progress were revised as new deposit data be
came available, usually about six times per two-week main
tenance period. During the year, the average absolute revi
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sion to the Board staff’s required reserve estimate from the 
first to the last day of the maintenance period was $235 
million, compared with $220 million in the CRR periods of 
1984. Revisions after the period ended averaged $70 million 
on an absolute basis, close to the 1984 experience.

The regular assumption for excess reserves initially re
mained at $600 million but it was raised by $50 million in late 
March and by a like amount in early August. These adjust
ments were made in recognition of actual levels that pre
vailed during the year.

As in recent years, the average level of excess reserves 
continued to grow (Chart 11). A major factor in the rise from
1980 to 1984 is believed to have been the impact of reserve 
requirement changes mandated by the Monetary Control 
Act of 1980 (MCA) and the Garn-St Germain Act of 1982. 
The MCA lowered reserve requirements on member banks 
in a series of steps over the four years through 1984 and the 
Garn-St Germain Act eliminated requirements on the first 
$2.0 million of reservable liabilities (indexed to $2.4 million 
by 1985). Lower requirements left banks with less maneu
vering room to assure a positive balance in their reserve 
account each night, and led some banks to hold a greater 
reserve cushion relative to requirements. Meanwhile, more 
nonmember institutions were opening reserve accounts at 
the Federal Reserve both to meet requirements, which were 
being phased in on an eight-year schedule, and to provide 
for check clearing. Many of the smaller institutions often 
found that they needed more reserves for clearing purposes

than they needed to meet requirements, especially since 
vault cash met the bulk of their requirements.

With the phase-in of member bank reserve require
ments completed, another large rise in excess reserves had 
not been expected in 1985. However, the volume of trans
actions clearing over the Fedwire continued to push upward 
in 1985 (Chart 11). It is likely that many banks found they 
needed an enlarged reserve cushion to avoid overdrawing 
their Federal Reserve accounts. The Federal Reserve’s ad
monitions about overdrafts and its plan for reducing daylight 
overdrafts beginning in March 1986 may have added to 
bank caution in this area. Another factor may have been the 
decline in the level of interest rates during the year which 
lessened the opportunity cost of holding idle reserve bal
ances, although the body of econometric evidence on the 
relationship between the level of the Federal funds rate and 
the level of excess reserves has been inconclusive. For the 
year, excess reserves averaged about $830 million, com
pared with $670 million in the CRR periods of 1984. Omitting 
the periods that contain the June and December 
quarter-end statement dates reduces the average for 1985 
to $795 million.

The Committee adjusted the borrowing assumption 
used in constructing the path nine times in 1985, as it had in 
1984. The range of borrowing assumptions ($300 million to 
$500 million), however, was much narrower than in recent 
years. Most adjustments to the borrowing assumption were 
made to change the degree of reserve pressure on the 
banks. However, a couple of technical adjustments also 
were made.

The Desk adjusted its reserve provision when a number 
of privately-insured thrift institutions first in Ohio and then in 
Maryland turned to the discount window when faced with 
heavy deposit withdrawals. The crisis was precipitated by 
the failure in the beginning of March of E.S.M. Government 
Securities, Inc. (ESM), a non-primary dealer, and the report 
that Home State Savings Bank in Ohio had consequently 
suffered losses which threatened to exhaust the resources 
of its insurer, the Ohio Deposit Guarantee Fund. Fear 
spread quickly that the Fund would be inadequate and peo
ple questioned the safety of deposits at other thrifts insured 
by that Fund. To stabilize the situation, the Governor or
dered temporary closings and then limitations on withdraw
als at some of the thrifts while longer run solutions were 
worked out. These took the form of expeditious review of 
applications for Federal insurance and exceptions to inter
state banking laws to encourage buyouts by stronger institu
tions. The problems in Ohio led depositors to reexamine 
private insurance arrangements in other states and made 
them particularly sensitive to reports of problems at a 
privately-insured thrift in Maryland in early May. Similar runs 
and limits on withdrawals followed in that state.

The technical effects on policy implementation arose 
since a number of the affected thrifts worked out arrange
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ments to borrow temporarily from the Federal Reserve. Be
cause of the special nature of this borrowing it did not seem 
appropriate to treat it as adjustment credit for reserve path 
purposes. It was gradually shifted to the extended credit cat
egory after the prospects for the different institutions were 
examined. (Extended credit borrowing is treated as akin to 
nonborrowed reserves for reserve path purposes.) Hence, 
formal and informal adjustments were made to the reserve 
paths for a time in order to prevent the special borrowing 
from distorting the intended pressure on reserves. During 
late April through mid-May, there was a $50 million increase 
in the borrowing assumption to make a partial allowance for 
the portion of special situation borrowing that was not in the 
extended credit category. By the latter part of May, most of 
the special borrowing had been classified as extended cred
it and the borrowing assumption was lowered again follow
ing the FOMC meeting on May 21.

The Desk’s focus of attention is often on short-term 
variations in reserve availability that need to be offset if a 
desired degree of reserve pressure is to be maintained. 
However, most outright open market operations address the 
need to provide for secular growth and some of the more 
extended seasonal variations in required reserves and cur
rency. From December 1984 to December 1985, the Desk 
provided reserves on balance to support Federal Reserve 
issuance of $13.7 billion in currency, an increase of $7.2 
billion in required reserves, and a decline in extended credit 
borrowing of $2.1 billion. The net increase in the System’s 
Government securities portfolio of $18.6 billion over the year 
to support these factors was supplemented by a $2.2 billion 
rise in foreign currency holdings. The net increases in the 
portfolio and in reserve requirements far outstripped 1984’s 
respective increases of $7.2 billion and $1.5 billion. Faster 
money growth in 1985 played a part in the increased portfo
lio expansion but so did a number of technical factors. The 
rise in extended credit borrowings in 1984 had reduced the 
need to add to the portfolio as had the final phase-down of 
member bank reserve requirements under MCA.

There were many short-term developments which 
changed reserve demands and supplies. For instance, the 
average absolute period-to-period changes in the levels of 
the Treasury balance at the Federal Reserve, currency, and 
required reserves were $1.4 billion, $1.2 billion, and $0.7 
billion, respectively. To offset the reserve impact of such 
swings, the Desk both purchased and sold securities in the 
market. Consequently, the gross changes in System hold
ings were much greater than the net changes. In 1985, out
right purchases of Treasury securities totaled $26.5 billion, 
$17.1 billion in the market and the remainder from foreign 
official accounts. The System sold $4.1 billion of securities 
from its portfolio, $1.5 billion in the market and the balance 
to foreign accounts, and allowed $3.5 billion of Treasury bills 
and $162 million of agency issues to mature without re
placement. Repurchase agreements on behalf of the Sys

tem totaled $156.4 billion while customer-related repur
chase agreements amounted to $116.7 billion; matched 
sale-purchase transactions arranged in the market totaled 
$36.6 billion.

As in past years, estimates of factors affecting nonbor
rowed reserve availability other than open market opera
tions were a source of considerable day-to-day uncertainty. 
In 1985, the overall forecast accuracy for these so-called 
market factors deteriorated modestly compared with the 
previous year. From the first day of the two-week period to 
the final figure, the average absolute revision was $900 
million;9 from the start of the second week it was $425 mil
lion; and from the final day of the maintenance period it was 
$95 million. The comparable figures for 1984 were $810 mil
lion, $320 million, and $75 million, respectively. The Trea
sury balance appears to have played the biggest role in the 
deterioration. Most other factors had similar average abso
lute forecast errors in both years. The exceptions are dis
cussed below.

Variations in the Treasury’s balance at the Federal Re
serve provided by far the largest single source of forecasting 
error—a $760 million average absolute miss comparing the 
estimate on the first day to the actual average balance over 
the maintenance period. In 1984, the comparable figure had 
been $565 million. Swings in the Treasury’s balance at the 
Federal Reserve have become larger in recent years. The 
average absolute change over two-week intervals grew from 
$1.0 billion in 1983, to $1.35 billion in 1984, and to $1.43 
billion in 1985. Generally, greater variability implies greater 
forecasting difficulty. The Treasury tax and loan note option 
accounts had been developed in 1977 to reduce the vari
ability in Treasury balances at the Federal Reserve.10 How
ever, the swings in the total cash position have grown to the 
point where, after major tax dates, they far outstrip the ca
pacity of the tax and loan accounts and force the Desk to 
make large transactions to offset the reserve impact of the 
swings so as to prevent wide gyrations in reserve availabil
ity. In 1985, the normal uncertainty surrounding the Treasury 
balance levels was exacerbated toward the end of the year 
by the Congressional impasse on debt ceiling legislation. 
The imbroglio forced the Desk to work with two separate 
forecasts of nonborrowed reserves on occasion—one 
based on passage of the legislation and a relatively normal 
Treasury balance, the other based on a continued stalemate

9 This figure does not treat the foreign repurchase pool as a market factor. The 
average absolute error in forecasts of the pool was $325 million. However, 
these errors, on balance, offset other forecast misses so that the net effect of 
including these forecasts is a reduction of the overall error for nonborrowed 
reserves to $765 million, slightly lower than the error on this basis in 1984.

10 The Treasury's previous use of commercial bank depositories to smooth cash 
balances at the Federal Reserve had fallen into disuse between 1974 and 1977 
because of a prohibition on interest payments in an era of high rates. For more 
details on the system currently in use, see "Treasury Tax and Loan Accounts 
and Federal Reserve Open Market Operations,” this Quarterly Review 
(Summer 1978), pages 41-46.

44 FRBNY Quarterly Review/Spring 1986
Digitized for FRASER 
http://fraser.stlouisfed.org/ 
Federal Reserve Bank of St. Louis



and a Treasury balance of zero. (The error estimates are 
calculated using the normal balance assumption.)

The job of forecasting borrowing under the extended 
credit program became easier during the year, as this factor 
became increasingly less volatile. Continental Illinois Nation
al Bank, the largest user of the program in 1984, gradually 
worked down its need to borrow under the program and did 
not borrow at all late in the year. The average absolute fore
cast error computed from the start of the maintenance peri
od to the final figure decreased from $540 million in 1984 to 
$160 million in 1985. However, the improved accuracy of 
extended credit borrowing forecasts did not make the contri
bution to overall forecast accuracy that might have been 
expected since, in 1984, the large misses in this factor were 
almost completely offset by misses in forecasts of other fac
tors. In 1985, such offsets were considerably smaller.

Meanwhile, foreign currency holdings rose sharply dur
ing the periods of active exchange market intervention early 
in the year and particularly in the fall following the Septem
ber G-5 meeting. This was in contrast to 1984 when inter
vention was minimal. Since intervention is not forecast but is 
taken into account when transactions take place, forecast 
errors rose significantly in weeks when the heavy interven
tion occurred although they were modest for the year as a 
whole. By convention, foreign exchange transactions are ef
fected on a skip-day delivery basis. Thus, there are no fore
cast errors for the delivery day because advance notice of 
the exact amount of the reserve impact is available. Howev
er, information is not available for subsequent days in the 
maintenance period.

Conducting open market operations
January to late May
Monetary policy over the first five months of the year gener
ally accommodated the strong demands for reserves that 
emerged while making modest alterations in the degree of 
pressure on bank reserve positions. Initially, open market 
operations were directed toward achieving some further re
duction of pressures on reserve positions but by the latter 
part of January, against the background of continued rapid 
growth in the monetary and credit aggregates and the rela
tively good performance of the economy, the easing 
process was ended. The Desk became slightly more cau
tious in its provision of reserves until mid-April when the 
resen/e posture was relaxed very slightly. In the middle of 
May, the Board underscored the move to a more accommo
dative posture by approving a cut in the discount rate from 8 
to V/z percent. It did so against a background of relatively 
unchanged output in the industrial sector, reasonably well- 
contained price pressures, and appreciable slowing through 
April in the monetary aggregates.

At the December 1984 meeting, the FOMC had ap
proved a directive calling for a reduction of reserve pres
sures. (Specifications from the FOMC directives including

guidelines for inter-meeting period adjustments to the re
serve stance are presented in the table.) The allowance for 
seasonal and adjustment borrowing used in construction of 
the nonborrowed reserve paths initially was reduced to “up 
to $300 million” from $400 million. In mid-January, in light of 
the significantly stronger monetary and economic picture, 
the Desk pulled back from the extra tilt toward easier re
serve conditions and anticipated a borrowing average of 
$300 million. The usual allowance for excess reserves over 
the first part of the year was $600 million but it was raised to 
$750 million to accommodate year-end pressures over the 
period ending January 2,1985, and lowered to $550 million 
for the subsequent period in light of the opportunities for 
carryover provided by the $1.2 billion of excess reserves 
actually held in the year-end maintenance period.

The year opened with a seasonal need to add reserves 
in the first period followed by needs to drain as the year-end 
bulge in money unwound. The Desk achieved the seasonal 
needs to drain reserves in late January and early February 
through outright transactions. On occasion, against a back
ground of a firm Federal funds market, above path levels of 
borrowing, and a very strong dollar in the foreign exchange 
markets, the Desk let an indicated reserve surplus ride rath
er than intensify market perceptions of a firmer policy 
stance. In addition, the Desk faced some temporary needs 
to provide reserves. These needs arose in part because of 
higher-than-anticipated levels of the Treasury’s balance at 
the Federal Reserve, lower levels of extended credit bor
rowing, and higher-than-anticipated demands for excess re
serves, particularly at smaller institutions.

The seasonal need to drain reserves in late January 
and early February was accomplished with Treasury bill 
sales in the market totaling $1.5 billion, redemptions of 
$2.0 billion, and sales of Treasury securities to foreign ac
counts totaling $1.5 billion. The net decline in System hold
ings was about $5.0 billion. Temporary reserve needs were 
addressed by arranging a combination of overnight and term 
System repurchase agreements and customer-related re
purchase agreements in the market. Federal funds traded 
mostly in a range of 8 to 8%  percent once year-end pres
sures subsided. However, between late January and mid- 
February, funds traded mostly near 81/ 2 percent or some
what higher.

In accordance with the decision of the Committee, Desk 
operations in February and March sought to maintain re
serve conditions similar to those that prevailed in the weeks 
immediately preceding the February 12-13 meeting. Consis
tent with the directive and recent prior levels of borrowing, 
the nonborrowed reserve paths were built with an allowance 
for $350 million of adjustment plus seasonal borrowing. The 
allowance for $600 million of excess reserves was retained.

The Desk faced sizable needs to add reserves during 
much of the February-to-March intermeeting period. Be
tween February 14 and March 4 it purchased unusually large
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amounts of Treasury bills and coupon issues being sold by 
official foreign accounts to finance the heavy intervention 
undertaken to halt the rise in the dollar. Total purchases 
from foreign accounts of $2.8 billion, in combination with 
purchases of $1.8 billion of Treasury bills in the market and 
temporary transactions, more than filled the estimated re
serve needs. The Desk at times permitted indicated reserve 
surpluses to ride, taking into consideration the tone in the 
financial and foreign exchange markets and the level of bor

rowing relative to the path objective. The Desk did offset 
part of the unwanted reserve injections by redeeming $500 
million of maturing bills at a Treasury bill auction, selling a 
total of $550 million of bills to foreign accounts as opportuni
ties arose, and arranging one round of matched 
sale-purchase transactions in the market. The net increase 
in the System’s holdings over this intermeeting period was 
about $3.7 billion. In early March, some privately-insured 
Ohio thrifts began to make use of the discount window after

Specifications from Directives of the Federal Open Market Committee and Related Information

Date
of
meeting

Short-term annualized rate of growth Initial central
specified for period indicated borrowing assumption for 

deriving nonborrowed
M1 M2 M3 reserve path*

Discount
rate Notes

(percent) (millions of dollars) (percent)

12 /17-12/18 /84 ... November to March 
9

2/12-2/13/85

3/26/85

Somewhat more 
rapid M 1 growth 

would be acceptable 
in light of the 

estimated shortfall in 
growth for the fourth 
quarter, particularly 

in the context of 
sluggish economic 
growth and strength 

of the dollar.

December to March

10 to 11 10 to 11

March to June 

7

The Committee sought to reduce re- 
300 8y4 serve pressures consistent with the in-

8 on dicated monetary growth rates from 
December 21 f  November to March. It noted that great

er reserve restraint might be accept
able in the event of substantially more 

rapid monetary growth and indications 
of significant strengthening of econom

ic activity and inflationary pressures.

The Committee sought to maintain re
serve conditions characteristic of re- 

350 8 cent weeks, noting that modest in
creases would be sought if the aggre

gates exceeded the objectives while 
lesser restraint would be acceptable in 

the event of substantially slower 
growth. In either case adjustments 

would be considered in the context of 
the growth in business activity and ex

change market pressures.

The Committee sought to maintain the 
existing degree of pressure on reserve 

400 8 positions noting that somewhat lesser/
71/ 2 on greater reserve restraint might be ac- 

May 17f ceptable in the event of substantially 
slower/faster growth of the monetary 

aggregates. In either case such a 
change would be considered in the con

text of appraisals of the strength of the 
business expansion, progress against 

inflation, and conditions in domestic 
credit and foreign exchange markets.

There is typically a fairly narrow range of borrowing levels considered to be consistent with the desired degree of reserve pressures, 
t  Announcement date.
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the collapse of ESM which brought down one thrift and 
threatened the Ohio insurance fund. Because of the special 
nature of these borrowings, the Desk treated them as more 
in the nature of nonborrowed reserves.

Nonborrowed reserves were relatively close to path at

the conclusion of each maintenance period in the February- 
to-March intermeeting period but borrowing exceeded the 
planned level as demand for excess reserves proved to be 
greater than expected. Smaller banks continued to hold 
more excess reserves than seemed consistent with the path

Specifications from Directives of the Federal Open Market Committee and Related Information (continued)

Date
of
meeting

Short-term annualized rate of growth 
specified for period indicated

M1 M2 M3

Initial central 
borrowing assumption for 

deriving nonborrowed 
reserve path*

Discount
rate Notes

(percent) (millions of dollars) (percent)

5/21/85

6 or 
a little 
higher

March to June

In light of their weakness in April 
M2 and M3 were expected to 

grow more slowly than indicated.

350

The Committee sought to maintain 
about the same degree of reserve pres- 

71/ 2 sure as in recent weeks, abstracting 
from special situation borrowing by thrift 

institutions. Somewhat lesser reserve 
restraint would be acceptable in the 

event of substantially slower growth in 
the monetary aggregates while some

what greater restraint might be accept
able in the event of substantially higher 

growth. In either case such a change 
would be considered in the context of 

appraisals of the strength of the business 
expansion, progress against inflation, 
and conditions in domestic credit and 

foreign exchange markets.

7/9-7/10/85

5 to 6

June to September

71/2 71/2 350

The Committee sought to maintain the 
existing degree of reserve pressure.

71/ 2 Somewhat lesser reserve restraint 
might be acceptable in the event of 

substantially slower growth of the mon
etary aggregates while somewhat 

greater restraint would be acceptable 
in the event of substantially higher 

growth. In either case such a change 
would be considered in the context of 
appraisals of the strength of the busi

ness expansion, progress against infla
tion, and conditions in domestic credit 

and foreign exchange markets.

8/20/85

8 to 9

M 1 growth was 
expected to slow 

from its recent pace 
but the recent rapid 

growth suggested the 
June-to-September 
expansion might be 

at the indicated 
annual rate.

June to September 

8 Vi ey2 425

The Committee sought to maintain the 
degree of reserve pressure sought in 

71/ 2 recent weeks. Somewhat greater/less
er restraint would be acceptable in the 

event of substantially higher/slower 
growth in the monetary aggregates. In 
either case, such a change would be 

considered in the context of appraisals 
of the strength of the business expan

sion, developments in foreign ex
change markets, progress against in

flation, and conditions in domestic and 
international credit markets.

* There is typically a fairly narrow range of borrowing levels considered to be consistent with the desired degree of reserve pressures.
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allowance. Average borrowing also reflected some day-to- 
day reserve shortfalls and a willingness on the Desk’s part 
to tolerate somewhat higher borrowing while M1 data were 
showing substantial strength. Federal funds traded mostly in 
a range of 7% to 91/8 percent over the interval. The weekly

average funds rate crept up to range between 8% and 8% 
percent while the period averages rose from 8.49 to 8.57 
percent (Chart 12).

At its meeting in late March, the Committee voted to 
maintain the existing degree of pressure on reserve posi-

Specifications from Directives of the Federal Open Market Committee and Related Information (continued)

Date
of
meeting

Short-term annualized rate of growth Initial central
specified for period indicated borrowing assumption for 

deriving nonborrowed
M1 M2 M3 reserve path*

Discount
rate Notes

10/1/85

11/4-11/5/85

12/16-12/17/85

(percent)

September to December 

6 to 7 6 to 7 6 to 7

(millions of dollars)

500

(percent)

Slower growth of 
M 1 would be 

acceptable in the 
context of 

satisfactory 
economic 

performance, given 
recent very rapid 

growth in M 1.

September to December 

6 6 450

Slower growth for 
M 1 would be 

acceptable in the 
context of 

satisfactory 
economic 

performance given 
the very rapid M1 
growth over the 

summer.

7 to 9

November to March

6 to 8 6 to I 350 7%

It was noted that the 
behavior of M 1 
continued to be 

subject to unusual 
uncertainty.

The Committee sought to maintain the 
degree of reserve pressure sought in 

recent weeks. Somewhat greater or 
lesser reserve restraint would be ac

ceptable depending on the behavior of 
the aggregates, taking account of ap

praisals of the strength of the business 
expansion, developments in foreign ex

change markets, progress against in
flation, and conditions in domestic and 
international credit markets. It was un

derstood that policy might be imple
mented with somewhat more flexibility 
than usual over the relatively short in

termeeting period, given the uncertain
ties associated with particularly sensi

tive conditions in the foreign exchange 
and other markets.

The Committee sought generally to 
maintain about the existing degree of 
reserve pressure. Somewhat greater 

reserve restaint might, and somewhat 
lesser reserve restraint would, be ac

ceptable depending on behavior of the 
aggregates, taking account of apprais

als of the strength of the business ex
pansion, developments in foreign ex
change markets, progress against in

flation, and conditions in domestic and 
international credit markets. Given the 

sensitivity of economic and financial 
conditions and exchange market devel
opments, it was understood that policy 
would be implemented with some add

ed degree of day-to-day flexibility.

The Committee sought to decrease 
somewhat the existing degree of pres
sure on reserve positions. Somewhat 

greater reserve restraint might, and 
somewhat lesser reserve restraint 

would, be acceptable depending on 
behavior of the aggregates, the 

strength of the business expansion, de
velopments in foreign exchange mar

kets, progress against inflation, and 
conditions in domestic and internation

al credit markets.

There is typically a fairly narrow range of borrowing levels considered to be consistent with the desired degree of reserve pressures.
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tions. The path allowance for borrowing was raised by $50 
million in light of recent experience. The nonborrowed re
serve paths in the periods following the meeting incorporat
ed $400 million of adjustment and seasonal borrowing, the 
middle of the $350 to $450 million range discussed by the 
Committee. The path incorporated a $650 million allowance 
for excess reserves, a $50 million increase made in light of 
recent experience.

The observed levels of borrowing in April and May con
tinued to be distorted by special situation borrowing at some 
privately-insured thrift institutions in Ohio and Maryland. At 
the start of the May 8 maintenance period, the borrowing 
level used in path construction was raised $50 million to 
$450 million, making an additional allowance for this borrow
ing which rose to a little over $100 million in early May from 
around $50 million when the Committee met in March. Spe
cial borrowing peaked at $300 million in the period ended 
May 22. That portion in excess of the allowance was treated 
as akin to nonborrowed reserves. Late in the May 22 period,

most of it was classified as extended credit borrowing which 
is automatically treated as nonborrowed reserves. Thus, the 
distortions were ended and the allowance for adjustment 
plus seasonal borrowing was lowered accordingly.

The Desk faced a large seasonal need to supply re
serves in April and early May as income tax receipts filled 
the Treasury tax and loan accounts and spilled over into the 
Treasury’s balance at the Federal Reserve. The Desk built 
up its outright securities holdings in April to offset the bulk of 
the estimated drain from the rise in Treasury balances. The 
size and timing of the moves in the Treasury’s cash position 
proved difficult to project. At the start of each of the two 
maintenance periods in April, projections indicated that the 
period’s remaining reserve needs would be concentrated in 
the second week. In each case the money market was ini
tially to the firm side of expectations, prompting the Desk to 
add enough reserves to meet part of the need early in the 
period.

In the second week of the late April period, revisions to
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required reserves, the Treasury’s balance, and extended 
credit borrowing altered the reserve outlook considerably 
and indicated a moderate surplus. The Desk executed tem
porary transactions in the market to drain reserves, paring 
the projected surplus to well within the range of forecast 
error. Nonborrowed reserves ended the period substantially 
over path nonetheless due to a lower-than-expected Trea
sury balance on the final day.

The Treasury’s balance at the Federal Reserve was ex
pected to decline sharply in early May. The runoff occurred 
later than expected, however, leaving a substantial reserve 
deficiency in the beginning of May. At this time, upward 
pressure intensified in the funds market. Repeated actions 
were undertaken to meet the reserve shortfall which was 
enlarged by downward revisions to the supply from other 
factors. Later, when the dimensions and timing of the drop 
in the Treasury balance became clearer, reserves were 
drained through the redemption of Treasury bills at weekly 
auctions and the sale of a small amount of Treasury bills to 
foreign accounts.

Over the March-to-May intermeeting period, the Sys
tem’s outright holdings of securities rose by nearly $6.5 bil
lion. An increase of almost $7.7 billion through the period of 
the steep ascent of the Treasury’s balance was accom
plished through two large bill purchases in the market total
ing about $5.3 billion, the purchase of $1.3 billion of coupon- 
bearing issues in the market, and purchases of about $1.1 
billion of bills from foreign accounts. At the final stages of 
the huge increase in the Treasury balances, temporary 
transactions were also used, including $11.75 billion of pre
announced overnight and four-day fixed-term System repur
chase agreements on May 2, when the Treasury balance at 
the Federal Reserve peaked at $19.9 billion.

The Federal funds rate averaged about 81/ 2 percent 
over the first part of April and eased to about 81/ 8 percent by 
early May. The variability in reserves around the April 15 tax 
date contributed to fairly wide variations in the funds rate. 
After the discount rate reduction in mid-May, Federal funds 
traded mostly between 75/ 8 and 7%  percent.

Late May to late September
Over the period from late May to late September, open mar
ket operations initially were directed toward maintaining the 
degree of reserve pressure that had developed before the 
May meeting. With money appearing to have been in line 
with or to the weak side of intended paths through April, the 
May directive had expressed a leaning toward lesser re
straint. However, the growth in the aggregates and the 
economy had picked up by the time of the July meeting, so 
the preferred direction of possible changes was shifted. 
Slightly greater reserve restraint was sought beginning in 
early August against a background of strong growth in M1 
and M2, a weaker dollar, and sustained economic activity. 
This modest shift was affirmed at the August meeting, as the

Committee voted to maintain the somewhat more cautious 
approach to reserve provision which had been adopted in 
the weeks just prior to the meeting, and voiced an even- 
handed acceptance of further adjustments in either direc
tion. Another slight firming move was encouraged in early 
September as further data pointed to continued strength in 
the monetary aggregates, especially M1.

Following the May FOMC meeting, the nonborrowed re
serve paths were constructed to incorporate $350 million of 
adjustment plus seasonal borrowing excluding special situa
tion thrift borrowing. The borrowing allowance was close to 
the amount of borrowing in the preceding intermeeting peri
od after taking out the special situation borrowing.

The borrowing assumption was raised to $400 million at 
the start of the maintenance period ended August 14 to take 
account of the recent experience with borrowing and the 
strong monetary growth, a weaker dollar, and moderate 
economic growth. The adjustment was meant to impose a 
very slightly firmer degree of reserve restraint on bank posi
tions. At the same time, the assumption for excess reserves 
was raised by $50 million to $700 million in recognition of 
the higher levels that had prevailed over the year, for which 
the Desk had been making an informal allowance as the 
stronger demands emerged. During most maintenance 
periods between late May and mid-August, the Federal 
funds rate averaged between 7% and 77/ 8 percent but rose 
above 8 percent for a few days around the quarter-end and 
in early July, when seasonal influences and sharply rising 
Treasury balances temporarily increased pressures on 
reserves.

Following the August FOMC meeting, the borrowing as
sumption was raised to $425 million, the middle of the $350 
to $500 million range discussed by the Committee at that 
meeting. The higher level of borrowing used in construction 
of the nonborrowed reserve paths was expected to maintain 
the slightly firmer degree of reserve restraint that had char
acterized the weeks preceding the meeting. In early 
September, the borrowing allowance was raised to $500 mil
lion, a decision based on indications of strength in economic 
activity and rapid monetary growth, particularly in the nar
rowest money measure. Federal funds traded mostly in a 
range of 7%  to 8 percent following the adjustments in the 
degree of reserve restraint.

Reserve management during the late May to 
late September period was complicated by considerable 
variability in the Treasury balances at the Federal Reserve 
Banks, and difficulties in projecting the balances. In mid- 
June, a string of lower-than-anticipated Treasury balances, 
which defied normal probabilities, contributed to a tempo
rary accumulation of excess reserves and funds market 
trading below 7 percent. In early July, the Treasury balance 
surged on one day from $2.0 billion to $10.2 billion, draining 
$8.2 billion of reserves when issues from the quarter-end 
financing settled and the tax and loan note option accounts
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were filled to capacity with June tax receipts. The balance 
fell back to $3.7 billion the next day when social security 
payments were made.

Nonborrowed reserves generally finished the mainte
nance periods close to the planned levels, with one signifi
cant overshoot and a few shortfalls. However, the average 
levels of borrowing (excluding special situation thrift borrow
ing) persistently exceeded the path assumptions. Much of 
the unintended borrowing resulted from wire problems, un
expected late-day outflows, the overlapping of Treasury set
tlements and seasonal demands, or enlarged excess re
serve demands at smaller institutions.

The borrowing overshoots were greatest between late 
May and mid-July and again around Labor Day, in periods 
when reserve management was complicated by wire prob
lems and pressures associated with statement dates and 
holidays. Settlement day borrowing surged in the July 3 
maintenance period when the confluence of Treasury settle
ments and seasonal demands boosted the demand for ex
cess reserves, even though some rough allowance had 
been made for greater demands. (Excess reserves aver
aged $1.2 billion for the period, well above expectations.) 
The borrowing automatically carried over the July 4 holiday, 
the first day of the next period. In that period, the July 3 
borrowing was treated as nonborrowed reserves but subse
quent borrowing still ran high. The Desk left reserves below 
the path level in order to avoid creating the incorrect impres
sion of an easier policy tilt. Borrowing also averaged sub
stantially over path in the September 11 period as a result of 
overlapping demands associated with the Labor Day holi
day, social security payments, and computer and bank re
serve management problems.

During September, as the Desk acted to bring about the 
slightly greater degree of reserve restraint, it sometimes de
ferred meeting a projected need when money market condi
tions were quite soft. In the second week of the September 11 
period, excesses that had accumulated in the first week 
as a result of heavy borrowing were beginning to show 
through to the money market; the Desk, therefore, held back 
on providing reserves until the need was more evident in the 
funds market. In the next period, the Desk again was faced 
with a soft money market but a projected reserve need, in 
part related to high Treasury balances at the Federal Re
serve as quarterly tax payments filled banks’ Treasury tax 
and loan accounts to capacity. The seeming contradiction 
suggested that there might be more reserves than project
ed, or that some banks might have underestimated their re
quired reserves. The period included the phaseup of reserve 
requirements at nonmember institutions in accordance with 
the timetable of the MCA, and incoming reserve data sug
gested that nonmember institutions, which normally hold 
surpluses, were deficient in reserves. In view of the uncer
tainties, the Desk proceeded cautiously and did not meet 
the entire need. Over the course of the final day of the peri

od, the nonmember institutions offset their aggregate deficit 
reserve position but their average level of excess reserves 
ended well below normal.

Late September to year-end
Over the latter part of the autumn and early winter, monetary 
policy gradually eased in response to changes in the outlook 
for economic and monetary growth. Late in September, fol
lowing the G-5 accord, the behavior of the dollar in foreign 
exchange market trading assumed a somewhat greater role 
in Federal Reserve policy consideration. Under the Commit
tee’s direction, in response to indications of more sluggish 
growth in the broader aggregates and only a modest eco
nomic expansion, the Desk, in November, suspended the 
slight increase in reserve pressure that had been introduced 
in September. In mid-December, it became somewhat more 
accommodative in its provision of reserves. The weekly ef
fective average Federal funds rate was mostly within a 77/ 8 
to 8% percent range but trading on occasion exhibited con
siderable volatility associated with extraordinary conditions 
described below.

A number of unusual developments greatly complicated 
reserve management late in the year. Delays in raising the 
debt ceiling, and the series of stopgap measures that were 
taken while the Congress debated the Gramm-Rudman- 
Hollings amendment attached to the debt ceiling bill, affect
ed forecasts of the Treasury’s balances. Hence, the reserve 
outlook was affected intermittently from late September 
when the Treasury first postponed some auctions until al
most the middle of December when the permanent increase 
in the debt ceiling was finally approved. The other major 
developments were limited to one reserve maintenance pe
riod each. The first was a hurricane which battered the East 
Coast on the last Friday of September, forcing limitations on 
securities and banking operations. The second was a mas
sive computer failure at a major clearing bank in late 
November, which forced it to borrow an unprecedented 
amount from the discount window and left reserves very 
unevenly distributed both among institutions and over the 
reserve maintenance period.

At the conclusion of the October 1 FOMC meeting, the 
Committee issued a directive that called for maintaining the 
degree of reserve pressure sought in recent weeks. It em
phasized the role of the dollar’s value in the foreign ex
change markets as a factor to consider in evaluating possi
ble adjustments to reserve pressure.

Between late September and late October, the System 
purchased a total of $1.6 billion of foreign currency in con
nection with the G-5 agreement. (This was half of the U.S. 
intervention. The other half was financed by the Treasury 
and did not generally impact reserves since the calls on tax 
and loan accounts were stepped up to cover the cash 
needs.) Daily open market operations were particularly sen
sitive to conditions in the foreign exchange markets late in
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October when the dollar reversed earlier declines and 
strengthened sharply.

Reserve management in the October 9 period was 
complicated by the effects of Hurricane Gloria, which hit on 
the first Friday of the period, on reserve factors and deposit 
levels. The resultant heavy weekend borrowing was treated 
for reserve path purposes as akin to nonborrowed reserves. 
The weakening of the dollar in foreign exchange markets 
also was a factor in reserve maintenance decisions.

Later that maintenance period, the Treasury reached 
the first of several crisis points when the cash drains from 
social security and other pension fund payments near the 
start of the month could not be replaced with proceeds from 
auctions of 4-, 7-, and 20-year issues which typically would 
have occurred in late September. It inadvertently ran a $113 
million overdraft of its balance at the Federal Reserve on 
October 8. The deficiency was extinguished the following 
day out of funds received by the Treasury that day. At that 
point, the Treasury gained some room to sell debt to the 
public when it began using almost $15 billion of untapped 
borrowing authority in the Federal Financing Bank (FFB). It 
issued FFB debt to a Treasury trust fund enabling it to retire 
a like amount of nonmarketable Treasury debt thus making 
room for marketable debt sales under the old ceiling. On 
October 9, the Treasury sold for same-day settlement $5 
billion of cash management bills. The Desk arranged cus
tomer repurchase agreements that day to ease settlement 
problems and meet remaining estimated reserve needs. 

. Borrowing, nevertheless, averaged well above the path level 
as a result of the unusual strains.

Economic activity at the time of the November meeting 
suggested a more sluggish performance than had been indi
cated earlier. The Committee elected to maintain about the 
existing degree of reserve restraint but indicated a leaning 
toward somewhat lesser rather than greater restraint de
pending on monetary, economic, and foreign exchange con
siderations. In accord with the Committee’s decision, the 
borrowing assumption used in construction of the nonbor
rowed reserve path was lowered to $450 million, about in 
line with recent experience.

Disruptions in reserve management as a result of Con
gressional delay in raising the debt ceiling again came to 
dominate in the November 20 maintenance period. The FFB 
borrowing authority was running out, leaving no room to pro
ceed with the mid-quarter refunding, which would have 
meant default on November 15 on maturing debt and cou
pon payments. In the first part of the period, the Desk 
worked with two sets of reserve projections, one which as
sumed a zero Treasury balance at the Federal Reserve be
ginning November 15 if no debt legislation were approved 
and the other which assumed Congress would pass debt 
legislation and the Treasury’s balance would be restored to 
a more normal level of around $3 billion. The alternative 
projections of the supply of nonborrowed reserves differed

by about $1.3 billion on a two-week average basis.
Congress did approve a temporary increase to the debt 

ceiling in time for the Treasury to auction for same-day set
tlement $22 billion of cash management bills on November 15. 
To avoid excess pressure on the funds market that day, the 
Desk made an early announcement of its intention to ar
range System repurchase agreements in the market at 
noon, after the auction results would be known. This left the 
Desk with a need to drain reserves in the final days of the 
period although its ability to do so was constrained by the 
daily minimum clearing needs of the banking system. The 
reserve settlement day was also the settlement day for a 
massive volume of mortgage-backed securities. Transac
tions were complicated by operational difficulties at Federal 
Reserve and money center commercial banks that caused 
borrowing to surge, raising the average for the period well 
above the path assumption.

The debt ceiling problems temporarily moved to the 
back burner in the next period when, on the first day of the 
period, a massive securities clearing failure at the Bank of 
New York (BONY) caused major complications in reserve 
management. BONY suffered a computer failure which left it 
unable to send securities or receive payment. It did, howev
er, receive securities and make payments, leaving it with a 
huge overdraft. When BONY’s problems could not be re
solved on the evening of November 21, it borrowed an un
precedented $22.6 billion at the discount window. (It still 
ended with an unplanned $1 billion overdraft.) This added 
an average of $1.6 billion to the supply of reserves for the 
period which was considered “nonborrowed” reserves for 
path purposes. More critically, it resulted in extremely large, 
poorly distributed reserve excesses at other banks that had 
been waiting to receive securities and make payments. 
Some institutions borrowed and others basked in excesses.

Even with the reserves provided by BONY’s borrowing, 
there was an average shortage for the period. However, the 
weight of large cumulative excesses early in the period re
sulted in noticeably easier money market conditions. At the 
same time, there was downward pressure on the dollar in 
the foreign exchange markets related to expectations of a 
cut in the discount rate. Against this background, the Desk 
absorbed reserves about midway through the period to re
duce the large cumulative excesses, and provided reserves 
later. A problem on settlement night with the Clearing House 
Interbank Payments System (CHIPS) left a number of large 
banks short of reserves too late to obtain reserves from the 
many smaller institutions that held them, and borrowing 
bulged, raising the average, excluding BONY’s borrowing, to 
slightly over $800 million. Excess reserves averaged about 
$1.1 billion, in part due to the settlement date problems but 
primarily because some institutions that had large excess 
reserve holdings early in the period could not work them off 
without overdrawing their accounts. Late in the period, the 
Treasury once more avoided default on early December
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pension and social security benefits by disinvesting certain 
trust funds and making room for the debt sales needed to 
finance the payments.

In the maintenance period ended December 18, debt 
ceiling considerations were again in the spotlight, as the 
prospects of a default on December 12 on maturing three- 
and six-month Treasury bills once more introduced the pos
sibility of two scenarios for the Treasury balance in the latter 
part of the reserve period. Once the debt ceiling legislation 
was passed, the Desk stepped in to ease the prospective 
strains of financing a same-day auction and settlement of 
three- and six-month bills by arranging customer repurchase 
agreements, inviting propositions after the auction results 
were known.

The buildup of the seasonal need to supply reserves 
was somewhat delayed by the System’s purchase of foreign 
currencies in October, the lower-than-normal levels of the 
Treasury’s balance over the period of pending debt ceiling 
legislation, and the BONY borrowing. By late November, 
however, the need had become pronounced. Recurring revi
sions to currency in circulation, the volume of foreign over
night investment orders, and required reserves increased 
the need. During November and December, the Desk pur
chased about $7.2 billion of Treasury securities on an out
right basis, including about $3.3 billion of bills and $1.6 bil
lion of coupon issues in the market, and $2.4 billion of bills 
from foreign accounts. Temporary transactions were also 
used to provide reserves.

At the conclusion of the December 16-17 FOMC meet
ing, the Committee issued a directive that called for a de

crease in the degree of pressure on bank reserve positions. 
The outlook for M1 growth continued to be subject to unusu
al uncertainty and its short-run target was increased some
what. The Desk used a $350 million borrowing assumption 
in path construction.

After the December FOMC meeting, the Desk was 
particularly quick to meet projected needs, in accord with 
the Committee’s decisions. In the final period of the year, 
despite repeated reserve injections, reserve needs persist
ed due to revisions to required reserves and market factors, 
including very high Treasury balances at the Federal 
Reserve. The Treasury balance was enlarged beyond 
normal levels by heavy sales of nonmarketable debt to tax- 
exempt authorities which were engaged in large sales in the 
market to get ahead of proposed restrictive tax legislation. 
Borrowing was heavy Christmas Eve and the two days 
before the New Year’s holiday, in part because nonbor
rowed reserves fell short of projections and one Federal 
Reserve Bank experienced wire problems on New Year’s 
Eve, but also because of very large demands for excess 
reserves, particularly at smaller institutions. Although the al
lowance for excess reserves was raised to $1.0 billion to 
accommodate year-end demands, excess reserves aver
aged $1.3 billion for the period. Funds market trading was 
within a wide range over the maintenance period; the 8.78 
percent average effective Federal funds rate received a 
boost at year-end from the high rates paid by foreign agency 
banks. Dealer needs to finance heavy inventories of munici
pal debt also contributed to pressures in the funds market at 
year-end.
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November 1985-January 1986 Report 
(This report was released to Congress 
and to the press on March 11, 1986)

Treasury and Federal Reserve 
Foreign Exchange Operations

The dollar declined substantially against most currencies 
during the three months ended January, falling by 9 percent 
against both the German mark and the Japanese yen.

The dollar moved lower with little exchange market inter
vention by central banks of the five largest industrial coun
tries. While there was less central bank dollar selling than 
during the six weeks after the G-5 meeting on September 
22, market participants remembered the G-5 commitment to 
adopt additional specific measures to achieve a more bal
anced economic expansion. They were, therefore, sensitive 
to the possibility that policy actions might be taken to sup
port the trend of a declining dollar.

Sentiment toward the dollar became decidedly more cau
tious during the three months. At times during the period, 
market participants thought that the dollar would stabilize. 
But by the end of the period they generally believed the 
authorities either would favor or at least not strongly resist 
further dollar declines. In this context, they came to view 
developments that occurred in a negative light for the dollar. 
Also, figures showing that the trade imbalances of the Unit
ed States, Germany, and Japan were continuing to widen 
were seen as maintaining pressure on governments to fur
ther the exchange rate movements.

A report by Sam Y. Cross, Executive Vice President in charge of the Foreign 
Group at the Federal Reserve Bank of New York and Manager of Foreign 
Operations for the System Open Market Account.

At the end of January, the dollar was about 20 percent 
below the levels at which it had been trading against the 
Japanese yen and the German mark the week before the 
September G-5 announcement. It was down around 30 per
cent from its peaks against those currencies of early 1985 
(Chart 1 ). Given the normal and expected lags to trade 
flows, the favorable effects of these large changes in ex
change rates on the trade position of the United States were 
not yet showing through in reported trade figures.

During November and December, the exchange markets 
tended to react to evidence that the U.S. economy was not 
growing as rapidly as had previously been forecast. Busi
ness statistics published at the time showed that the modest 
acceleration of U.S. growth that occurred in the third quarter 
was not being sustained in the final quarter of 1985. In Ger
many, by contrast, output appeared to be expanding more 
rapidly than before, while official and private forecasts for 
1986 were repeatedly revised upward.

At the same time, U.S. trade and current account deficits 
continued to mount. Release of monthly trade statistics 
drew attention to the drag the external sector was exerting 
on domestic output. These figures served to remind market 
participants of the magnitude of the adjustment needed to 
restore more balance to the U.S. expansion and to redress 
protectionist pressures at home (Chart 2 ). Meanwhile, the 
current account surpluses of Germany and Japan were ap
proaching record levels in 1985.
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In addition, the fact that the initiative for the September 
G-5 agreement had come from the United States had a con
tinuing influence on exchange markets throughout the three- 
month period. The G-5 agreement was interpreted by mar
ket participants as reducing the likelihood that the Federal 
Reserve would tighten reserve conditions. Many market par
ticipants expected the U.S. authorities to act to lower U.S. 
interest rates, either in concert with other G-5 countries or 
alone, in order to reduce the incentive to invest in dollar- 
denominated assets and thereby encourage an appreciation 
of nondollar currencies.

This expectation was particularly strong as the period 
opened early in November. The Bank of Japan had just al
lowed Japanese money market interest rates to rise sharply.

In response, the yen rose strongly against both the dollar 
and European currencies in the first days of November. 
Market participants were impressed with what they saw as 
evidence of the willingness of the Japanese authorities to 
boost the yen. But they questioned whether the rise in 
Japanese interest rates was consistent with the overall 
objective of achieving a more balanced global expansion. 
Domestic demand in Japan had been subdued. Some small- 
and medium-sized exporters were already expressing 
concern about the adverse effects of the yen’s appreciation 
on the profitability of their sales abroad. Any slowdown in 
export sales was seen as having a potentially significant and 
negative effect on future production gains. Under these 
circumstances, many market participants believed that the 
rise in Japanese interest rates would have to be quickly 
reversed lest the internal Japanese economy be weakened 
any more. They thought this reversal was most likely to 
occur in the context of joint action to lower interest rates in 
the United States and other countries.

When several days passed without any evidence of an 
easing in the Federal Reserve’s monetary policy, market 
participants began to question whether the monetary au
thorities wished to see the dollar fall further. As a result, 
bidding for dollars reappeared and the dollar rose markedly 
against the yen and European currencies. The Trading Desk 
conducted its only intervention operation of the period on 
November 7, selling $77.2 million against Japanese yen and 
$25 million against German marks. The purchases were split 
equally between the U.S. Treasury and the Federal Reserve.

For the balance of November, the dollar fell rather steadi
ly, especially against the German mark. The improving out
look for Germany’s growth and its near-record trade surplus 
contrasted with the lackluster pace of business activity and 
the growing trade deficit of the United States. The mark 
gained support from press and market attention to com
ments by officials that gave the impression the U.S. Admin
istration remained dissatisfied with the extent of the mark’s 
rise.

During the first half of December, the dollar’s depreciation 
stalled as market participants again questioned the willing
ness of the monetary authorities in other countries to accept 
a further rise of their currencies. As November reserve fig
ures were published, they indicated that the G-5 countries 
were again increasing their foreign exchange holdings 
(Chart 3). The dollar steadied first against the yen—then 
trading near ¥200, some 171/ 2 percent above the levels 
prevailing before the G-5 agreement. Market participants 
noted Japanese interest rates were easing back again and 
interpreted a Japanese official’s comments supporting a 
managed float of major currencies as indicating a desire for 
the yen to stabilize. The dollar then steadied against the 
German mark. With the mark then at DM2.50, some 14 
percent above mid-September levels, market participants 
were sensitive to any indication of the German authorities’
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views about the scope for further appreciation of their cur
rency. Accordingly, when rumors circulated that the German 
central bank had purchased dollars in the exchange market, 
professionals temporarily became wary of selling dollars.

But the dollar shortly resumed its decline in December. 
The report of an upward revision of GNP for the final quarter 
of 1985 failed to alter perceptions that economic growth in 
the United States had slowed toward the end of the year. 
The passage of legislation aimed at reducing the U.S. fiscal 
deficit over coming years was seen as at least beginning to 
address a fundamental problem facing the United States. 
Yet, in the near term, the prospect of declining fiscal deficits 
contributed to an easing of long-term U.S. interest rates, 
narrowing differentials in favor of the dollar. Thus, the dollar 
moved below DM2.50 after mid-month as the mark again led 
the rise of currencies against the dollar.

As the mark rose against the dollar during November and 
December, it also moved up against its partner currencies in 
the European Monetary System (EMS). Although inflation 
had slowed in all EMS countries, the rise in prices in Germa
ny had remained consistently smaller than in the others. The 
cumulative effects of the inflation differentials since the last 
major realignment of EMS parities in 1983 were seen as 
having implications for the competitiveness of industry in in
dividual member countries. Thus, as EMS currencies as a 
group strengthened, questions arose about the sustainability 
of the system’s parity rates.

The renewed rise of the mark against the dollar starting 
late in December intensified pressures within the EMS 
(Chart 4). Market participants were sensitive to the possibil
ity that many EMS countries would seek early adjustments 
to their currencies—similar to that already made for the lira 
in July 1985—in order to avoid a protracted period of specu
lation over EMS currency relationships. Regularly scheduled 
meetings of European Community officials were viewed by 
some as providing a forum for negotiating a realignment of 
joint float parity rates. These pressures were mirrored in a 
sharp widening in the forward market discounts of the 
currencies of Italy, France, and Belgium relative to the 
German mark (bottom panel, Chart 4). In the spot market, 
selling of these currencies typically built up before 
weekends when the opportunity for a currency realignment 
was viewed as the greatest and then eased when no 
realignment occurred.

In response to these pressures within the EMS, the au
thorities in both Belgium and Italy acted to stem speculative 
capital outflows by raising money market interest rates. The 
central banks whose currencies were under pressure inter
vened regularly, and at times in substantial size, to sell dol
lars and marks out of official reserves. Belgium, along with 
several other countries, stepped up its borrowings in the 
Eurocurrency markets in order to replenish international re
serves. Then in mid-January, the Italian authorities acted to 
protect the lira against speculation by raising interest rates
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more, imposing a ceiling on the growth of bank credit, and 
tightening or reintroducing exchange controls affecting com
mercial leads and lags.

Meanwhile, during January, the bearish sentiment toward 
the U.S. economy began to lift following a series of U.S. 
economic statistics—starting with an unexpectedly strong

gain in December employment—that caused analysts to re
vise upward their growth estimates for the coming year. In 
response, U.S. interest rates moved up briefly, causing inter
est differentials in favor of the dollar to widen again. But, 
unlike previous occasions during this economic expansion 
when evidence of a stronger-than-expected U.S. economy

Table 1

Net Profits ( + )  or Losses ( - )  on 
United States Treasury and Federal Reserve 
Current Foreign Exchange Operations
In millions of dollars

United States Treasury
Federal Exchange

Period Reserve Stabilization Fund

November 1, 1985—
January 31, 1986..................... -0- -0-

Valuation profits and losses
on outstanding
assets and liabilities
as of January 31, 1986*.......... +  152.2 +  296.7

Data are on a value-date basis.
Valuation gains represent the increase in the dollar value of
outstanding currency assets valued at end-of-period exchange rates,
compared with the rates prevailing at the time the foreign currencies
were acquired.

Table 2

Federal Reserve Reciprocal 
Currency Arrangements
In millions of dollars

Amount of 
facility 

January 31,
Institution 1986

Austrian National Bank................................................. 250
National Bank of Belgium............................................. 1,000
Bank of Canada............................................................  2,000
National Bank of Denmark........................................... 250
Bank of England............................................................  3,000
Bank of France................................. ;............................ 2,000
German Federal Bank..................... ' ............................ 6,000
Bank of Ita ly .................................................................. 3,000
Bank of Jap an ..............................................................  5,000
Bank of M ex ico ............................................................  700
Netherlands B a n k ........................................................  500
Bank of Norway............................................................  250
Bank of Sweden ..........................................................  300
Swiss National Bank....................................................  4,000
Bank for International Settlements:

Swiss francs-dollars................................................  600
Other authorized European

currencies-dollars................................................  1,250

Total...............................................................................  30,100

C hart 4

The mark rose and strains intensified  
within the EMS.

P e rc e n t*
2.0

-1.5U.  1 1 1 1 1 1 1 1 1 1 1 T 11111111 [ 1111
Aug Sep O ct

1985
Nov Dec Jan

1986

Forward discounts widened against the 
mark, reflecting speculation of an EMS 
realignm ent.

P ercentage po in ts
16 —

Discount for three-m onth forward delivery

2Li  I I  i I i I I I I I I I
Aug Sep Nov Dec

P ercen tage  d e v ia tio n  o f each cu rre n c y  from  its  ECU 
ce n tra l rate. D otted  lines  c o rre s p o n d  to the S ys tem ’s 
2% p e rc e n t lim it on m ovem ent from  b ila te ra l c e n tra l 
exchange ra tes fo r a ll p a r t ic ip a tin g  c u rre n c ie s  e xce p t 
the Ita lia n  lira . The lira  may flu c tu a te  6 p e rc e n t from  
its  cen tra l ra tes  a g a in s t o th e r EMS cu rre n c ie s .

W eekly  a ve rage s  o f da ily  9 a.m. ra tes .

FRBNY Quarterly Review/Spring 1986 57
Digitized for FRASER 
http://fraser.stlouisfed.org/ 
Federal Reserve Bank of St. Louis



and rising interest rates boosted the dollar, the exchange 
market reaction was muted. Prior to a January 18 meeting of 
G-5 monetary officials in London, anticipations persisted 
that some joint action to lower the dollar by interest rate 
changes or other means would be taken. When no policy 
statements were issued from that meeting, these expecta
tions subsided.

At the same time, an unexpectedly sharp drop in oil prices 
had become the dominant factor in the exchange markets. 
Oil prices had started to plunge after members of OPEC, 
faced with a growing abundance of oil supplies, chose to 
defend their market share rather than to support oil prices 
by curtailing production. With the supply of oil outstripping 
demand, spot oil prices dropped, closing January nearly 40 
percent below the levels recorded three months earlier 
(Chart 5).

The decline in world oil prices greatly enhanced the likeli
hood that the world’s economic expansion would continue 
without reaccelerating inflation soon. To be sure, the United 
States was expected to benefit from the slowing of inflation 
and a reduction of imports. But market participants saw the 
possibility that relatively greater benefits would accrue to 
major competitors and trading partners of the United States, 
because they are more dependent on imported sources of 
energy. Moreover, the sharp fall in oil prices raised ques
tions about the exposure of U.S. banks to borrowers in the 
energy sector and the major oil producing developing coun
tries. Thus, each successive report of lower oil prices tend
ed to cause the dollar to weaken relative to the yen and 
some continental European currencies. These pressures 
were not limited to the dollar; the pound sterling and the 
Canadian dollar also were vulnerable to developments in 
the oil market.

The prospect of declining commodity prices, together with 
reduced fiscal deficits, fostered renewed rallies in the U.S. 
stock and bond markets in January. As a consequence, 
long-term U.S. interest rates fell late in the month. Thus, 
long-term interest rates differentials became progressively 
less favorable to the dollar, contributing to uncertainties 
whether capital inflows would continue to support the dollar 
as they had in recent years.

Against this background, market participants scrutinized 
statements by U.S. and foreign officials for any indication of 
changes in their views or intentions about dollar exchange 
rates. At the time the yen was holding around the key ¥200 
level. Market participants noted that Japanese interest rates 
were being allowed to ease back toward levels prevailing 
before the run-up of late-October to early-November and 
talk spread of a cut in the Bank of Japan’s discount rate. 
They wondered, therefore, if the Japanese authorities would 
resist a renewed rise in their currency. But some private 
forecasters were suggesting that the fall in oil prices might 
permit more scope for a higher yen. When a Japanese offi
cial was quoted late in January as agreeing that a further
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Chart 6

The Canadian dollar fe ll to new lo w s ...
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rise might be acceptable, the yen broke through ¥200 and 
led other foreign currencies sharply higher against the dol
lar. It continued to strengthen even after the Bank of Japan 
announced a cut in its discount rate of one-half of a percent
age point, to 41/ 2 percent, on January 29 to be effective the 
following day.

Meanwhile, protectionist pressures in the United States, 
which had subsided somewhat following the September G-5 
meeting, resurfaced. An unexpected jump in the December 
U.S. trade deficit to a record level contrasted with Japan’s 
record trade surplus for the same month. Market partici
pants noted that some U.S. government officials were still 
talking about the need for a stronger yen. Press reports in 
advance of the President’s annual State of the Union ad
dress, saying that the Administration would propose to dis
cuss with other countries the role and relationship of curren
cies, contributed to the sense that the United States would 
welcome a further depreciation of the dollar.

In response, the dollar was falling at the end of January. It 
dropped to a seven-year low of ¥191.35 and to a three-year 
low of DM2.3645 and closed near those lows on the last day 
of January.

The only major currencies against which the dollar rose 
during the period under review were pound sterling and the 
Canadian dollar. Early in November, the pound was still ben
efiting from its role as a principal investment alternative to 
the dollar. As the dollar declined, investors moving out of 
dollar assets showed a preference for placing funds in the 
liquid sterling markets. But after touching a two-year high of 
$1.5025 against the dollar at the beginning of December, 
sterling came under intense selling pressure as the market 
weighed the implications of falling oil prices. The drop was 
expected to lower British oil export revenues, thereby 
exacerbating a negative trend in the country’s balance of 
payments. An associated decline in oil royalty payments to 
the government was expected to undermine progress in 
reducing Britain’s fiscal deficit. As a result, the government’s 
strategy of using tax cuts in the coming year to support 
economic growth came into question. In these circumstances, 
the pound declined despite continuing favorable interest 
differentials. It reached record lows against the German mark 
and gave up its earlier gains against the dollar to close the 
period at $1.4115, down 21/4 percent on balance.

The fall of sterling contributed to the decline of the Irish 
pound within the EMS alignment toward the end of the peri
od under review (Chart 4). Speculation against the Irish 
currency mounted as traders anticipated it would be deval
ued in any EMS realignment, given the fall of the British 
pound and Ireland’s close economic ties with the United 
Kingdom. As a result, the Irish currency fell to join the Bel
gian franc at the bottom of the EMS band by the end of 
January while money market interest rates firmed in Ireland.

The Canadian dollar also weakened substantially during 
the period, falling to record lows against the U.S. dollar. Af
ter the September G-5 meeting the Canadian dollar, alone 
among the currencies of the major trading partners of the 
United States, had not appreciated against the U.S. dollar. 
The policy issues surrounding the problems of some small 
Canadian banks last fall were seen as unsettling by market 
participants. News of a current account deficit in the third 
quarter, the first deficit recorded in Canada since 1983, add
ed to market participants’ disquiet. In addition, the fall in oil 
prices, while having little net effect on Canada’s external 
position, was expected to result in sharply lower government 
revenues and create dislocations in some sectors and some 
regions of the economy. Market observers also expressed 
disappointment in the degree to which the government had 
been able to cut Canada’s fiscal deficit. Under these circum
stances, the currency came on offer in the face of spec
ulative selling and recurring rumors that foreign investors 
were liquidating investments in Canadian securities.

In response to these pressures, the Bank of Canada inter
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vened forcefully late in the period and for a time afterward, 
replenishing foreign currency reserves by drawing nearly 
$1.5 billion from its two standby credit facilities with com
mercial banks. During the last four weeks of January the 
Central Bank also acted to tighten money market conditions. 
Interest rates in Canada rose markedly and, with compara
ble rates in the United States either steady or declining, the 
interest differentials favoring the Canadian dollar widened to 
three percentage points, the highest level in more than three 
years (Chart 6 ). On balance, the Canadian dollar declined

4%  percent against the dollar during the three-month period 
under review.

In the period November through January, the Federal Re
serve and the Exchange Stabilization Fund (ESF) realized 
no profits or losses from foreign exchange transactions. As 
of January 31, cumulative bookkeeping or valuation gains 
on outstanding foreign currency balances were $152 million 
for the Federal Reserve and $297 million for the Treasury’s 
ESF. This is the first reported valuation gain for the Federal 
Reserve since October 31,1980.
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PUBLICATIONS AVAILABLE FROM THE NEW YORK FED

Selected Papers of Allan Sprout is a representative selection of published and unpub
lished writing of the third chief executive officer of the Federal Reserve Bank of New 
York. This 254-page book includes a biographical essay by Lawrence S. Ritter, Professor 
of Finance at New York University, who edited the volume.

Reading and Viewing is a 20-page guide to educational materials and is divided into 
categories of interest to educators, students, the general public, bankers, and econo
mists.

A single copy of each is available free. Write to: Public Information Department, Feder
al Reserve Bank of New York, 33 Liberty Street, New York, N.Y. 10045.

Subscriptions to the Quarterly Review (ISSN 0147-6580) are free. Multiple copies in 
reasonable quantities are available to selected organizations for educational purposes. 
Write to the Public Information Department, 33 Liberty Street, New York, N.Y. 10045 
(212-791-6135). Single and multiple copies for United States and for other Western 
Hemisphere subscribers are sent via third- and fourth-class mail, respectively. All copies 
for Eastern Hemisphere subscribers are airlifted to Amsterdam, where they are then 
forwarded via surface mail. Multiple-copy subscriptions are packaged in envelopes con
taining no more than ten copies each.

Quarterly Review subscribers also receive the Bank’s Annual Report.

Quarterly Review articles may be reproduced for educational or training purposes only, 
providing they are reprinted in full, distributed at no profit, and include credit to the author, 
the publication, and the Bank.

Library of Congress Catalog Card Number: 77-646559
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