
Introduction

Nineteen eighty-five was a year of fur-
ther progress for the national econ-
omy. Although growth in economic
activity was slower than it had been in
the earlier phase of the expansion, in-
creases in output were large enough to
reduce the unemployment rate to its
lowest level since 1980. Moreover,
even as the economic upswing moved
into its fourth year, inflationary pres-
sures remained in check. Prices gener-
ally rose less than in 1984, and wage
gains were restrained.

Continued economic growth in 1985
was supported by a generally accom-
modative monetary policy. The de-
mand for narrow money was strong,
partly in lagged response to earlier de-
clines in interest rates and partly per-
haps in response to more conservative
cash management practices. Ml ex-
panded relatively rapidly throughout
the year, growing about 12 percent,
and its velocity exhibited an unusual
and large drop of nearly 6 percent;
growth in Ml exceeded both the origi-
nal target range set in February and
the wider, rebased range for the sec-
ond half set in July. However, the
broader monetary aggregates behaved
more normally and ended the year
within their target ranges: M2 ex-
panded about 8V2 percent compared
with its range of 6 to 9 percent, and
M3 grew 73/4 percent compared with
its range of 6 to 9V2 percent.

In credit markets, short-term inter-

NOTE. This discussion of economic and finan-
cial developments in 1985 is adapted from the
Monetary Policy Report to the Congress Pursu-
ant to the Full Employment and Balanced
Growth Act of 1978 (Board of Governors, Feb-
ruary 1986).

est rates declined only a little over
1985, while long-term rates dropped 2
percentage points or more, partly re-
flecting an improved outlook for infla-
tion and expectations of greater fiscal
restraint. The Federal Reserve dis-
count rate was reduced once, by one-
half percentage point. Stock prices
rose substantially during the year.
Meanwhile, debt growth was strong;
expansion of domestic nonfinancial
debt for the year amounted to 14 per-
cent, above the monitoring range of 9
to 12 percent set by the Federal Open
Market Committee. The rapidity of
debt creation resulted, in part, from
borrowings to finance retirements of
corporate stock associated with mer-
gers, buyouts, and share repurchases
and from the acceleration of state and
local debt issuance in response to pro-
posed tax law changes.

While output of the U.S. economy
expanded only moderately in 1985,
the domestic sectors increased their
purchases of goods and services rap-
idly. The difference was an increasing
volume of imports and decline in the
volume of exports. Thus, not all seg-
ments of the economy shared equally
in the expansion. Key sectors such as
manufacturing, mining, and agricul-
ture continued to face strong competi-
tion from foreign producers. Sluggish
growth abroad also limited export
markets for U.S. producers. In finan-
cial markets, a number of institutions
had to cope with loan problems associ-
ated with the economic pressures and
large debt burdens of certain borrow-
ers, including less developed countries
as well as energy and agricultural bor-
rowers in the United States.

Adjustments are in process that
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should help correct the imbalances
that have emerged in recent years.
Passage of the Balanced Budget and
Emergency Deficit Control Act of
1985 has had salutary effects on ex-
pectations in financial markets. As
budgetary deficits are reduced, in-
creasing amounts of domestic saving
can be channeled into investment in
the plant and equipment needed to im-
prove productivity and sustain eco-
nomic growth over the long term. The
decline in the foreign exchange value
of the dollar should help create an en-
vironment in which U.S. producers
can compete more effectively in world

markets. The efforts of many banks
and other financial intermediaries to
bolster capital and reserves, together
with lower interest rates, should help
financial institutions to strengthen
their ability to cope with financial
strain. Questions remain, however,
about other factors affecting the U.S.
economy, including the strength of
economic expansion abroad, the influ-
ence of a declining dollar on inflation
here, and the effect of reduced oil
prices on the financial health of do-
mestic energy producers and of a
number of oil-exporting developing
countries.
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Economic activity continued to ex-
pand moderately in 1986, at about
the average pace prevailing since
mid-1984. This growth was sufficient
to create a substantial number of
new jobs and to produce another
small decline in the unemployment
rate. Further progress also was made
toward the objective of overall price
stability. Wage and price behavior
continued to be influenced by the
anti-inflationary thrust of policies put
in place earlier and by the adjust-
ment of expectations to the new
environment. Thus, while the plunge
in world crude oil prices contributed
importantly to the marked slowing
in inflation in 1986, prices outside
the energy area also decelerated on
average. Labor cost pressures re-
mained subdued, with nominal wage
gains across a broad range of occu-
pations and industries continuing to
move toward rates more consistent
with trends in labor productivity.

The Federal Reserve encouraged
continued economic expansion by
supplying ample reserves for the
banking system and reducing the
discount rate four times, by a total
of 2 percentage points. A large
portion of the reserves provided were
aimed at accommodating the strong
demand for Ml-type deposits. Ml
grew in excess of 15 percent in 1986,
and its velocity declined more than 9

NOTE. This discussion of economic and fi-
nancial developments in 1986 is adapted from
the Monetary Policy Report to the Congress
Pursuant to the Full Employment and Balanced
Growth Act of 1978 (Board of Governors, Feb-
ruary 1987).

percent, a rate unprecedented during
the postwar years. In part, this rapid
money growth reflected the public's
response to changes in interest rates
that made holding NOW accounts
and demand deposits more attrac-
tive. However, the growth in Ml was
well in excess of what would be
expected based on past relationships
among money, interest rates, and
income. Growth in the broader ag-
gregates was more in line with past
experience, taking account of inter-
est rate movements. Both M2 and
M3 expanded almost 9 percent and
ended the year just within the upper
bound of their annual target ranges.

In the credit markets, short-term
interest rates declined about 2 per-
centage points through the first three
quarters of 1986, before backing up
somewhat in response to pressure
around the end of the year from a
huge volume of tax-related financial
transactions. Longer-term bond rates
fell more than 2 percentage points in
1986; most of the decline occurred
in the first four months of the year
in response to an improved inflation
outlook and sluggish growth in eco-
nomic activity. After mid-April,
Treasury bond rates fluctuated in a
relatively narrow range, but corpo-
rate and municipal bond rates trended
down and reached their lowest levels
since the late 1970s.

The declines in interest rates con-
tributed to the vigorous pace of
household spending last year by re-
ducing borrowing costs and boosting
asset values. Housing starts, which
are particularly sensitive to interest
rate developments, rose a bit despite
the drag of a depressed economy inDigitized for FRASER 

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

1986



Introduction

regions heavily dependent on oil and
agriculture. In contrast, capital
spending declined over the course of
the year, largely because of the
substantial cutback in oil drilling;
more broadly, investment was re-
strained by an overhang of office and
other commercial space and the weak
pace of activity in major segments of
the manufacturing sector.

The disparity between household
spending and business investment is
indicative of the imbalances that
characterized the U.S. economy in
1986. Indeed, economic performance
throughout the expansion has varied
considerably across industries and
regions of the country. In some
cases, such as agriculture, special
circumstances have played a role.
But more fundamentally, the imbal-
ances are rooted in the enormous—
and partly related—deficits in the
country's external accounts and in
the federal budget.

Although the foreign exchange
value of the dollar fell sharply through
early 1987 from its peak in early
1985, the nation's trade deficit deep-
ened. The increased price competi-
tiveness of U.S. producers contrib-
uted to a sizable improvement in the
growth of exports in 1986, but the
pickup was limited by the sluggish-
ness of economic activity in many

other countries. At the same time,
the volume of imports continued to
rise rapidly through most of the year,
in part because the pass-through into
import prices of the dollar's depre-
ciation against major foreign curren-
cies was limited by the ability of
foreign exporters and U.S. distribu-
tors to absorb much of the swing in
exchange rates in their profit mar-
gins. Also, an increasing amount of
imports was coming from the newly
industrialized and developing coun-
tries whose currencies, as a group,
did not appreciate against the dollar.
With import penetration remaining
on an uptrend, domestic production
continued to expand less rapidly than
domestic demand.

The federal budget deficit also
remained huge, despite substantial
deficit-reducing actions taken by the
administration and the Congress. Of-
ficial estimates suggest a deficit for
fiscal 1987 of around $175 billion, a
good deal less than the record 1986
figure but still equal to a historically
high 4 percent of the gross national
product. Further cuts in the federal
deficit are essential, in the context
of movement toward better external
balance, to ensure that an adequate
flow of domestic saving is available
to support needed domestic invest-
ment.
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The national economy scored major
gains in 1987. Growth of real gross na-
tional product outstripped most expecta-
tions, and the unemployment rate
dropped below 6 percent for the first
time in the 1980s. With such sectors as
agriculture, mining, and manufacturing
benefiting considerably from an im-
proved competitive position internation-
ally, the expansion of the economy was
better balanced than in 1985-86. Wage
increases remained moderate and con-
tributed to favorable cost trends in many
sectors; however, a rebound in oil
prices, coupled with the effects of the
dollar's decline on the prices of im-
ported goods generally, pushed the rate
of price inflation back up to the 4 percent
range by most measures.

The year was marked also by the
sharpest-ever decline in the stock mar-
ket—a 508-point drop in the most
widely watched index—and continued
concern about the twin deficits in the
federal budget and the trade accounts.
Some progress was made in reducing the
budget deficit during 1987, and the trade
account showed some improvement to-
ward the end of the year, but both defi-
cits remained large.

At times last year, soaring commodity
prices and sharp declines in the dollar
and bond prices signaled the possibility
of greater inflationary dangers. With the
economy moving toward higher levels
of resource utilization, the Federal Re-
serve had to be especially alert to these

NOTE. This discussion of economic and finan-
cial developments in 1987 is adapted from the
Monetary Policy Report to the Congress Pursuant
to the Full Employment and Balanced Growth Act
of 1978 (Board of Governors, February 1988).

and other indications of pressures that
might have led to a significant departure
from the longer-run trend toward price
stability. In these circumstances, mone-
tary policy was characterized by a ten-
dency toward greater restraint through
last October; this tendency was reflected
in a moderate rise in money market
interest rates, which in turn damped
growth of the monetary aggregates.
While M3 grew at a pace equal to the
lower bound of the range set for 1987 by
the Federal Open Market Committee,
M2 fell short of its range. After the
plunge in the stock market in October,
the System focused its efforts primarily
on ensuring adequate liquidity in the
economy, and interest rates subse-
quently reversed a good part of the rise
that had occurred earlier in the year.

By early 1988, however, conditions
in financial markets had not yet returned
fully to "normal," and the edginess of
participants continued to be reflected in
volatility and fairly sizable risk pre-
miums. Moreover, the economy had
shown some signs of weakness. In par-
ticular, the fourth quarter of 1987 was
marked by a sharp rise in inventories
in a few sectors, and indications of a
slackening in labor demand appeared
early in 1988. Against this backdrop,
the System eased a bit further the pres-
sures on reserve positions of depository
institutions.

While the Federal Reserve has had to
be responsive to the near-term risks of
an economic downturn, it has not lost
sight of the potential influence of policy
actions on longer-term trends in the
economy. The United States is in the
process of an important readjustment in
the balance of economic activity, after a
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period of several years in which growth
of domestic spending outstripped the
pace of domestic production. Over that
span, the trade balance moved into deep
deficit, and the nation began to amass a
huge net external debt. It is important to
allow room for a significant improve-
ment in our trade balance, especially
given that the low rates of unemploy-
ment and the high rates of capacity
utilization evident in many segments of
industry suggest the need for added care
in maintaining progress toward price
stability.

These considerations underlay the
decisions of the Federal Open Market

Committee when it met in February
1988 to chart its monetary policy strat-
egy for the year. They also must be kept
in the forefront as decisionmakers else-
where in the government set policy. In
particular, continuing fiscal restraint is
crucial if we are to free resources to
finance productivity-enhancing private
investment while bringing about an im-
proved pattern of international transac-
tions. Moreover, additional efforts at
bringing greater coherence to policies
domestically and internationally will
promote greater stability in financial
markets and greater internal and external
balance to the economy.
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Overall, 1988 was another year of
progress for the U.S. economy, with
further substantial increases in output
and employment and a significant im-
provement in the balance of trade. Al-
though the dramatic stock market break
of October 1987 seemed to slow real
activity for a time around the start of
1988, the underlying strength of the econ-
omy soon showed through, and apart
from losses of farm output caused by the
drought, growth proceeded at a relatively
strong pace throughout the year.

Inflation remained in check during
1988. Even so, developments were a bit
worrisome as, for a second year, in-
creases in prices were somewhat larger
than in earlier years of the expansion.
Part of the pressure on prices in 1988
came in the food area and reflected the
influence of the drought. However, with
labor markets tightening, the rise of
wages and total hourly compensation
quickened and affected prices more
generally.

Federal Reserve policy mirrored the
changing economic circumstances of
1988. Early in the year, as in late 1987,
the Federal Reserve sought to limit
repercussions from the plunge in stock
prices and, in particular, to guard against
the possibility of a significant con-
traction in business activity. Pressures
on the reserve positions of depository
institutions were eased a bit further in
early 1988, and interest rates edged
down for a time, extending the declines

NOTE. This discussion of economic and financial
developments in 1988 is adapted from the Monetary
Policy Report to the Congress Pursuant to the Full
Employment and Balanced Growth Act of 1978
(Board of Governors, February 1989).

that had begun in October of 1987.
Growth of M2 and M3 was fairly rapid
during this period, nearly reaching the
upper bounds of the annual target ranges
established by the Federal Open Market
Committee.

As it became clear in the spring of
1988 that the economy still was strong,
the focus of Federal Reserve policy
shifted. For much of the year, the rapid
growth of spending and a continued
tightening of markets for labor and
products caused concern about a worsen-
ing of inflation. A sharp upswing in real
net exports of goods and services that had
begun in 1987 continued into 1988; while
this upturn was a welcome and necessary
part of the adjustment of the U.S. econ-
omy toward a better balance in its external
accounts, it also intensified the demands
on U.S. producers at a time when the
utilization of domestic labor and capital
already was quite high. Accommodating
the improvement in our external position
while limiting the risk of heightened
inflation required restraint on the growth
of domestic demand.

The shift by the Federal Reserve
toward restraint was reflected in a tight-
ening of the reserve market that began in
late March and continued, in several
steps, into 1989. Short-term market
interest rates moved up during this pe-
riod, influenced both by the System's
tightening and the strength of the econ-
omy, and the Board of Governors ap-
proved a Vi percentage point increase in
the discount rate in August, to 6Vi
percent. Growth of M2 moderated after
the spring and ended the year just below
the middle of the 1988 target range. The
growth of M3 also ebbed over the last
two quarters of the year as the needs of
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banks and thrifts to fund credit expansion
slackened.

Short-term interest rates at the end of
1988 were about 2Vi percentage points
higher than they were early in the spring.
Long-term interest rates, by contrast,
changed little on net over that same
period; and the stock market moved up
fairly steadily over the course of the year,
recovering more than a third of the losses
of the previous October. These favorable
trends in the bond and stock markets, in
the face of rising short-term interest rates,
suggested that investors maintained a
relatively optimistic view of the long-run
prospects for the U.S. economy.

If that optimism is, in fact, to be
justified by events, then both private
citizens and the government must con-
tinue to work to correct economic imbal-
ances that remain and to address new
challenges. In the private sector, business
and labor are in the process of adjusting
to a world economy that has become far
more competitive than it was over much
of the postwar period, and only part of
that adjustment was accomplished in
1988. Further progress will demand a
continuing commitment on the part of
U.S. firms to capitalize on the enhanced
competitiveness resulting from the depre-
ciation of the dollar since 1985. That
commitment must take the form not only
of continued cost control and price re-
straint but also of more intense efforts at
marketing abroad and investment in new
capacity where constraints are visible.
Failure on these counts would almost
certainly leave the U. S. economy consid-
erably less well off over the long haul.

Government policy can encourage
businesses to make the longer-range
commitments needed to bring about
better balance in the economy and to
foster longer-run growth. A monetary
policy directed steadfastly at movement
toward price stability is an essential
ingredient for promoting sustainable

growth. But also crucial is further
progress toward balance in the federal
budget, along the lines specified in the
Gramm-Rudman-Hollings legislation.
In that regard, any steps taken now to
ensure continuing progress toward ap-
propriate fiscal restraint over the longer
term would likely have a particularly
salutary effect on the expectations of
businesses and investors and would
thereby enhance considerably the long-
run prospects for noninflationary
growth. •
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The U.S. economy in 1989 recorded its
seventh consecutive year of expansion.
Although growth was slower than in
either of the preceding two years, it was
sufficient to support the creation of 2lA
million jobs and to hold the unemploy-
ment rate steady at 5 lA percent, the lowest
reading since the early 1970s. Inflation
remained undesirably high, but the pace
was less than many analysts had pre-
dicted, with softness in the prices of
imported goods helping to offset persis-
tent domestic cost pressures. On the
external front, the trade and current
account deficits shrank further in 1989.

In 1989, monetary policy was tailored
to the changing contours of the economic
expansion and to shifting perceptions of
the potential for inflation. Early in the
year, the economy still was strong, and
inflation appeared to be on the rise; to
prevent the pressures on wages and prices
from building, the Federal Reserve ex-
tended the tightening of money market
conditions that had begun in early 1988.
A rise in market rates of interest relative
to those on deposit accounts restrained
the growth of the monetary aggregates;
additional restraint came in April and
May, when unexpectedly large tax pay-
ments drained liquid balances. By May,
M2 and M3 lay below the lower bounds
of the annual target ranges established by
the Federal Open Market Committee.

Through the spring, risks of an immi-
nent acceleration in inflation seemed to
diminish somewhat. Pressures on indus-

NOTE . This discussion of economic and financial
developments in 1989 is adapted from the Monetary
Policy Report to the Congress Pursuant to the Full
Employment and Balanced Growth Act of 1978
(Board of Governors, February 1990).

trial capacity began to moderate slightly
during this period, commodity prices
leveled off, and the dollar strengthened
on exchange markets, all of which rein-
forced signals conveyed by the weakness
in the monetary aggregates. In June the
FOMC began a series of steps—under-
taken with care to avoid excessive infla-
tionary stimulus—that trimmed IVi per-
centage points from short-term interest
rates by year-end. Longer-term interest
rates moved down by a like amount,
influenced both by the System's easing
and a moderate reduction in inflation
expectations.

Growth of M2 rebounded in the second
half of 1989 to end the year at about the
midpoint of the 1989 target range. Growth
of M3, however, remained around the
lower end of its range; a contraction of
the thrift industry, which was prompted
by the Financial Institutions Reform,
Recovery, and Enforcement Act of 1989,
reduced the needs of thrifts to tap M3
sources of funds. The shrinkage of the
thrift industry's assets led to a rechan-
neling of funds in mortgage markets but
appeared to have little effect on overall
credit availability. In total, growth in the
outstanding debt of the nonfinancial
sector was only a bit slower in the second
half of the year than in the first half, and
the level of debt ended the year close to
the midpoint of the 1989 monitoring
range established by the FOMC.

On the whole, the adjustments that the
Federal Reserve undertook in 1989 were
more in the nature of a midcourse correc-
tion than of a fundamental shift in policy.
The basic goals and strategies of the
System remained unchanged from those
of previous years. The ultimate goal of
monetary policy continued to be that of
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ensuring price stability so as to promote
the maximum sustainable rate of eco-
nomic growth. Similarly, the strategy for
moving toward that goal still was that of
restraining growth in money and aggre-
gate demand by enough to establish a
clear downward tilt to the trend of
inflation and inflation expectations while
avoiding a recession.

Viewed in the context of those longer-
run goals and strategies, the performance
of the economy in 1989 seemed satisfac-
tory in many broad respects. At the same
time, however, the year's events under-
scored the formidable challenges that
still lay ahead if the ultimate goals of
price stability and sustained economic
growth are to be realized. While inflation
in 1989 was no higher than in the previous
year, neither was there any progress made
toward the goal of reduced inflation over
time. Indeed, the underlying rate of
inflation held stubbornly around the 4 to
4lA percent mark, about the same range
in which it had been in previous years of
the expansion. Clearly, seeking gains
against inflation while maintaining the
expansion would remain a central part of
economic strategy into the 1990s.

Another essential part of economic
policy as a new decade begins is to move
further toward a lowering of federal
budget deficits. In that regard, the federal
budget deficit in 1989, while smaller than
those of the mid-1980s, remained far too
large for an economy in the neighborhood
of full employment. Such deficits seem
almost certain to affect long-run eco-
nomic performance adversely. In par-
ticular, the deficits likely have cut into
national saving and investment in recent
years and have limited the expansion and
upgrading of the stock of productive
capital. It is that stock, together with the
skills and innovativeness of the labor
force, that ultimately will determine the
standard of living of the population over
the long run. The need for lowered

deficits —and perhaps even surpluses —
becomes even more compelling when
viewed in the context of current demo-
graphic trends: saving and investment
are needed now to ensure a productive
economy that can support a rapidly
growing population of retirees two or
three decades down the road. Interna-
tional developments also seem to rein-
force the case for deficit reduction, as the
rebuilding of Eastern European econo-
mies is likely to put still greater demands
on the limited flow of world saving in the
coming decade. •
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