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Monetary Policy In 1985:
Extending The 1984 Criteria

Last year's economic performance greatly ex-
ceeded even the most optimistic forecasts. Real
growth averaged 6.8 percent, the best showing
since 1951, while inflation (as measured by implicit
GNP deflator) rose only 3.7 percent, the smallest
increase since 1967. The dollar showed extraor-
dinary strength throughout most of 1984; surpris-
ingly, it rose to a new high toward year’'s end as
the Fed eased monetary policy and U.S. interest
rates declined sharply. (Declining U.S. interest
rates had been expected to result in an easing of
the value of the dollar.)

Despite last year’'s impressive economic perfor-
mance (which included a decline in the unemploy-
ment rate to 7.1 percent), there remained three
problems that carry over into 1985: (1) A severely
depressed farm sector and a system of small
banks in the farm belt that remains precariously
exposed. (2) A record U.S. trade deficit of $123.3
billion in 1984—induced mainly by rapid U.S.
growth and the strong dollar. (3) Persistent huge
federal budget deficits despite the economic pros-
perity. Reducing the federal budget deficit pro-
bably will be the most important economic policy
issue confronting President Reagan and the 99th
Congress during the current year.

The main goals of monetary policy in
1984—sustainable real growth and preservation
of price stability—are likely to continue
dominating Federal Reserve policy in 1985. (See
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below for Roger Guffey’s assessment.) The Fed
appears to respond now with a lag of several
months to large swings in the real economy.
Specifically, unsustainably rapid real growth trig-
gers monetary restraint, whereas a sharp
slowdown in economic growth induces easing by
the Fed. Money growth rates and the Federal
Reserve'starget ranges have come to serve mere-
ly as a “‘secondary guideline’’ for monetary policy,
while international considerations received
relatively little special attention last year.

Thus, in response to the extraordinarily rapid
real growth (10.1 percent) during the first quarter
of 1984, the Fed let market pressures drive up in-
terest rates. Only when unsustainably vigorous
growth continued through the second quarter (7.1
percent) and rapid money growth threatened to
push the money supply above the Fed’s target
range,did monetary policy shift more forcefully
toward restraint. As a result, interest rates
escalated further until midyear.

When it became apparent that real growth was
slowing drastically during the third quarter of 1984
while the money supply flattened out, the Fed
responded with several moves toward monetary
easing. Thus, adecline in interest rates triggered
by the economic slowdown was quickly reinforced
by an easier Federal Reserve policy. (In this con-
nection, see Michael Keran's analysis In this
report.)

In 1985, the Federal Reserve is likely to adhere
to the same policy approach as in 1984. As long
as economic growth proceeds at a moderate and
sustainable pace, the Fed will continue to accom-
modate the economic expansion at relatively
stable (orevendeclining) interest rates. Once the
economy gathers momentum, the Fed initially will
permit market forces to raise interest rates. Only
if the pace of real growth threatens to become un-
sustainably strong is the Fed likely to shift toward
active monetary restraint (driving interest rates
higher in the process).

THE FEDERAL RESERVE'S ROLE IN PROMOTING ECONOMIC GROWTH
by Roger Guffey!

Each policy directive of the Federal Open Market
Committee (FOMC) contains a statement of the goals
of Federal Reserve monetary policy. One of those goals
isto “‘promote growth in output on a sustainable basis. ™
It has long been reécognized that only through sustained
economic growth can we improve living standards, in-
crease job opportunities, and help to achieve other na-
tional economic priorities. In addition, several of our
current economic problems—such as the international
debi situation, the federal budget deficit, and the finan-
cial stress in agriculture and other important sectors—
can best be managed in an environment of economic
growth. For all these reasons, therefore, I believe sus-
tained economic growth should be the preeminent long-
run goal of economic policy.

What can the Federal Reserve contribute Lo achiev-
ing this goal? It should be recognized that the Federal

"Roger Guffey is President of the Federal Reserve Bank of
Kansas City. The views expressed in this article are the author’s
and not the views of the Federal Reserve System.

Reserve'srole in promoting economic growth isa limited
but important one, It is limited because many factors
outside the control of monetary policy influence
economic growth. 1t is nonetheless important because
the economy cannot realize its growth potential without
reasonable price stability, which is largely within the
control of monetary policy. In my view, therefore, the
major contribution that monetary policy can make to
sustained economic growth is to ensure reasonable price
stability.

Not all would agree with this assessment. Some have
argued, for example, that monetary policy can and
should promote growth by keeping interest rates low.
They reason that low interest rates encourage capital
investment, thus raising productivity and economic
growth.

The flaw in this argument is that capital investment
depends on real interest rates, which are affected by
monetary policy only in the very short run. It is true that
easy money and credit can temporarily depress market
interest rates. However, as soon as the inflationary con-




Most economists project another year of strong,
but sustainable, real growth (3.5 to 4 percent) with
fairly stable prices for 1985. However, patterns of
quarterly volatility—rather than the average an-
nual growth rate—are likely to determine the Fed's
policy responses in 1985 just as they did in 1984.
Last year's forecasting record suggests that
economists are ill-equipped to predict these
quarterly swings.. (Most economists projected
relatively slow growth early in 1984 to be followed
by much faster growth during the second half of
that year!)

In 1985, international considerations are again
expected to exert relatively little impact on Federal
Reserve policy—except in the unlikely cases of an
international financial crisis orasharpdropinthe
value of the dollar. (See Peter Berman’'s assess-
ment.) Yet, international considerations—
including a further weakening of oil prices—could
induce the Federal Reserve to impart to its
monetary policy a slight downward bias with

sequences are realized, the inflation premium in nominal
rates rises, pushing market rates up enough to restore
real rates to their previous levels, As a result, holding
market rates down by inflationary growth of money and
credit will not stimulate investment. Indeed, past ex-
perience suggests that by increasing uncertainty, infla-
tion leads ultimately to higher interest rates and lower
stock prices. Therefore, keeping market interest rates
artificially low is at best ineffectual and at worst counter-
productive in achieving sustainable economic growth.

The need to focus on real rather than nominal interest

rates demonstrates a more general principle—that
economic growth is determined primarily by real fac-
tors rather than by credit conditions. The savings rate
determines how much output can be devoted to invest-
ment; changesin technology and consumer preferences
create profitable opportunities for capital investment;
and investment increases productivity growth, which
is the driving force behind sustained expansion in out-
put. These real factors, not nominal interest rates, are

the fundamental determinants of economic growth in

the long run.

Nevertheless, economic policy has a role to play in
promoting economic growth. Fiscal policy—the govern-
ment’s taxing and spending decisions—affects incen-
tives for saving and investment. In this regard, 1

regard to U.S. interest rates. This would stimulate
world economic growth and assist debt servicing
by the less-developed countries. In case of asharp
drop in the value of the dollar, temporary Treasury-
Federal Reserve intervention in the foreign ex-
change markets appears a distinct possibility.
Finally, what further can be said concerning the
outlook for interest rates in 1985? The record of
the 1960's and 1970’s reveals that the third year
of any sustained economic expansion always pro-
ducedrising interest rates, whereas second-year
patterns were much more diverse. (See chart on
page 4.) Thus, historical patterns as well as the
continuing high federal budget deficits suggest
that strong real growth in 1985 should produce a
pattern of rising interest rates later in the year.
However, improved inflationary expectations
could modify these historical patterns in 1985. The
unusually saw-tooth pattern of interest rates in
1984—particularly the sharp declines after mid-
year—indicate that financial-market experts have

welcome the national debate stimulated by the Treasury
Department's recent tax proposals. If a ‘‘flat tax,"” or
some other tax system, would enhance incentives for
economic growth, such a system should be given serious
consideration. It would be unfortunate, however, if
discussion of tax reform diverts attention from the most
pressing fiscal issue—the budget deficit. With the
Federal Government absorbing up to one-third of
Private Sector savings, too little is left over for the pro-
ductive investment necessary to sustain economic
growth. Moreover, the high interest rates and strong
dollar that have accompanied large budget deficits
threaten to damage irreparably some domestic in-
dustries that could otherwise contribute to economic
growth. Bringing down the budget deficit is the most
important fiscal policy action that could be taken to im-
prove prospects for balanced and sustained economic
growth.

Monetary policy has a role, too. That role is to pro-
videa stable financial environment for economic deci-
sion making. Such an environment requires stability not
only of the financial system but also of the aggregate
price level, Reasonable price stability is necessary to en-
sure that the market system efficiently allocates real
resources to the productive sectors of the economy that
drive economic growth.




Changes in Interest Rates During Economic Expansions

Months After Trough
Baugges: L.8. Treasury; Moody's Invesior Service; The Conferance Baard.
reduced their inflation expectations. Since real declines of both nominal and real interest rates

U.S. interest rates remain at historically high levels during 1985 cannot be ruled out.
while inflation continues to be subdued, further Michael E. Levy




MONETARY POLICY CRITERIA, 1984-1985

Beginning in mid-1982, the Federal Reserve aban-
doned its single-minded anti-inflationary policy in
favor of a more pragmatic approach, intended to
reduce interest rates, stimulate the economy, and
avoid domestic or international financial crises. (For
a review of menetary policy in 1982 and 1983, see
Economic Policy Issues, 1984, No. 1.) Under the Fed’s
revised approach, as long as inflation remained under
control, policy decisions *'would depend on evidence
about the strength of the economic recovery, the
outlook for prices and inflationary expectations, and
emerging conditions in the domestic and international
financial markets." (On two occasions—in the Spring
and in the early Autumn of 1983—the Fed exercised
its new flexibility by initiating moderate, though time-
ly, adjustments in monetary policy—first by increas-
ing, and then relaxing, restraint in the provision of
reserves to the banking system. The purpose was par-

tially to relieve international and domestic financial
pressures that could seriously disrupt the economic
recovery or price stability.)

Although 1983 ended with both the economic ex-
pansion and disinflation well intact, a continuing large
federal budget deficit, high real interest rates, and the
large and growing international trade deficit made
continuation of U.S. prosperity in 1984 and beyond
less assured. Massive Treasury financing in 1984
(estimated at between $170 and $190 billion) was ex-
pected to intensify normal cyclical pressures on
nominal interest rates, and to raise real interest rates
beyond already historically high levels. Throughout
1983, large differentials between U.S. and foreign real
interest rates had attracted record inflows of foreign
capital into the United States that helped to moderate
pressures on U.S. financial markets, raise the value
of the dollar, and control inflation. Yet a growing




