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I welcome the opportunity to review with you monetary

policy in the context of recent and prospective economic and

f inancial developments. The economic setting and the decisions

¢f the Federz. Open Market Committee with respect to the target

ranges fov the moretavy and credit aggregates are set out in

the semi-annual "Humphrey-Hawkins®" Report. As usual, I would

like to amplify and develop some aspects of those decisions in

my testimeny.

The Economic and Financial Environment

The pattern of slower, and more lopsided, growth in domestic

output that developed during the latter part of 1984 became even

more pronrcunced during the first half of 1985, Manufacturing

activity averall nss been essentially flat following exceptionally

large gaing waviier in the expansion period. The farming and

mining sectors have remained under strong economic and financial

pressure. But consumption -- supported directly and indirectly

by large increases in personal and federal debt -- has continued
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to rise fairly strongly. Construction activity has also
expanded, responding in part to lower interest rates. Despite
recent losses of manufacturing jobs, employment growth in
services and trade has been strong enough to keep the overall
unemployment rate essentially unchanged at about 7-1/4 percent.
The cc:itrast between mérked sluggishness in the goods-
producing :zector of the economy and rising domestic consumption
énd demand is reflected in continuing strong growth in merchandise
imports, Those impecrts in real terms are up by about 60 percent
in three years; in manufactured goods alone the increase has been
even more rapid. Overall, imports have now reached a level
equivalent to 21 percent of the value of domestic production
of goods. In contr&ast, exports have stagnated, and now account
for only &¢hout 14 pevzent of goods ocutput.
I can put the seme pe.at another way. Domestic final
szles == tec¢ consumers, to businesses, and to governments ==

apear to have been expanding at a relatively brisk rate of
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more than 4 percent so far this year. Domestic output of goods
and services has not nearly kept pace, rising at a rate of

around 1-1/2 percent or perhaps less. That is partly because
inventory accumulation has slowed., But it is mostly because

rore of the domestic demand is being satisfied by growing imports.

That was true earlier in the expansion period as well.

#ut we have felt it more as growth in demand has slowed to a more
sustainalble rate., Another potentially disquieting development
has been ths apparent failure of productivity to maintain the
strong gains achieved earlier in the expansion period. The
implication is that the underlying trend may not have increased
as much as heped from the poor record of the 1970s.

Against those cross-currents in the economy this year, the
¥ederal Rewserwve, in sonducting its open market operations, has
not appreaiatily changed the degree of pressure con bank reserve
prsitions, which Led already been substantially eased by the

ent of 1984. 1In May, the discount rate was reduced from 8 to
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7-1/2 percent. That action was consistent with the general

tendency of market interest rates to decline further over the

period, extending the rather sharp reductions during the Autumn

and early last winter. Both the discount and short-term market

interest raies in May and June reached the lowest levels since 1978.
The relervively "accommodative" approach in the provision

of reserves as been designed to provide support for the sustained

growth of «conomic activity against a background of relatively

well contained inflationary and cost pressures. Indeed, sensitive

agricultural and industrial prices -- including prices of crude

petrocleumr -~ have been declining appreciably, and prices at the

wholesale !e¢vel have been almost flat., It is somewhat reassuring

that the =rumd in wage ari =slavry increases has, overall,

remained aiv th2 sharply reacuaced pace established at the start

of the reccvery period, although the slowdeown in productivity

has been reflected in higher unit labor costs and scme pressures

on profit margins. Clearly, even if reduced, some momentum of
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inflation has persisted in the economy as a whole, and
expectations remain sensitive. But so far this year, price
increases have been concentrated largely in the service sectors.

#eanwhile, the broader measures of monetary growth --

M2 2nd M3 -- have remained generally within the target ranges
estsblished early in the year. However, currency and checkable
depw»sits, measured by M1, have increased much more rapidly than
emr-isaged. (5ee the attached charts.)

Until May, growth in that aggregate remained in an area
re=sonably clese to the i:pper band of the target range. Given
that the more rapid growth during that periocd followed some
mor.hs of sub:iied expansion, the outcome through April was
reaszoenably in f{ine with MU intentions and expectations. More
recently, in Maiy and June, a new surge in M1 carried that
aggrerjate much further abcve the targeted range.

At. the same time, total non-financial debt has continued

to expand substantially more rapidly than the GNP, propelled

particularly by the federal deficit and consumer credit. As
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much as 1 percent of that debt expansion can be traced

to a continuing -- and, from a structural point of view,
disquieting -- substitution of debt for equity as a result of
mergers and other financial reorganization. More generally,
these developments also point up the apparent dependency of
economic growih, under circumstances existing this year, on a
relatively high level of debt and money creation.

Undizly prelonged, those developments would not provide a
satisfactory financial underpinning for sustaining growth in a
context wf greater price and financial stability. For the time
being, however, taking account of current and likely economic
devaicpmenics, the downward pressures on commodity prices, and

the uigin level of the dollar that has prevailed in the foreign

exchange w 5, the growth in M1 and debt has not in itself

justifies s mers vestrictive approach toward the provision of

reserves te the panking system.
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After increasing sharply from already high levels in the

early weeks of the year, the dollar more recently has fallen

back against the currencies of other leading industrial countries,

dropping abruptly over the past week or so to about the average

levels of last summer., At these exchange rates -- still about

60 percen! above the relatively depressed levels of 1979 and 1980 --

prospecis for stemming the deterioration in our trade accounts,

much less achieving a turnabout, remain uncertain. Much depends

upon the vate of growth in other countries that provide the

princizsl markets for our exports and are the source of our

imports, In any event, the potential effects of interest rates

and de<isions with respect to monetary policy on exchange rates

and thas sxternal sectszr ¢f the sconomy have necessarily been a

significxnn ingredient in FOMC dxliberaticns.

The Out.ixck for the Economy

Ao Ml

Menhers: of the FOMC generally have projected a pickup in

a2conomic activity over the second half of 1985 and sustained
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growth through 1986, 1In those circumstances, while employment
gains should remain substantial, unemployment would be expected
to drup only a little if at all. The overall rate of price
incrvease would De expected to remain close to the recent pattern,
aszuming dollar exchange rates do not vary widely from recent
levals.  (See Table I attached for the numerical projections.)
Obviously, neither the anticipated "stickiness” of the
unemployment rate nor the projected inflation rate is entirely
satisfactory, and a substantial range of uncertainty must be
associated with any eccnomic projections at this time. As I
emphasized earlier, thers are sharp differences in the performance
cf different sectors of the economy. Demand for and employment
ir» zervices, where most unward price pressures have been concentrated,
cenrinue to expand rather strongly. Most sectors more immediately
senz.tive to iiterest rates and monetary conditions -- including
construction and autcmobile sales -- have also been performing

relatively well. Other sectors exposed to strong international
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competition are sluggish, and agriculture remains under strong

financial pressure.

The Broad Policy Challenge

The cross-currents, dislocations, and uncertainties

in the present situation point up one uncomfortable but

inescapable fact. We are dealing with a situation marked by

gr«ss imbalances that can neither be sustained indefinitely nor

dealt with succeszsfully by monetary policy alone, however

conducted.

We are poryowing, as a nation, far more than we

are willing to save internally.

We are huying abroad much more than we are able

to seitl.

We reconuile borrowing more than we save and buying
more taan we se€ll by piling up debts abroad in amounts
unparalleied in our history.

Our key trading partners, directly or indirectly,

have been relying on our markets to support their
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growth, and even so most of them remain mired in

historically high levels of unemployment.

Meanwhile, our high levels of consumption and

employment are not being matched by the expansion

in the industrial base we will need as we restore

¢xwternal balance and service our growing external debt.

snd, after 2-1/2 years of economic expansion, too

many borrowers at home and abroad remain under strain

or over—extended.

At their core, these major imbalances and disequilibria may

lie outside the reach ©of monetary policy -- or in some instances,

U.S. policy generally. But they necessarily condition the

environment in which the Federal Reserve acts, along with all

the current evidence abinud

monetary growth, ecocnomic conditions,

and pricae,

In &} i our decisicis, whether with respect to monetary or

i2gulatory pelicies, we would like to work in a direction

consistent with reducing the imbalances, or at the least to
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aveid aggravating them. That sounds obvious and straight-
forward. The difficulty is that, as things now stand, some
policy actions that might seem, on their face, to contribute
toward easing one problem could aggravate others. Nor can
we afford to apply a mere poultice at one point of strain in
the: iope of temporary relief at the expense of undermining
bamic objectivss,

Our monetary policy actions need to be conducted with a
cie¢ar vision of the continuing longer-term goals -- a financial
environment in which we as a nation can enhance prospects for
sustained growth in a framework of greater stability. To succeed
fuilly in that effort, monetary policy will need to be complemented
bv action elseawhere.

Ths 1985 and 1286 Target Ranyes

As I indicated earlie:¢. the recent surge in Ml in May
and ~“une has carried that monetary aggregate well above the

target range set in February. M2 and M3, while also rising

rather sharply in June, have remained generally within, or

.org/
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close to, their targeted ranges. Against the background of a
high dollar, the sluggishness of manufacturing output, and
relatively well ccntained price pressures, quick and strong
actinmn to curtail the recent burst in Ml growth has not been
aprropriate. The petential implications of the relatively
strong growth in Ml since late last year nonetheless had to
e considered cavefully in developing our target ranges and
policy approach.

You may recali that somewhat similar high growth rates in
Ml developed during the second half of 1982 and during the first
valf of 1983, At that time, important regulatory changes involving
new accounts ard atfaecting the payment of interest on checking

acorints had taksw plzce., Fervasive uncertainty during the

i#zcber stages of t!ie vecession appeared to affect desires to

hold cash. Both circumstances made interpretation of the

monetary data particularly difficult, and Ml was deemphasized.

Those circumstances are not present today, at least not in

the same degree.
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However, one common factor, and an important factor,
was at work during both periods. The rapid growth in Ml
in 1982 and 1983 and this year followed sizable interest rate
declines, with a lagged response evident for some months.,
Analysis s*t:rongly suggests that, as market interest rates decline,
individus is and businesses are inclined to budild up cash balances
because tijey sacrifice less interest income in doing so. The
possibility today of ea:ning interest on checking accounts --
and the fact that these interest rates change more sluggishly
than market or market-—oriented rates -- probably increases that
tendency.

Morzouver, as I have suggested in earlier testimony, the
payment «f interest on «heoking accounts may over time encourage
nore holcdirgs of M1 reliativs to other assets, or relative to
economic scoivity, than was the case earlier. Partly for that
reason, the upward trend in Ml "velocity" -- the ratio of GNP

to Ml -- characteristic of the earlier postwar period may be

changing.
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That trend was, of course, established during a period
when inflation and interest rates were trending upward. In
contrast, over the past three and one-half years, velocity has
moved irregularly lower, with the declines concentrated in
periods of declining interest rates.

e earlier 1982-83 period of rapid growth in Ml was
corretly judged not to presage a resurgence of inflationary
pressures, contrary to some expectations. I would emphasize
in that connection, however, that Ml growth was moderated
substantially atter mid-1983, and velocity rose during the
period of strong economic expansion, as anticipated.

We simply do not have enocugh experience with the new
institutional f:amework surrounding Ml (which will be further
changed next year under existing law) to specify with any
prec:.:ion what new trend in velacity may be emerging or the
preciss nature of the relationship between fluctuations in
interest rates and the money supply. Moreover, while the

surge in Ml, and the related drop in velocity, can be traced
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at least in substantial part to the interest rate declines of

the past year, the permanence of the change in velocity will be

dependent on inflationary expectations and interest rates

remaining subdued. For those reasons, the Committee has continued

to take the view that, in the implementation of policy, developments

witr vespect to Ml be judged against the background of the

oth#y aggregates and evidence about the behavior of the economy,

prices, and financial markets, domestic and international.

None of that analysis ccntradicts the basic thrust of a

proposition that we have emphasized many times —-- that excessive

growth of money, sustained over time, will foster inflation.

Ce¢rtainly the burst in May and June cannot be explained by

trend or intersst rate fachtors. But, it is also true that

mihly data arve aotoricusly wvolatile, and sharp increases

unseiated to move fundamental factors are typically moderated

or wi#rtly reverszsza in fullowing months.,
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In all these circumstances, the FOMC, in its meeting last
week decided to "rebase" the Ml target at the second quarter
average and to widen the range for the rest of the year to 3
to 8 percent at an annual rate. That decision implies some
adjustment in the base of the Ml target range is appropriate to
take =zuooount both of some change in trend velocity and a return
of intsrest rates closer to levels historically normal.

Wy are, of course, conscious that, because of strong
Jun# growth, Ml currently is high relative to the rebased
range, and the Committee contemplates that Ml will return
within its range o:1:ly gradually as the year progresses.

Consiztent with ths conviction that a marked slowing in the

rate of Ml growth is zppropriate over time, the Committee
tenvatively set the rarget range at 4-7 percent for next year --
a de-ivion that will be reszssess2d on the basis of the further

evidence available at that time. Meanwhile, the lower part

of the range set for the remainder of this year reflects the
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willingness c¢f the FOMC, in appropriate surrounding circumstances,
to toclerate substantially slower Ml growth for a time should the
recent bulge in effect "wash out."

No changes were made in the target ranges for M2 and M3
and the associated monitoring range for debt this year. As
was thwe case at the beginning of 1985, the Committee would
find ¢rowth in tiie upper part of these ranges acceptable.

The changes tentatively agreed for 1986 are small, limited to a
1/2 percent reduction in the upper limit for M3 and a 1 percent
reduction in the monitoring range for debt.

These target ranges are felt to be fully consistent with
sustained growtl: in the economy so long as inflationary
pressures are ccnrtained. I should note again, however, that
members ¢f the FIMC are coneavngd about the persistent debt
creati well in s«cess of the growth of the economy and
histori:al experience, and therefore look toward some moderation
in that growth next year, as reflected in the monitoring range

set out. (The new ranges are set out in Table II attached.)
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The uncertainties surrounding M1, and to a lesser extent
the other aggregates, in themselves imply the need for a
considerable degree of judgment rather than precise rules in
the current conduct of monetary policy =-- a need that, in my
thinking, is reinfsrced by the strong cross-currents and
imkbalances in the sconomy and financial markets. That may
noi h& an ideal =ituation for either the central bank or
these exercising owersight -- certainly the forces that give
rizge to it are ot happy. But it is the world in which, for
the time being, we find ourselves.

Complementary Pclicies

The massive ¢ deficit that has rapidly developed over
the pevricd of ecanemic axpansion is the most obvious and concrete
ref . covion of underlying economic imbalances. The trade deficit,
in an immediate sense, has been primarily related both to the
strength of the dollar in the exchange markets and to relatively

slow grewth elsewhere in the world. In effect, much of the

world has been dependent, directly or indirectly, on expanding

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



-19-

demand in the United States to support its own growth., Put

another way, growth in domestic demand in Japan, Canada, and

Europe has been less than the growth in their GNP, the converse

of our situation. And, even with surging exports to this

market, output been increasing too slowly to cut into high

rates of unemployment in Europe and elsewhere, As a consequence,

the demand «f cthers for our products has been relatively weak.

The streong ceompetition from abroad has, in an immediate

sense, had venefits as well as costs for this country. It

has been a powsrful force restraining prices in the industrial

sectcr and in engouraging productivity improvement., The related

net capital inflesw has eased pressures on our interest rates

and capital mavkste. We have been ahle to readily satisfy the
higier levels =f cone.umptimn driven in part by the budget
defiit,

tut those benefits cannot last. Sooner or later our

external accocunts will have to come much closer toward balance.
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Indeed, as ocur debts increase, we will have tc earn even more
in cur trade to help pay the interest.

In the meantime, the flood of imports, and the perceptions
of unfairness which accompany it, foster destructive protectionist
fcrces. The domestic investment we will ultimately need is
discou:aged while our companies shift more of their planned
expansion oversess. And the larger the external deficits and
the langer they sve prolonged, the more severe the subsequent
adjusiments in the exchange rate and in our economy are apt to
be. We will have paid dearly indeed for any short-term benefits,

These considerations have tempered the conduct of
monetary policy for some time. Specifically, our decisions
with respect to jpwroviding reserves and reducing the discount
rate ave been influenced tc soms extent by a desire to curb
excessive and ultiwately unsustainable strength in the foreign
exchargs value of :he dollar. But we have also had to recognize

the clez: limitations and risks in such an approach.
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The possibility at some point that sentiment toward the
dollar could change adversely, with sharp repercussions in
the exchange rate in a downward direction, poses the greatest
potential threat to the prcgress we have made against inflation.
Those risks would be ccmpounded by excessive monetary and
liguidity creation.,

As I have #aid tc this Committee before, there is little
duubt that the dcllar could be driven lower by "bad" monetary
policy -- & puliicy that poses a clear inflationary threat of
its own and updermines confidence. But such a policy could hardly
be in our uverszll interest -- it would in fact be destructive
»f all that nas been achieved,

The hauwd fact remains that so long as we run massive
budgetary daficits, wo wiil remain dependent on unprecedented
czpital infilows to belp Dinance, directly or indirectly, that
daiicit. Tre net capital inflows will be mirrored in a trade

deiicit -- they are Siamese twins.
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As things now stand, if cur trade deficit narrowed sharply,
both the budget deficit and investment needs would have to be
finarced internally, with new pressures on interest rates and
a sqg.ieeze on otier sectors of the economy =-- some of which
are now doing relaotivaly well, such as housing, and some,
such as farmers and thrift institutions, already under strong
financial pressure. The implications for our trading partners
and for the ugawily indebted developing countries would be
severe as Wel.i.

There has b: we a way out of the impasse -- a way that

would mainta ard gven enhance confidence in our own economy
ang prospects fuor stability, a way that would not simply shift
the pressure: {yowm =ne ssctor of the economy te another, and a

way zsonsistert wi.tvh the economic growth of cther countries.

But that way can~ot be feound by U.S. monetary policy alone.
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What we can do is reduce our dependence on foreign capital,

and the rising imports to meet our domestic demands, by curtailing

the hudget deficits that importantly drive the process. In that

sense, the choice is before you -- in the decisions you will make

in zhe budgetvary deliberations that have been so prclonged.

The nezded adjustments would be eased as well if other

industrialized countries became less dependent on stimulus

I am & central banker., I can well appreciate and sympathize
with the priority that those countries have attached to budgetary
restraint and particularly to the need to restore a sense of
pPrice stability in their own econzmies. They have had a large
measure of =uccess in those efforis in the face of depreciation
of their curvencies vis—~a-vis the #cilar, which has made the
process more difficult. The pull c¢f capital into the United
Statss, and the reduced outflow from the United States, has also

had effects on their own financial markets and interest rates,
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and thus on the possibilities fcr "home grown" expansion. But

as those adverse factecrs diminish in force, or even begin to be
reversed. opportunities surely exist for fostering more expansion

at horz, in their own interest as well as that of a better

balanad

werld eccoomy.

231 of the industrialized countries, working with the
Intsrnational Mcretary Fund, the World Bank, and by other means,
need to continue to support the efforts of much of the
develsping world o restore the financial and eccnomic
foundations for greowth in their countries. That process,
under the pressurve of the "debt crisis,” has been underway
for some years. By its nature, the fundamental adjustments

req.lired pose chalisnging

guestions cf econcmic and political

mane

snt. Thevs i5 5 certain irony in observing the enormous
diffici.lties in ¢ur own political process in achieving -- so
far without success -- deficit reductions equivalent tc one

to two percent of our GNP while much poorer countries with much
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greater demands upon them are cutting their deficits by much
larger relative amounts,

That effort -- along with others -- is justified only
by its necessity to their own economic health, It is hardly
surprising that progress has been uneven, that from time to
time s¢viacks are enccuntered, and that impatience and
frustration surface politically. But I know cof no realistic
shortcuts or substitutes for the effort to place their ocwn
econemies on a scunder footing, any more than we can ultimately
escape our own respcnsibilities to put our budget in crder.

What 1s so encouraging 1s that the strong effort that
has b«en made in most of the indebted countries is yielding
some rangible results, A mzasure of grewth has been restored
in Latin “werica as a whoi . With interest rates lower and
many dephs restructured, debt burdens are gradually but
measurably being reduced.

For the mecst part, the heavily indebted ccuntries are
still a long way frem regaining easy access tc commercial
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credit markets. Extraordinary cooperative efforts by the
IMF, the World Bank and commercial banks will continue to be
required for a time to make sure external financing obligations
are struciured in a way that matches ability to pay. As always,
the ultimate succzss of all those efforts -- most of all those
by the torrowers ithemselves ~-- will depend upon orderly growth,
reasonsble interest rates, and access to markets in the rest of
the wcrld, which will be det=rmined by our actions and those of our
trading partners.
Conclusion

We have had a relatively strong economic expansion in
the Urired States over the gast 2-1/2 years as a whole., At
the sams time, ths rate of inf¥iation has remained at the lowest
level i more tha: 15 years. That combination should be a
source ¢{ great satisfaction. But 2-i/2 years is not, in
itself, terribly significant in the economic life of the nation.
What will c¢ount is whether we can build on that progress, and
extend it over a long time ahead.
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The inherent strength of our economy and the momentum of
sur expansion have carried us a long way. We have done a lot
0 lead the world to recovery. The longer-term opportunities
ire still th2re for the taking. But we also do not need to
iook far t: see signs «f strain, imbalance, and danger.

In thswse circumstances, monetary policy has accommodated
1 sizable increase in monatary and credit growth, and interest
rates have dropped appreciably even though they are still
relativeiy high in veai terms. In that way, economic growth
1as been supported 2%t a time when the dcllar has been particularly
sitreng and inflationary pressures, at least in contrast to the

-970s an¢ early 1980s, quisscent. But there are obvious limitations

-© the prrcess of menetary cxpansion without threatening the

lécessary progress tzward stability upon which so much rests.
Plair!y, there ars implications for other policies as well,
The wisiely shared sense that other nations should do more

‘0 open markets, to deal with the structural rigidities in
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their econcmic systems, to encocurage growth -- to get their own
houses in order -- is certainly right. We can legitimately
cajole, and urge, and bargain to those ends.

But there can also be no doubt that it all will come much
ezsier as the United States does its part. Monetary policy
r.st be part of that effort. But we also do need to come to grips
with the budget deficit. We do need to avoid a witch's brew of
orotectio:ism.

The :uccess of the world economy -- and of our fortunes
within it -- is in lzrge measure dependent on us. That is the

inescapalb'le consequence of size and leadership.

ok kkkk
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Table 1

Economic Projections for 1985 and 1986*

FOMC Members and other FRB Presidents

. Range Central Tendency
o e e e 3 o i A o . o e e o 1985 cmr e c e a e
+t change, #ourth quarter
to fourth quarter:

Mamwinal GNP 6-1/4 to 7-3/4 6-1/2 to 7

E¢al GNP 2-1/4 to 3-1/4 2-3/4 to 3

Tmplicit deilator for GNP 3-1/2 to 4-1/4 3-3/4 to 4
Average level in the fourth

quarter, percent:

Unemployment rate 6-3/4 tc 7-1/4 7 to 7-1/4
............................................. 198f———mmcre e
Percent change, fourth quarter

to fourth quarter:

Nominal GNP 5-1/2 to 8-1/2 7 to 7-1/2

Feal GNP 2 to 4 2-1/2 to 3-1/4

lmplicit dellator for GM¥W 3 to 5-1/2 3-3/4 to 4-3/4
Averaje level in the fourth

quairter, percenkt:
Unanpleyment rate £-3/4 to 7-1/2 6-3/4 to 7-1/4

*The #dministrarion has yet to publish its mid-session budget
review document . and conseguently the customary comparison of
FOMC forecasts «nd Administration economic goals has not been
includ=d in this report.
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Table 1II

Long~run Growth Ranges for the Aggregates
(Percent increase, QIV toc QIV unless otherwise noted)

Adopted July 1985

Adopted in Tentative

February for 1985 1985 for 1986

1/
M 4 to 7 3 to 8 4 to 7
i 6 to 9 6 to 9 6 to 9
M2 6 tc 9-1/2 6 to 9-1/2 6 to 9
Domzetic Non-

financial debt 9 to 12 9 to 12 8 to 11

1/ Annual rate cof increase over the period from QII 1985 to
QIV 1985,
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Chart 1

M1 Growth Ranges and Actual
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Chart 2
22 Growth Range and Actual

Billions of doliars
[ ] 2650

2550

2500

2450

2400

2350

— —1 2300

] 1 1 ] | l ] i 1 ] ] 1 | 2250

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



Chart 3

M3 Growth Range and Actual
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Chart 4

Debt Growth Range and Actual
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