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Monetary Policy and
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Introduction

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

NorteE. This discussion of economic and finan-
cial developments in 1987 is adapted from the
Monetary Policy Report 1o 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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4 Introduction

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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The Economy in 1987

The economy completed a fifth consecu-
tive year of expansion in 1987, with real
gross national product increasing almost
4 percent over the four quarters of the
year.! The overall growth in output not
only was greater than in 1986 but also
was better balanced across industries
and regions of the country. In addition,
the rise in activity supported a net gain
of more than 3 million jobs last year,
and the civilian unemployment rate
stood at 5.8 percent in December, nearly
a percentage point below its year-earlier
level.

Virtually all broad measures of infla-
tion, after dropping sharply in 1986, re-
bounded in 1987 to about the pace seen
in 1984 and 1985. In large part, the
pattern of price movements over the past
two years reflected developments in oil
markets, where prices rebounded last
year after a marked decline in 1986.
However, prices of some imported con-
sumer goods and of a number of indus-
trial commodities at the producer level
also rose sharply. In contrast, wage
trends remained restrained last year, al-
though tightening labor markets and the
faster pace of inflation stemmed the pat-
tern of wage deceleration evident in pre-
vious years.

As suggested above, a number of sec-
tors that had been depressed in recent
years began to show signs of improve-
ment in 1987. The turnaround was most
pronounced in manufacturing, where
production and employment, especially
in capital goods and industrial materials
industries, picked up sharply in response

1. Except where noted, all percent changes are
from the fourth quarter of the previous year to the
fourth quarter of the year indicated.

both to stronger orders from abroad and
to higher capital spending by domestic
producers. Improvement also was ap-
parent in the domestic energy sector,
where, in response to the partial recov-
ery in oil prices, oil drilling retraced a
small part of its earlier precipitous de-
cline, and in agriculture, where higher
exports and continued federal support
boosted farm income and helped bring
about some firming in land prices.

In addition, the composition of activ-
ity moved toward a better balance be-
tween domestic spending and domestic
production. Weak consumer spending
reduced the growth of domestic demand
in 1987. At the same time, domestic
production was supported by the
increase in the international competi-
tiveness of U.S. industry: the continued
improvement in productivity in manu-
facturing and the moderate pace of in-
crease in labor compensation permitted
U.S. firms to lower the foreign currency
prices of their goods while expanding
profits. Indeed, much of the improve-
ment in economic conditions last year
could be traced to the effects of this
increase in competitiveness on the vol-
ume of imports and exports. Neverthe-
less, the combination of a substantial
increase in the value of oil imports and
rising prices of non-oil imports more
than offset an improvement in real net
exports, and the nominal trade deficit
widened to almost $160 billion in 1987.
In addition, a further erosion of net in-
come on investments and other service
transactions pushed the current account
deficit above $160 billion.

Although economic activity rose at a
brisk pace for 1987 as a whole, the Oc-
tober stock market crash added substan-
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The Economy in 1987

Indicators of Economic Performance
Percent change, Q4 to Q4 Percent change, Q4 to Q4

Millions of units

Percent change, Q4 to Q4

30

All data are seasonally adjusted. The unemployment  from the Department of Commerce.
data are from the Department of Labor; the other data are
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The Economy in 1987 7

tial uncertainty to the prospects for con-
tinued economic growth. The sharp drop
in stock prices reduced household
wealth considerably and raised the pos-
sibility of a further slowing in consumer
spending, domestic business invest-
ment, and housing construction. At
year-end, it was still too early to assess
the ultimate economic effect of the stock
market decline, but that effect seemed
likely to be offset, at least partly, by the
decline in interest rates after the crash.

Household Sector

Spending by households, which had
been a major contributor to growth in
earlier years, slowed considerably in
1987. Real consumer spending rose less
than 1 percent, after a 4 percent gain in
1986. In large part, the cutback in
spending reflected smaller increases in
real disposable income. Substantial
growth in employment and in farm and
interest income fueled continued gains
in nominal incomes; but a pickup in
consumer price inflation eroded much of
that rise and reduced the growth in real
income to about 2 percent last year,
compared with 3% percent in 1986.
Moreover, although the rise in stock
prices added further to household wealth
through August and supported con-
sumption, the subsequent stock market
decline returned equity wealth to 1986
levels.

In general, consumers cut back their
expenditures for both durable and non-
durable goods, while spending on ser-
vices continued to increase at about the
pace of recent years. Within the durable
goods category, sales of new cars fell
from 11Y2 million units in 1986 to about
10%4 million units last year. Some of that
dropoff can be traced to an especially
slow pace of sales in early 1987, as
consumers shifted automobile purchases
into 1986 to take advantage first of

major sales incentives and then of the
sales tax deduction available only under
the old tax law. Nevertheless, domestic
auto sales were relatively sluggish
throughout 1987, despite the availability
of special incentive programs on a wide
range of models during much of the
year.

Housing activity in 1987 was damped
by the upward movement in mortgage
rates, continued high vacancy rates for
multifamily units, and changes in the tax
law. Total housing starts were 1.62
million for the year as a whole, about
10 percent below the 1986 total and
the lowest in five years. Single-family
homebuilding began the year at a brisk
pace but weakened considerably as con-
ventional mortgage interest rates began
to rise in April, reaching about 11%2
percent for fixed-rate loans by mid-Oc-
tober. Although interest rates on mort-
gages dropped substantially thereafter,
the stimulative effect of that change on
housing demand may have been offset
by stock market losses and reduced con-
sumer confidence. In the multifamily
market, activity also weakened over the
year; near record-high vacancy rates on
rental units and tax-law changes that re-
duced the profitability of rental housing
continued to deter building.

Business Sector

Business spending on plant and equip-
ment rose about 4% percent in real
terms in 1987. In large part, investment
spending was associated with the overall
pickup in economic activity. However,
financial conditions also were conducive
to spending, with cash flows strong and
the costs of external capital fairly attrac-
tive through much of the year.

Outlays for equipment began the year
on the weak side, with spending down
sharply in the first quarter after firms
shifted expenditures into late 1986 to
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3 The Economy in 1987

take advantage of the favorable treat-
ment of investment under the deprecia-
tion provisions of the old tax law.
However, investment in equipment re-
bounded sharply in the second and third
quarters, especially investment in com-
puters and other office equipment, which
had shown essentially no growth in
1986. In contrast, spending on industrial
equipment was not especially brisk de-
spite the strong gains in manufacturing
production.

Outlays for nonresidential structures
also turned up last year after a sharp
drop in 1986. Much of the turnaround
reflected an improvement in the energy
sector in response to higher oil prices. In
particular, drilling of oil and gas wells
was up more than 20 percent over the
year after having dropped 40 percent in
1986. Outside of the energy area,
spending on structures was about un-
changed, after falling nearly 9 percent in
1986. Producers were somewhat less re-
luctant to expand industrial facilities be-
cause of the substantial rise in produc-
tion, while office construction, although
down a bit last year, held up surprisingly
well in view of the high vacancy rates
still prevailing in many locales.

Business inventory investment gener-
ally moved in line with sales over most
of 1987, but a sharp accumulation of
stocks in the fourth quarter suggested the
possibility of excess inventory levels at
some retailers. In manufacturing, inven-
tories changed little on balance over the
first half of the year but rose consider-
ably in the second half as activity picked
up. Stockbuilding was most evident in
capital goods industries; orders and
shipments strengthened substantially as
producers added supplies in anticipation
of higher production levels. In the retail
trade sector, inventories of goods other
than automobiles also rose over the year,
pushing the inventory—sales ratio to a
relatively high level by December. The

accumulation was most pronounced for
home goods such as furniture and appli-
ances and for apparel. At auto dealers,
stocks generally rose in 1987, and at
year-end, supplies appeared to be well
above desired levels despite the preva-
lence of special incentive programs and
production cutbacks late in the year.

Before-tax profits of nonfinancial cor-
porations increased substantially in
1987. Profits were especially strong in
manufacturing, where a pickup in ship-
ments, firming prices, and good control
of costs contributed to improved mar-
gins. In other industries, before-tax
profits were little changed from 1986
levels. However, after-tax profits for the
sector as a whole fell a bit on an annual
average basis, as increases in corporate
tax liabilities associated with the new tax
laws more than offset the overall rise in
profits.

Government Sector

Significant progress was made last year
toward reducing federal budget deficits.
The deficit for fiscal year 1987, at $150
billion, was about one-third smaller than
the record level of the previous year, and
the administration and the Congress
reached agreement on a broad plan for
deficit-reduction actions totaling more
than $30 billion in fiscal 1988 and about
$46 billion in fiscal 1989.

However, a number of factors that
raised receipts and lowered outlays in
fiscal 1987 are not likely to be repeated,
and without further legislative action,
deficits could expand again unless eco-
nomic circumstances remain favorable.
About half the deficit reduction in fiscal
1987 could be traced to these one-time
factors, as tax-reform effects boosted
revenues, and asset sales and changes in
the timing of certain payments reduced
outlays. The remainder of the reduction
in the deficit reflected strong growth in
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The Economy in 1987 9

Government Surpluses and Deficits
Billions of dollars

o+

1987

1983 1985

The data on the federal government deficit are for fiscal
years and are on a budget basis: they are from the Depart-
ment of the Treasury.

The data on state and local governments are for operat-
ing and capital accounts. They are on a national income
accounts basis, and they come from the Department of
Commerce.

The total 1986 surplus of $7.4 billion for state and local
governments contained about $4.7 billion of nonrecurring
inflows from settlements involving oil company over-
charges. Outer Continental Shelf rents, and stripper-well
charges, as well as shifting of some revenue-sharing pay-
ments to fiscal 1986.

revenues and a very small underlying
rise in outlays. The economic expansion
boosted receipts, while, on the outlay
side, lower interest rates in fiscal 1987
offset some of the increase in interest
payments associated with the rise in the
size of the national debt. In addition, the
improvement in the farm sector reduced
agricultural support payments, and
lower inflation in 1986 held down cost-
of-living adjustments for many entitle-
ments. Spending restraint also had a
noticeable effect: the rise in military
spending slowed, and cuts in discretion-
ary programs reduced outlays for educa-

tion, energy, and intergovernmental
assistance.

The state and local sector recorded a
sizable deficit in its operating and capital
accounts (which exclude social insur-
ance funds), as expenditures expanded
more rapidly than receipts. Many states
took action in early 1987 to deal with
eroding fiscal positions. About half of
the states cut their budgets last year and
two-thirds raised taxes, with many of the
budget adjustments in energy and farm
states. However, pressing needs to ex-
pand and upgrade schools, highways,
and correctional institutions continue to
squeeze many state and local budgets.

Labor Markets

Nonfarm payroll employment increased
3 million over the 12 months of 1987, as
the pickup in economic activity led em-
ployers to add workers at a brisk pace.
The strengthening in hiring was wide-
spread by industry, in contrast to earlier
years, when the labor market was char-
acterized by sharp disparities across sec-
tors. Manufacturing employment edged
up over the first half of the year and then
rose substantially in the second half in
response to the large gains in industrial
production. Expansion of jobs in the
trade, service, and finance industries re-
mained sizable during most of 1987.

The demand for labor considerably
outpaced the increase in labor supply,
and the civilian unemployment rate
dropped nearly 1 percentage point over
the year to 5% percent at year-end—the
lowest level since 1979. The jobless rate
for adult men moved down to about
45 percent by the end of last year, re-
flecting strong growth in the industrial
sector. The rate for adult women fell to
around 4% percent early in the year, but
changed little in the second half.

As the unemployment rate dropped
sharply, wage increases, which had been
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10 The Economy in 1987

Labor Market Conditions
Nt change, millions of persons, Q4 to Q4

1o+ » N

)

1985 1987

1983

Payroll employment covers the total nonfarm sector;
the employment cost index is for private industry. exclud-
ing farm and household workers. All data are from the
Department of Labor.
slowing for several years, leveled out;
however, they showed little sign of ac-
celeration. Hourly compensation, as
measured by the employment cost
index, advanced 3% percent in the 12
months ended December, about the
same pace as in 1986. The widespread
moderate rise in compensation occurred
despite a substantial pickup in con-
sumer-price inflation. As a result, real
hourly compensation fell last year and
since 1984 has increased at an average
annual rate of only about Y2 percent.

Unit labor costs in the nonfarm busi-
ness sector rose only 1% percent in
1987, after a 2 percent increase in 1986.
The continued restraint in labor costs
primarily reflected moderate growth in
compensation—productivity gains for
the sector as a whole have improved
little from the sluggish pace of the
1970s. In contrast, manufacturers ap-

parently have made significant progress
in increasing efficiency and streamlining
operations, and output per hour in this
sector rose nearly 32 percent in 1987.
This advance in manufacturing produc-
tivity, coupled with continued slow
growth in manufacturing wages, contin-
ued to put downward pressure on factory
unit labor costs last year.

Price Developments

Inflation rebounded in 1987, largely re-
flecting higher energy prices and contin-
ued price hikes for imported goods. The
fixed-weight price index for GNP in-
creased about 4 percent for the year as a
whole, after a 2% percent rise in 1986.
The indexes for consumer prices and
for producer prices suggested an even
sharper acceleration in prices over 1987,
owing to the greater importance of en-
ergy prices in those indexes. The con-
sumer price index was up 4% percent in
the 12 months ended December, after a
1 percent rise in 1986; the producer price
index, which includes only prices of do-
mestically produced goods, rose 2V
percent over the year, after dropping 2%4
percent in 1986.

The overall rise in energy prices in
1987 reflected both a sharp rebound in
prices early in the year and an additional
runup in prices around midyear. Spot
prices for West Texas Intermediate crude
oil (the benchmark crude oil in the
United States) rose $3 per barrel in
January of last year to about $18.50 in
response to lower OPEC production
levels. Tensions in the Persian Gulf
boosted prices further during the sum-
mer, to a high of around $20 per barrel
in early August. Precautionary stock-
building during this period, coupled
with higher levels of production by
OPEC countries and the absence of any
major disturbance in the Persian Gulf,
subsequently helped put downward

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



The Economy in 1987 11

Consumer Prices

Percent change, Dec. to Dec.

1983 1985

The data are from the Department of Labor.

1987

pressure on crude oil prices, which re-
treated to about $17 per barrel after late
summer. Retail prices for gasoline and
home heating oil closely followed these
movements, rising about 20 percent
through August and then falling some-
what in the latter part of the year. In
contrast, prices for natural gas and elec-
tricity were down or little changed last

year, reflecting a further adjustment to
the net decline in oil prices since 1985.

Outside of the energy area, price in-
creases for goods picked up in 1987
while prices for nonenergy services rose
about 4% percent, a bit less than in
1986. A jump in used car prices ac-
counted for much of the acceleration in
goods prices, but further increases in
import prices associated with the falling
exchange value of the dollar also were
evident. As a result, retail prices for
many items with high import propor-
tions, such as women’s and girls’ ap-
parel, photographic equipment, and toys
and music equipment, posted notable
increases.

Prices for many industrial commodi-
ties also rose considerably over the
course of 1987. In addition to the in-
crease in crude oil prices, copper prices
more than doubled, and steel scrap
prices were up 36 percent by year-end.
To some extent, the sharp rise in com-
modity prices reflected the influence of
dollar depreciation on markets for inter-
nationally traded goods. However, tem-
porary supply shortages for some indus-
trial metals and the firming in U.S.
industrial activity undoubtedly also had
an important influence on commodity
markets. In the agricultural sector, grain
prices fell early in 1987 as farmers sold
large amounts of grain received through
government programs; prices rebounded
in the latter part of the year as exports
picked up in response to the falling
dollar.
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Monetary Policy and Financial Markets in 1987

In 1987 the Federal Reserve continued
to face the difficult task of charting
policy in an environment in which con-
siderable uncertainties clouded the rela-
tionship between the behavior of the
monetary aggregates and the perform-
ance of the economy. As a result, while
the Federal Open Market Committee set
targets for some of the monetary aggre-
gates, it deemed necessary the mainte-
nance of a flexible approach in conduct-
ing its operations, looking at a broad
range of information in judging when or
if to adjust its basic instruments—re-
serve availability and the discount rate
—in response to deviations in monetary
growth from expected rates. Such fac-
tors as the pace of business expansion,
the strength of inflation and inflation ex-
pectations, and developments in ex-
change markets played a major role in
governing the System’s actions, and in
light of the behavior of these other fac-
tors, growth in the targeted aggregates,
M2 and M3, was permitted to run at or
below the lower bounds of the estab-
lished ranges.

During episodes beginning in the
spring and then again in late summer,
the dollar came under sustained down-
ward pressure, and inflation expecta-
tions appeared to be on the rise, partially
in response to the dollar’s weak per-
formance. With the economy expanding
at rates sufficient to produce rising rates
of resource utilization, the FOMC
sought some firming of pressures on re-
serve positions and increased the dis-
count rate in September. When stock
prices collapsed in mid-October, the re-
sulting turmoil required that the focus of
policy be on ensuring the liquidity of the
financial system. Over the remainder of

the year, emphasis in the conduct of
open market operations shifted toward
maintenance of steady and somewhat
easier money market conditions to pro-
mote a return of stability to financial
markets generally and to cushion the
effects of the stock market decline on the
economy.

At its meeting in February 1987, the
FOMC established annual target ranges
of 52 to 8% percent for both M2 and
M3; both aggregates had increased a lit-
tle more than 9 percent in 1986, but
slower growth was expected to be con-
sistent with the Committee’s goal of
sustaining business expansion while
maintaining long-run progress toward
price stability. The deceleration proved
sharper than anticipated, and in July the
Committee stated that growth for the
year around the lower ends of these
ranges, or even below them, might be
acceptable in certain circumstances. Ve-
locity had increased in the first half of
the year, partly under the influence of
rising interest rates, and the Committee
agreed that if inflationary forces were to
exhibit renewed strength and interest
rates were to increase further in the sec-
ond half of the year, continued slow
money expansion might be appropriate.
Rates did move upward again in the late
summer, including an increase of Y2 per-
centage point in the discount rate to
counter potential inflation. And M2
growth did in fact fall substantially short
of the Committee’s range, at 4 percent
for the year, while M3 growth, at 52
percent, was at the lower end of its
range.

The velocity of M2 has exhibited a
substantial short-run sensitivity to
movements in market rates of interest.
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Monetary Policy and Financial Markets 13

Although deregulation permits institu-
tions to keep rates on deposits in line
with market interest rates, in practice the
adjustment of rates on many instruments
has been sluggish. In addition, savers
apparently have become more attuned to
alternative investment opportunities, re-
sponding strongly to changes in relative
returns. As a result. the sensitivity of
money to movements in market interest
rates seems to have increased since de-
regulation. In 1987, as rates rose, savers
had incentives to favor market instru-
ments, and their response held down the
growth of M2 and to a lesser extent M3,
causing the velocities of these aggre-
gates to rise. This outcome was in
marked contrast to 1986, when falling
interest rates and inflation were reflected
in faster money growth and substantial
declines in velocity.

Monetary Policy in 1987

During the first half of 1987, monetary
policy was carried out in an atmosphere
of increasing concern about the course
of inflation, arising in part from heavy
downward pressure on the dollar.
Growth of the economy was noticeably
increasing resource utilization, and in-
flation was picking up, reflecting the
effect of a weaker dollar on import
prices as well as a rebound of oil prices
from low 1986 levels. When the dollar
came under heavy pressure in late
March, previously tranquil credit mar-
kets began to exhibit concern about the
effect that declines of the dollar would
have on prices. Long-term interest rates,
in particular, moved up strongly. In
conjunction with some easing moves
abroad, the Federal Reserve sought
somewhat greater restraint in the provi-
sion of reserves to the banking system.
Initially, this action produced further in-
creases in interest rates, but subse-
quently, financial pressures eased some-

what. In response to reductions in
interest rates abroad, to some flattening
in commodity prices, and to better news
on the U.S. trade deficit, the dollar
firmed and interest rates declined
broadly, with long-term rates falling
somewhat more than short-term rates.

When the FOMC met in July to re-.
view its target ranges for growth of
money and credit, all of the monetary
aggregates had decelerated consider-
ably. The weakness in monetary growth
did not reflect any evident weakness in
the economy; rather, the slower money
growth and accompanying strengthening
in velocity appeared largely attributable
to the rise in market rates of interest that
was fostered in part by the Federal Re-
serve’s response to adverse develop-
ments with respect to the dollar and in-
flation. The Committee reaffirmed its
1987 growth ranges for M2 and M3; in
doing so, it anticipated some pickup in
the growth of M2 over the remainder of
the year, but it indicated that growth for
all of 1987 near or even below the bot-
tom of the target ranges might be accept-
able for both aggregates, depending on
the behavior of their velocities and other
financial and economic developments,
notably the evolving strength of infla-
tionary pressures. The Committee also
decided not to set a target range for M1,
given the unpredictability of the behav-
ior of this aggregate relative to economic
activity.

For a short time after the July meet-
ing, the dollar rose further, but with the
release of trade data in mid-August that
disappointed market participants, the
dollar again came under substantial
downward pressure. Yields on long-
term bonds moved up sharply, as the
dollar’s weakness against a backdrop of
strength in the economy spurred con-
cerns about inflation and possible firm-
ing of monetary policy. Interest rates in
short-term markets also increased, but
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14 Monetary Policy and Financial Markets

by lesser amounts. In light of the poten-
tial for greater inflationary pressures, in
part related to weakness in the dollar,
the Federal Reserve sought to reduce
marginally the availability of reserves
through open market operations; it also
raised its discount rate '2 percentage
point in early September to 6 percent.
After the discount rate action, interest
rates rose further, especially in short-
term markets.

Stock prices, which had reached very
high levels relative to earnings and had
been falling since mid-August, plunged

Interest Rates

/ Conventional morigage
e \

1984 1985

All the data are monthly averages.

The federal funds rate is from the Federal Reserve.

The rate for three-month Treasury bills is the market
rate on three-month issues on a discounted basis and is
from the Department of the Treasury.

The rate for conventional mortgages is the weighted
average of 30-year, fixed-rate, level-payment mortgages
at savings and loan associations and is from the Federal
Home Loan Mortgage Corporation.

on October 19 in chaotic trading. Inter-
est rates then fell markedly as investors
sought refuge in the perceived safety of
fixed-income assets, especially Treasury
securities. Although most stock indexes
recovered somewhat in the wake of the
crash, financial markets remained turbu-
lent, with bond and equity prices fluc-
tuating widely.

In a financial environment of extraor-
dinary turmoil and apparent fragility, the
Federal Reserve shifted the emphasis in
the conduct of open market transactions
to providing reserves generously to en-

Percent per year

1986 1987 1988

The rate for A-rated utility bonds is the weighted aver-
age of recently offered, 30-year investment-grade bonds
adjusted to an A-rated basis by the Federal Reserve.

The rate for U.S. government bonds is their market
yield adjusted to 30-year constant maturity by the Trea-
sury.

The rate for state and local government bonds is a Bond
Buyer index based on 25 issues of 30-year revenue bonds
of mixed quality.
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Reserves. Moncey Stock, and Debr Aggregates

Annual rate of change bascd on seasonally adjusted data unless otherwise noted. in percentt

1986 1987
Item 1985 { 1986 | 1987 04 ] Q2 r03 l 04
Depository institution reserves?

Total. ... ... .. ... 153 20.1 6.1 243 164 8.0 ~1.6 1.4

Nonborrowed ... ......... .. .. .. ... 265 222 63 253 185 54 -4 1.2

Required. . ... ... ... ... ... ....... .. 15.1 203 63 228 165 84 -5 3

Monetary base? . . ... ... L 8.8 9.8 7.9 10.8  11.1 6.9 5.1 7.7

Concepts of money*

ML, 120 15.6 63 17.2 132 6.6 8 4.0
Currency and travelers checks. . ....... .. 7.7 7.5 8.7 7.7 9.0 7.4 7.4 9.7
Demand deposits .. ........... ... .. .. 88 11.8 —-1.0 126 3.1 4 =75 B
Other checkable deposits .. ............ 22,1 293 136 320 294 13.7 5.2 4.0

M2, 89 94 4.0 9.0 65 2.7 2.8 4.0
Non-M1 component. . ..... ... ... .... 79 74 3.3 63 42 1.3 35 4.0

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

denomination time deposits . .. .. .. 74 6.1 3.0 53 45 1.4 2.5 34
General-purpose and broker/dealer

money market mutual fund

assets(n.s.a) . ... 93 174 6.3 12.7 6.9 -.6 4.6 137
Overnight RPs and Eurodollars (n.s.a.) . . 19.8  16.1 40 251 133 -—228 189 7.5

M3, 77 9.1 5.4 7.5 6.5 47 45 5.5

Non-M2 components . . .............. . 34 82 10.9 1.5 6.7 130 11.0 11.2
Large-denomination time deposits . . . . . . 5.1 1.8 85 -68 1.4 9.8 78 144
Institution-only money market mutual

fund assets(n.s.a.) ............. i 321 3.0 17.2 1.4 —-122 29 202
Large-denomination term RPs (n.s.a) ... | —4.0  31.1 299 355 185 7.6 256 -—4.1

Term Eurodollars (n.s.a.) ............ -53 4.7 14.4 6.0 31.1 -2.3 16.1 10.6
Domestic nonfinancial sectordebt. . ... ... ... . 13.3 133 98 130 108 8.9 8.2 9.8
Federal ............................. 15.2 147 89 1.8 122 87 59 7.5
Nonfederal .......................... 127 128 101 133 104 90 90 106

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

2. Data on reserves and the monetary base incorporate
adjustments for discontinuities associated with the imple-
mentation of the Monetary Control Act and other regula-
tory changes to reserve requirements.

3. The monetary base consists of total reserves plus the
currency component of the money stock plus. for institu-
tions not having required reserve balances, the excess of
current vault cash over the amount applied to satisty
current reserve requirements.

4. M1 consists of currency: travelers checks of non-
bank issuers: demand deposits at all commercial banks
other than those due to depository institutions. the U.S.
government. and foreign banks and official insitutions.
less cash items in the process of collection and Federal
Reserve (loat; and other checkable deposits, which consist
of negotiable orders of withdrawal and automatic transfer

sure that adequate liquidity would be
available to meet any unusual needs.
Nonborrowed reserves grew rapidly in
late October to accommodate both a
large increase in reserves required
against surging transaction deposits and
an enlarged demand for excess reserves.

service accounts at depository institutions. credit union
share draft accounts. and demand deposits at thrift tnstitu-
tions. M2 is M1 plus money market deposit accounts
(MMDASs); savings and small-denomination time deposits
at all depository institutions (including retail repurchase
agreements). from which have been subtracted all indi-
vidual retirement accounts (IRAs) and Keogh accounts at
commercial banks and thrift institutions: taxable and tax-
exempt general-purpose and broker/dealer money market
mutual funds. excluding IR As and Keogh accounts: over-
night and continuing-contract RPs issued by commercial
banks: and overnight Eurodollars issued to U.S. residents
by foreign branches of U.S. banks worldwide. M3 is M2
plus large-denomination time deposits at all depository
institutions: assets of institution-only money market mu-
tual funds: large-denomination term RPs issued by com-
mercial banks and thrift institutions: and term Eurodollars
held by U.S. residents in Canada and the United Kingdom
and at foreign branches of U.S. banks elsewhere.

An easing of pressures on reserve posi-
tions also took place which, along with
some diminution of inflation expecta-
tions, led to a partial reversal of earlier
increases in interest rates. These actions
helped to calm the financial markets,
although conditions remained somewhat
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16  Monetary Policy and Financial Markets

unsettled over the rest of the year. Monetary Aggregates, Nonfinancial

Early in 1988, as incoming data gave Sector Debt, and Reserves
some signs of a softening in the econ-
omy, the Federal Reserve sought a slight
additional easing in pressures on reserve
positions. This action was taken against
the background of a more stable dollar in
foreign exchange markets, which fol-
lowed a renewed agreement among
major industrialized countries, highly
visible exchange market intervention,
and better trade news. Interest rates gen-
erally moved somewhat lower in the first
few months of 1988, and stock prices
trended higher, though remaining well
below levels preceding the October
collapse.

Billions of dollars

3000

2900

2800

Monetary Aggregates

M2 increased only 4 percent in 1987,
well below both the lower bound of its
5% to 8Y2 percent annual growth range
and its more than 9 percent rate of ex-
pansion over the preceding two years.
The velocity of this aggregate picked up
substantially, reversing a portion of its
sharp decline in 1985-86. The rise in
velocity may have reflected in part sev-
eral special factors affecting the public’s
demand for M2 balances in 1987; among
them were a much-reduced rate of sav-
ing out of income and a preference for
drawing upon liquid assets—rather than
using consumer credit—to finance pur-
chases in the wake of tax reform mea-
sures reducing deductibility of nonmort-
gage interest payments. Much of the
pickup in velocity, however, appears at-
tributable to increases in the competing
returns on other assets, which raised the
opportunity costs associated with hold-
ing M2 balances. The ranges adopted by the FOMC for the monetary

The widening gap between market EEeic ol br o) dt o et ol
rates and offering rates was most pro- The reserve aggregates have been adjusted to remove
nounced for the more ]iquid retail de- discontinuities associated with changes in reserve require-
pOSitS, whose rates are change d infre- ments. Nonborrowed reserves include extended credit.

% i The difference between these two measures is adjustment
quently. Early in the year, opportunity and seasonal borrowing.
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costs on these accounts were still low
and inflows were large. As market rates
rose, however, yields on these ac-
counts became less and less attractive
and growth slowed; by late in the year,
both savings and NOW accounts had
net monthly outflows. Also, money
market deposit accounts declined, for
the first year since this component of M2
was introduced in late 1982. Expansion
of money market mutual funds was
sluggish.

In contrast to the very liquid retail
deposits, small time deposits expanded
in 1987, after two years of zero or nega-
tive growth. Depository institutions tend
to keep the offering rates on these de-
posits fairly well in line with market
alternatives of about the same maturity.
With intermediate-term rates rising more
than short rates in 1987, the spread be-
tween yields on small time instruments
and those on more liquid retail accounts
widened considerably, providing depos-
itors with an incentive to shift funds into
small time deposits from the more liquid
retail instruments.

M3 was stronger than M2 over the
year, expanding 5%z percent and ending
the year at the bottom of its 5%2 to 82
percent annual growth range. Its faster
growth reflected heavy reliance by de-
pository institutions on large time de-
posits and on certain other instruments
included in M3 but not in M2. Both
commercial banks and thrift institutions
stepped up their issuance of wholesale
managed liabilities to fund more asset
growth than could be accommodated by
greatly reduced inflows of core deposits.
Even so, M3 growth was subdued rela-
tive to earlier years, in part because
overall needs for funds contracted as
asset expansion at banks and thrift insti-
tutions slowed. In addition, banks relied
heavily on managed liabilities obtained
from non-M3 sources, especially funds
borrowed from their foreign branches.

Growth of M1 slowed to 6% percent
from the very rapid 15%2 percent in-
crease posted the previous year because
of a small decline in demand deposits
and a sharply lower expansion of other
checkable deposits. The velocity of M1
increased slightly, after a record postwar
decline in 1986. The sharp slowing of
growth and the abrupt turnabout in its
velocity are indicative of the increased
sensitivity of M1 to movements in mar-
ket interest rates that has emerged in
recent years. As its comparatively larger
deceleration in 1987 suggests, M1 now
appears to have a greater sensitivity to
changes in interest rates than the broader
aggregates.

In large measure, the greater sensitiv-
ity of M1 reflects the increasing share of
other checkable deposits in that aggre-
gate. Because NOW accounts pay ex-
plicit interest, they serve as an attractive
savings vehicle as well as a transaction
account. The available information sug-
gests that owners of NOW accounts are
quite sensitive to changes in opportunity
costs and shift savings balances between
these accounts and other, less liquid re-
tail deposits. At the beginning of 1987,
market interest rates were very close to
NOW account rates, and with the oppor-
tunity cost so low, depositors apparently
placed unusually large amounts of inter-
est-sensitive funds in these accounts; as
market rates rose during 1987, they evi-
dently shifted these funds out of NOW
accounts in search of higher yields.

The abrupt weakening of demand de-
posits after two years of rapid expansion
suggests that this component of M1 also
1s sensitive to interest rates. Higher mar-
ket interest rates obviously offer incen-
tives to economize on balances that earn
no interest. Higher rates also permit
business firms to reduce the balances
held with banks as compensation for
services provided by the banks but not
paid for with fees; because banks can
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18  Monetary Policy and Financial Markets

earn greater returns by investing these
funds when rates are higher, they reduce
the balance requirements commensura-
tely. Substantial amounts of demand de-
posits are held under compensating-bal-
ance arrangements, and this helps to
explain a high interest elasticity for de-
mand deposits. Over time, however,
there has been a gradual movement to-
ward the substitution of explicit fees for
compensating balances, and some re-
ports indicate that such shifts may have
accelerated in late 1987, thereby con-
tributing to the steep declines in demand
deposits near year-end. Higher mort-
gage rates also may have contributed to
weakness in demand deposits in 1987 by
slowing the pace of mortgage refinanc-
ing—an activity that tends to boost de-
mand deposits temporarily because the
amount being prepaid on an old mort-
gage often is placed in escrow for a time
in a demand deposit.

The collapse of equity prices, which
raised the average level of all the aggre-
gates a bit in the fourth quarter, affected
M1 most noticeably. Demand deposits
rose sharply around the time of the
crash, reflecting the increased volume of
financial transactions that arose from the
surge in trading activity. Other check-
able deposits also registered sizable in-
flows, as some funds withdrawn from
the stock market probably were placed
initially in these accounts. Outside of
M1, sizable amounts of funds were
transferred from equity mutual funds
into money market mutual funds, which
are included in M2. The boost to the
aggregates was concentrated in late Oc-
tober and proved temporary; deposits re-
ceded over the month of November.

Credit Market Developments

The debt of domestic nonfinancial sec-
tors grew 9% percent in 1987, ending
the year at about the middle of the

FOMC’s monitoring range of 8 to 11
percent. Debt expansion moderated con-
siderably from the 134 percent pace of
the two previous years but still rose
faster than income. Growth of federal
debt slowed in 1987, as some progress
was made in reducing the federal deficit.
Borrowing by state and local govern-
ments fell substantially, partly reflecting
the damping effect of higher borrowing
costs and the availability of unspent
funds from earlier financings. In the
household sector, overall growth of in-
debtedness slowed. Use of consumer
credit was held down by sluggish spend-
ing and by a shift toward greater reliance
on home equity lines of credit in re-
sponse to the effects of tax reform in
reducing the deductibility of interest
payments on consumer debt. A brisk
pace of home sales over most of the
year, however, helped sustain the
growth of mortgage debt at about the
elevated pace of 1986. Despite some
widening last year of the gap between
internally generated funds and capital
expenditures, overall business borrow-
ing diminished. Businesses continued
to retire equity, however, through
mergers, buyouts, and share repur-
chases, and the credit needed to finance
these retirements boosted the expansion
of business indebtedness.

Despite the slower growth of debt and
the overall strength of the economy in
1987 there still were some signs of strain
and financial fragility in portions of the
economy. While expansion of total
household debt slowed, the growth of
household debt still outstripped that of
disposable income, and the ratio of debt
to income reached new highs. For some
individuals, the strains of heavy debt
burdens apparently remain severe: the
number of personal bankruptcies has
been growing rapidly over the last three
years and setting new records. On the
other hand, declines last year in the de-
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linquency rate on mortgage debt have
brought this indicator of financial stress
more into line with historical standards.

The nonfinancial corporate sector re-
mained highly leveraged in 1987 and
thus potentially vulnerable to adverse
changes in the economic and financial
environment. A combination of strong
debt issuance and massive net equity
retirements boosted the aggregate debt—
equity ratio of these corporations,
measured at market values at year-end,
after a two-year decline resulting from
increases in stock prices. Moreover,
higher interest rates along with addi-
tional debt boosted borrowing costs,
keeping the net interest-coverage ratio at
about the very low levels recorded dur-
ing the last recession. Reflecting the
weakening of the finances of some cor-
porations, the pace of downgradings of
corporate debt remained very high in
1987, and a record $9 billion of rated
corporate bonds were placed in default.

In the financial sector, the banking
industry was under some continuing
stress in 1987, which primarily reflected
the well-publicized difficulties with en-
ergy and developing-country loans and,
in some parts of the country, with agri-
cultural and real estate loans as well.
Although most banks continued to be
healthy and to enjoy reasonable profits,
souring energy and agricultural loans in
recent years have led to record numbers
of bank closings, principally of smaller
banks in the Midwest and Southwest;
problems with the quality of agricultural
loans appear to be diminishing, how-
ever, as the agricultural sector shows
signs of improvement.

Provisions by large banks for losses
on troubled loans led to record losses in
1987 for the banking industry as a whole
and to substantial declines in the book
value of shareholder equity of affected
banks. Doubts about the ultimate collec-
tibility of loans to some heavily indebted

developing countries weighed down the
stock prices of many large banks in
1987, but investor reaction to the sec-
ond-quarter decision to make provisions
for substantial losses was generally
positive and, at the time, share prices
rose for many banks taking this step.
Difficulties persisted over the year in
making progress in handling the eco-
nomic and financial problems of many
of the developing countries, and in the
fourth quarter a number of large banks
announced additional provisions for
losses on such debt and, in some in-
stances, write-offs of problem loans.
After several years of improvement,
the financial condition of the thrift in-
dustry deteriorated in 1987. Aggregate
earnings declined, with losses posted in
the second and third quarters as a result
of heavy provisions for losses on assets,
including a one-time write-off of accu-
mulated insurance payments prepaid to
the Federal Savings and Loan Insurance
Corporation (FSLIC).! However, as had
been the case for some years, the aggre-
gate condition of the industry masked
extremes among individual institutions.
Many are well capitalized and quite
profitable, but severe problems with
asset quality have left a substantial mi-
nority insolvent and suffering massive
operating losses that are steadily wor-
sening. Before the passage in 1987 of
legislation authorizing a recapitaliza-

1. In March 1987 the General Accounting Office
declared that the FSLIC was insolvent because it
would be unable to meet all its future obligations
on insured deposits at failed but not yet closed
institutions. The Financial Accounting Standards
Board then ruled that the prepaid assessments,
which were assets on the balance sheets of individ-
ual thrift institutions, had to be written off immedi-
ately. The FSLIC recapitalization plan included in
the Competitive Equality Banking Act of 1987
provides that the affected thrift institutions will
recover the amount of this write-off over the next
five years as new funds are raised for the FSLIC.
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tion, the FSLIC had been unable to take
effective remedial action with respect to
these insolvent institutions, owing to the
inadequacy of its own resources. Under
the terms of the recapitalization plan ap-
proved as part of the Competitive Equal-
ity Banking Act, the newly created Fi-
nancing Corporation began raising the
funds needed by the FSLIC through is-
suance of long-term debt.

The collapse of the stock market gave
clear warning of the vulnerability of im-
portant elements of the financial system
to sudden shocks. Although only a few

small securities firms failed, the market
turbulence posed significant problems
for traders, specialists, and market-
makers on the stock exchanges; and,
more generally, financial markets gave
evidence of fragility and instability that
had not entirely disappeared by early
1988. Under the circumstances, it is es-
sential that the reexamination of our
market mechanisms and regulatory sys-
tems go forward, to identify any actions
that may be needed to safeguard the
strength of our capital markets and lower
the risks of economic disruption.
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International Developments

The adjustment of external imbalances
among major industrial countries that
began in 1986 gained momentum in
1987. Real net exports by the United
States (national income accounts, 1982
dollars) rose $16 billion, contributing %2
percentage point to the 1987 rise in gross
national product. Meanwhile, real net
exports by Japan and Germany declined.
The weighted average rate of growth of
domestic demand in 10 foreign indus-
trial countries exceeded that of GNP in
those countries, while the reverse was
true for the United States. Domestic de-
mand in that group of countries grew
about 4 percent, significantly faster than
in the United States. Growth in non-
OPEC developing countries slowed
somewhat from the preceding year but
remained in the neighborhood of 4
percent.

Despite the sharp improvement in real
terms, the nominal U.S. external ac-
counts again posted record deficits for
the year: $159 billion in the trade ac-
count and $161 billion in the current
account. By the end of the year, how-
ever, even the nominal trade deficit was
beginning to decline.

The assessment by market partici-
pants of the outlook for adjustment of
the nominal U.S. external position ap-
peared to be an important factor in ex-
change market developments in 1987.
Market disappointment on that score
contributed to a further net decline of
16% percent in the foreign exchange
value of the dollar against the currencies
of 10 major industrial countries, bring-
ing the dollar’s total depreciation from
February 1985 to December 1987 to 44
percent. The dollar’s decline in 1987
occurred despite a net rise of more than

Exchange Value of the Dollar and
Interest Rate Differential
Percentage points Ratio scale, March 1973 = 100
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The exchange value of the U.S. dollar is its weighted
average exchange value against currencies of other G-10
countries using 1972-76 total trade weights adjusted by
relative consumer prices.

The differential is the rate on long-term U.S. govern-
ment bonds minus the rate on comparable foreign securi-
ties, both adjusted for expected inflation estimated by a
36-month centered moving average of actual inflation or
by staff forecasts where needed.

All the data are quarterly.
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1 percent, in favor of the dollar, in the
difference between estimated long-term
real interest rates in the United States
and those in major foreign countries.
Also, the dollar’s decline occurred
despite $100 billion of net official dollar
purchases by the monetary authorities of
14 major countries, including the United
States. Total official dollar purchases,
including some by smaller countries,
may have been as high as $140 billion.
U.S. monetary authorities purchased
$814 billion net, of which about two-
thirds was against Japanese yen and the
remainder against German marks. Much
of the currency intervention arose from
the February 1987 Louvre accord among
the G-7 governments, reaffirmed in De-
cember, which declared the intent to
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“cooperate closely to foster stability of
exchange rates around current levels.”

After the turn of the year the dollar
firmed significantly, aided by the publi-
cation of trade figures for November and
December that showed substantially
lower nominal deficits.

Foreign Economies

Real economic growth in the major for-
eign industrial countries strengthened
somewhat in 1987. Economic activity
was strong in Japan, Canada, and the
United Kingdom, particularly in the lat-
ter half of the year. Growth was only
moderate in the economies of continen-
tal Europe, with some slowing evident
toward year-end.

The pattern of real growth across the
major foreign industrial countries was
reflected in the changes in unemploy-
ment rates. In both Canada and the
United Kingdom, unemployment rates
fell sharply during the year and by year-
end had declined to levels not reached
since 1982. In Japan the unemployment
rate decreased slightly on average over
the year. In contrast, unemployment
rates in Germany and the other conti-
nental European countries were little
changed in 1987 from rates observed
during the previous year.

The rate of inflation abroad rose
somewhat in 1987 as the factors that had
contributed to lowered inflation in 1986,
particularly declining world oil prices,
were lessened or even partially reversed.
Nevertheless, inflation remained at low
rates in the major foreign industrial
countries. In Japan and Germany, con-
sumer prices in the fourth quarter were
only slightly above their levels at the end
of 1986; wholesale prices were slightly
below their year-earlier levels.

In most of the major foreign industrial
countries the rate of growth of money
remained quite rapid in 1987. Germany

GNP, Demand, and Prices

Percent change from previous year

.10
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Foreign data are multilaterally weighted averages for
the Group of Ten (G-10) industrial countries, using
1972-76 total trade weights, and are from foreign official
sources.

Data for the United States are from the Departments of
Commerce and Labor.

The GNP and domestic demand data are quarterly: the
consumer price data are monthly.

and Switzerland exceeded their target
ranges for the growth of specific aggre-
gates, as did France for one of its two
targeted aggregates; the rate of money
growth in Japan rose from its already
high 1986 pace. Fiscal policy abroad
eased slightly from the generally re-
strained stance of 1986. Government
deficits as a fraction of GNP rose a little
in Germany and Japan. In the United
Kingdom, unexpectedly strong growth
in revenues moved the government fiscal
position into surplus.
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The aggregate current account surplus
of the 10 major foreign industrial coun-
tries decreased about $10 billion in
1987. Larger surpluses for Germany and
Japan were more than offset by deterior-
ation in the balances of France, the
United Kingdom, and Italy. Despite in-
creases in the dollar value of their cur-
rent account surpluses, the adjustment of
trade volumes that began in 1986 in
Japan and Germany proceeded further.
Japanese export volume declined almost
2 percent, while its import volume rose
more than 8 percent. During 1987, Ger-
man export volume rose slightly, but
import volume expanded signficantly
more.

The combined trade balances and cur-
rent accounts of developing countries
improved nearly $30 billion in 1987. A
$13 billion improvement to near balance
in the combined current account of
non-OPEC developing countries was
achieved largely through the growth of
exports. Imports expanded significantly
for the first time since the onset of the
debt crisis in 1982. Rising oil revenue,
attributable to higher prices, and un-
changed imports led to a $16 billion
improvement in the aggregate current
account balance of OPEC countries in
1987. Developments in the oil market
had little effect on the overall current
account of non-OPEC developing
countries.

Rising prices of manufactures and
commodities contributed to the growth
of trade in non-OPEC developing coun-
tries. In addition, the large 1986 im-
provement in the exchange-rate com-
petitiveness of these countries was
maintained in 1987. However, Taiwan
and South Korea, two of the major
newly industrializing economies
(NICs), increased the rate of apprecia-
tion of their currencies against the dol-
lar. The combined current account
surpluses of the four East Asian NICs—

Hong Kong, South Korea, Singapore,
and Taiwan—increased $9 billion de-
spite the accelerated growth of imports.
In addition, after several years of declin-
ing or slow growth, both exports and
imports expanded in 1987 for the heav-
ily indebted developing countries tar-
geted by the debt-relief plan of Treasury
Secretary Baker—their combined trade
balance and current account improved
about $8 billion.

Efforts to provide additional financing
for the heavily indebted developing
countries faced growing difficulties dur-
ing 1987. Fatigue with the adjustment
process increased. A key development
was the February 1987 decision by Bra-
zil to suspend interest payments to banks
on its external term debt. This action
contributed to an atmosphere of general
concern about the prospects for contin-
ued improvement in growth and adjust-
ment of the heavily indebted developing
countries. However, in late 1987, Brazil
reached a preliminary agreement on a
plan to eliminate its arrearage in interest
payments; the accord set the stage for a
normalization of Brazil’s relations with
its external bank creditors, including a
rescheduling and the provision of new
money. Brazil resumed partial payment
of interest at the end of 1987.

In May 1987, Citicorp announced a
$3 billion addition to its reserves for
possible loan losses, citing its decision
to put its Brazilian loans on a cash basis.
Most major U.S. banks and some for-
eign commercial banks soon followed
Citicorp and announced major additions
to reserves for loan losses. In December
1987, Bank of Boston initiated a round
of provisions and charge-offs by U.S.
regional banks against loans to develop-
ing countries. These moves raised con-
cern about the future capacity of com-
mercial banks to provide new loans to
developing countries.

Some countries with large external
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debts were able in 1987 to obtain sizable
new bank loans—3$7.7 billion for Mex-
ico and $2 billion for Argentina. In ad-
dition, the groundwork was laid in 1987
for a $1 billion new-money package for
Colombia that was completed in early
1988. Financing through conventional
new-money packages has been comple-
mented by the development of a menu of
financing options, including debt-for-
equity programs and bonds. Near the
end of 1987, Mexico announced a plan
to exchange a portion of its debt for a
new issue backed by zero-coupon notes
issued by the U.S. Treasury. The results
of the auction were announced in March
1988 with $2.6 billion in new bonds
issued to retire $3.7 billion in public
sector debt (an average discount of about
30 percent on the old debts). Important
structural reforms were undertaken or
continued in a number of countries,
often supported by programs of the
World Bank and the International Mone-
tary Fund. The central role of these in-
stitutions in resolving the debt crisis was
reaffirmed. For example, agreement was
reached on an enhancement of the IMF’s
Structural Adjustment Facility and a re-
plenishment of the International Devel-
opment Association. A sizable general
capital increase for the World Bank is
now awaiting approval by national
authorities.

U.S. International Transactions

The U.S. merchandise trade and current
account deficits widened in 1987 as a
whole but leveled off in the latter part of
the year. A $27 billion increase in ex-
ports and a $41 billion increase in im-
ports yielded a trade deficit of $159 bil-
lion for the year, compared with $144
billion in 1986. Net receipts on services
transactions declined $7 billion in 1987,
mainly reflecting a rise in payments of
investment income to foreigners that ex-

U.S. International Trade
Billions of dollars

+
0

100

Ratio scale, billions of 1982 dollars

450

300

150

Ratio scale, 1982 =100

110

100

90

1987

1983 1985

The data are quarterly, seasonally adjusted at annual
rates, and are from the Department of Commerce.

ceeded the rise in income receipts from
abroad. The current account deficit for
1987 was $161 billion, up from $141
billion in 1986.

The rise in the value of merchandise
exports in 1987 largely reflected a strong
increase in the volume of nonagricul-
tural exports, which rose 20 percent
from the fourth quarter of 1986 to the
fourth quarter of 1987, an even stronger
rate of increase than was recorded over
the preceding four quarters. While there
was a small pickup in economic growth
in the rest of the world, much of the rise
appears to be associated with an im-
provement in the price competitiveness
of U.S. products resulting from the pre-
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U.S. International Transactions'
Billions of dollars. seasonally adjusted
Quarter
Year
Transaction 1986 1987
1986 | 1987 | Q4 | QI l Q2 l Q3 ‘ Q4

Currentaccount . ............................ ~-141 -161 -38 -37 -4 -43 -39
Merchandise trade balance . . .. ........... .. .. ... -144 -159 -39 -39 40  -40 —-40

EXPOrts. . ..o v v 224 251 57 57 60 65 69

Imports. ...... ... ... . ~369 -410 -96 -9 —100 —105 ~-109
Investment income (net). .. ........... ........ ... 21 14 4 6 2 * 7

Direct investment, net .. .. .................... 3] 35 8 9 7 6 13

Portfolio investment, net . ..................... -10 =21 -4 -4 =5 -5 -6
Other services (including military transactions) . ....... -2 -2 * * * * -2
Unilateral transfers, private and government . . ........ -16 —-13 -4 -3 -3 -3 —4
Private capital flows. . .. ........ ... ... ... .. ... .. 84 84 25 26 21 39 -2
Bank-reported capital, net (outflows, —). ............ 18 44 3 12 -1 24 9
U.S. net purchases ( — ) of foreign securities . . . ....... -3 -4 3 —1 * -1 -2
Foreign net purchases (+) of U.S. Treasury securities . . . 8 -6 -3 -2 -2 -3 1
Foreign net purchases of U.S. corporate bonds. . . ... ... 54 27 12 9 7 8 3
Foreign net purchases of U.S. corporate stocks ... ... .. 17 15 * 10 8 5 -8
U.S. direct investment abroad . ................... -28 -38 -4  -10 -6 -6 —16
Foreign direct investment in United States . . . .. .. ..... 25 4] 13 8 9 12 11
Other corporate capital flows, net . . ............... . -7 5 1 { 4 * n.a.
Foreign official assets in United States (increase, +) .. 35 44 1 14 10 * 20
U.S. official reserve assets, net (increase, —) . ....... * 9 *° 2 3 * 4
U.S. government foreign credits and other claims, net . -2 1 * * * * 1
Total discrepancy. . .. ............ ... ..... ... .. 24 22 12 -5 7 3 17

Seasonal adjustment discrepancy. ... ............. L RN 4 3 -2 -5 4

Statistical discrepancy ................ ... ... 24 22 8 -8 9 8 13

1. Details may not add to totals because of rounding.
*Less than $500 miilion absolute value.

vious decline in the dollar. The growth
in the volume of exports was spread over
most major categories of trade and was
especially strong in sales of machinery,
particularly business machines. The vol-
ume of agricultural exports also rose as
grain sales to the Soviet Union and
China increased and as U.S. suppliers of
soybeans increased shipments when for-
eign soybean production dropped off.
The increase in the value of merchan-
dise imports for 1987 reflected both ris-
ing import prices (in response to the
continuing decline in the dollar through
1987) and an increase in volume. Signif-
icant price rises were recorded for im-
ported oil, other industrial supplies,
consumer goods, and various machinery
categories; however, prices of some
items, notably business machines, con-

Source. U.S. Department of Commerce, Bureau of
Economic Analysis.

tinued to fall and thereby held down
significantly the increase in the implicit
deflator for imports. On a fixed-weight
basis, non-oil import prices rose 7.0
percent (Q4 to Q4). Most of the increase
in the volume of non-oil imports was
concentrated in capital goods, especially
business machines.

The value of oil imports rose in 1987
from the low levels recorded in 1986. A
21 percent increase in price (year to
year) was accompanied by a 4 percent
rise in volume. In 1987 the average price
of oil, at $17.17 per barrel, was above
the 1986 average of $14.18 per barrel
but well below the $25-$35 per barrel
recorded during the previous six years.
In the second half of 1987, oil prices
declined in response to excessive OPEC
oil production and the accompanying
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stock accumulations. The volume of
U.S. oil imports rose from an average of
6.2 million barrels per day in the first
half of 1987 to an average of 7.3 million
barrels per day in the second half of the
year; much of the increase went into
inventories.

The record $161 billion current ac-
count deficit for 1987 was balanced by
recorded net capital inflows of $138 bil-
lion and a statistical discrepancy of $22
billion. The net capital inflows brought
the U.S. net indebtedness to foreigners
to about $400 billion at the end of 1987.

Official reserve holders, both U.S.
and foreign, accounted for a large part of
the recorded capital inflow in 1987 (353
billion). The bulk of foreign official in-
flows, $44 billion, were placed in U.S.
Treasury securities. However, foreign
official holdings in the United States in-
creased by only a fraction of the increase
in official reserves held by these coun-
tries, as a substantial portion of the
dollar proceeds of intervention in for-
eign exchange markets by several coun-
tries were apparently invested in the
Euromarkets.

Private capital flows were dominated
by net inflows reported by banks, partic-
ularly through interbank transactions.
These inflows probably reflected indi-
rectly the increased availability of funds
in the Euromarkets resulting from place-
ments by official monetary authorities.
Inflows through securities transactions
were down sharply from 1986. Private
foreigners were net sellers of U.S. Trea-
sury securities and their purchases of
U.S. corporate bonds were down by
half. On the other hand, private foreign
net purchases of U.S. corporate stocks
were up sharply in the first three quarters
of the year, though net sales of $8 billion

in the fourth quarter brought the total for
1987 below the level for 1986.

Foreign direct investment in the
United States again reached record
levels in 1987 with a continued large
number of takeovers of major U.S. cor-
porations by foreigners. Direct invest-
ment abroad by U.S. residents, as mea-
sured in dollars, continued to increase
also, although dollar depreciation
played a major role in explaining the
increases. Despite large recent inflows,
foreign direct investment in the United
States is still smaller than U.S. direct
investment abroad.

Foreign Currency Operations

Of the total $8,509 million of net inter-
vention purchases of dollars by the Fed-
eral Reserve and the Treasury, $4,223
was for the System account. The Federal
Reserve sold $2,038 million equivalent
of German marks and $2,184 million
equivalent of Japanese yen from its
holdings of foreign currencies. The Sys-
tem realized profits of $1,139 million on
these intervention sales. In addition, be-
cause of the rise in value of foreign
currencies against the dollar, the Federal
Reserve gained $665 million on its re-
maining foreign currency holdings. At
year-end, the value of those balances,
predominantly marks, amounted to
$7,773 million.

The only activity on the Federal Re-
serve swap network in 1987 involved the
final repayment, in February, of an Au-
gust 1986 drawing by the Bank of Mex-
ico. The drawing was part of a multina-
tional bridge loan to allow Mexico time
to obtain more permanent financing
from the IMF and the World Bank.
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Monetary Policy Reports to the Congress

Given below are reports submitted to
the Congress by the Federal Reserve
on February 19 and July 21, 1987,
pursuant to the Full Employment and
Balanced Growth Act of 1978.

Report on February 19, 1987

Monetary Policy and the Economic
Outlook for 1987

The current economic expansion in the
United States has entered its fifth year,
ranking it among the longest of the post-
war period. While substantial imbal-
ances and risks have emerged in the
course of the expansion that must be
dealt with forcefully and effectively, im-
portant groundwork also has been laid
for continued growth through 1987 and
beyond. Significantly, price trends thus
far have remained favorable, reflecting
not only the dramatic drop in crude oil
prices in early 1986 but also continued
restraint on labor costs in many sectors.
Interest rates have moved lower and
stock prices higher, reducing the cost of
capital for investment and enhancing
wealth. Furthermore, processes are in
train that should help correct the major
imbalances that have been plaguing the
economy: action has been taken to cut
the deficit in the federal budget, and the
foreign exchange value of the dollar has
moved to levels that have made U.S.
firms more competitive in world markets
and that should help correct the imbal-
ance in the U.S. external accounts.
While the potential for further eco-
nomic progress thus appears consider-
able, those gains will be secured only if
there is timely and constructive action
by decisionmakers in the public and pri-

vate sectors. The Congress and the ad-
ministration must follow up the steps
already taken and make basic program-
matic changes that will ensure continu-
ing movement toward budgetary bal-
ance; failure to do so would be
damaging to confidence and disruptive
to the financial markets. Many of our
major trading partners, which have de-
pended greatly on external surpluses to
buoy their economies over the past few
years, must act to open their markets
more fully and to foster sustained
growth in domestic demand; without
such action, prospects for world growth
as well as for reducing our own trade
deficit would be impaired, the risks of
protectionism would rise, and prospects
for the dollar would be more uncertain.
And, if we are to capitalize on those
trading opportunities and promote eco-
nomic and financial stability at home,
labor and management must avoid a re-
turn to the inflationary behavior of the
past. Oil prices have firmed recently,
and the sizable decline in the dollar is
likely to exert upward pressure on other
prices in the months ahead; the chal-
lenge is to prevent such developments
from triggering a cumulative price—
wage spiral.

In that context, Federal Reserve pol-
icy has a critical role to play. Monetary
expansion, while adequate to support
orderly economic growth, needs to be
consistent with continuing progress over
time in reducing the underlying rate of
inflation. As the experience of recent
years has demonstrated, such a policy—
in part by bolstering confidence in finan-
cial markets and providing a framework
of greater certainty for private decision-
making—can make a substantial contri-
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bution to the maintenance of expansion
and the reduction of unemployment. In
the short run, a variety of factors—such
as interest rate movements, regulatory
changes, and institutional innovations,
among others—may alter considerably
the amount of funds the public wishes to
hold in monetary form. Over time, how-
ever, expansion of the money stock
measures clearly must moderate from
recent rates if destabilizing pressures are
to be avoided. The Federal Open Market
Committee has established targets for
1987 with that fact in mind, but it will
continue to interpret the movements in
the monetary aggregates in light of de-
velopments in the economy and in do-
mestic and international financial mar-
kets and the potential for inflationary
pressures.

A Brief Review of the Past Year
Economic activity continued to expand
moderately in 1986, at about the pace
that has prevailed, on average, since
mid-1984. This growth was sufficient to
create 2'2 million new payroll jobs, and
the unemployment rate drifted down to
the area of 6% percent at year-end.

Further progress was made in 1986
toward the objective of overall price sta-
bility. Wage and price behavior contin-
ued to be influenced by the anti-infla-
tionary thrust of policies put in place
some time ago—and by the ongoing ad-
justment of expectations to the new en-
vironment. Thus, while the plunge in
world crude oil prices contributed im-
portantly to the sharp slowing in infla-
tion last year, prices outside the energy
area also decelerated on average. Run-
ning counter to past cyclical patterns,
labor cost pressures remained subdued,
with nominal wage gains across a broad
range of occupations and industries con-
tinuing to move toward less inflationary
rates—rates that are more consistent
with trends in labor productivity.

The Federal Reserve encouraged con-
tinued economic expansion last year by
supplying ample reserves for the bank-
ing system and reducing the discount
rate four times, by a total of 2 percent-
age points. A large portion of the re-
serves provided were to accommodate
the strong demand for M 1-type deposits.
Last year, M1 grew in excess of 15
percent and its velocity—the ratio of
nominal gross national product to
money—declined more than 9 percent,
unprecedented during the postwar years.
In part, this rapid money growth re-
flected the public’s response to changes
in interest rates, which made it more
attractive to hold negotiable order of
withdrawal (NOW) accounts and de-
mand deposits. However, last year’s
growth was well in excess of what
would be expected based on past rela-
tionships among money, interest rates,
and income. Growth in the broader ag-
gregates was more in line with past ex-
perience, taking account of interest rate
movements. Both M2 and M3 expanded
almost 9 percent last year, ending 1986
Jjust within the upper bound of their an-
nual target ranges.

In the credit markets, short-term rates
of interest declined about 2 percentage
points through the first three quarters of
the year. Since that time, short-term
rates have backed up some, first reflect-
ing pressure around the end of the year
from a huge volume of tax-related trans-
actions and more recently from inves-
tors’ response to stronger-than-antici-
pated economic news and concerns
about weakness in the dollar. Longer-
term bond rates have fallen more than 2
percentage points since the end of 1985,
with most of the decline occurring in the
first four months of 1986 in response to
an improved inflation outlook and slug-
gish growth in economic activity. After
mid-April, Treasury bond rates fluc-
tuated in a relatively narrow range, but
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corporate and municipal bond rates
trended lower—reaching the lowest
levels since the late 1970s.

The declines in interest rates contrib-
uted to the vigorous pace of household
spending last year by reducing borrow-
ing costs and boosting asset values.
Housing starts, which are particularly
sensitive to interest rate developments,
rose a bit, despite the drag of a de-
pressed economy in regions heavily de-
pendent on oil and agriculture. In con-
trast, capital spending declined over the
course of the year, largely because of the
sharp cutback in oil drilling; more
broadly, investment was restrained by
an overhang of office and other commer-
cial space and the weak pace of activity
in major segments of the manufacturing
sector.

The disparity between household
spending and business investment is in-
dicative of the imbalances that charac-
terized the U.S. economy in 1986. In-
deed, economic performance throughout
the current expansion has varied consid-
erably across industries and regions of
the country. In some cases, such as agri-
culture, special circumstances have
played a role. But more fundamentally,
the imbalances are rooted in the enor-
mous—and partly related—deficits in
our external accounts and in the federal
budget.

Although the foreign exchange value
of the dollar has fallen sharply from its
peak in early 1985—at least relative to
the currencies of the major industrialized
countries—the nation’s trade deficit
deepened last year. The increased price
competitiveness of U.S. producers con-
tributed to a sizable improvement in real
export growth, but the pickup was
damped by the relatively slow pace of
economic activity abroad. At the same
time, the volume of imports continued to
rise rapidly through most of last year, in
part because the pass-through of the dol-

lar depreciation into import prices was
limited by the ability of foreign ex-
porters and U.S. distributors to absorb
much of the exchange rate swing in their
profit margins. Also, American buyers
apparently have developed strong pref-
erences for certain foreign goods, and
the newly industrialized and developing
countries continued to rely dispropor-
tionately on U.S. markets. With import
penetration remaining on an uptrend,
domestic production continued to ex-
pand less rapidly than domestic demand.

The federal budget deficit also re-
mains huge, despite substantial deficit-
reducing actions taken by the adminis-
tration and the Congress. Official
estimates suggest that the deficit for fis-
cal 1987 will be in the range of $175
billion—a good deal less than the record
$221 billion figure of a year earlier but
still equal to a historically high 4 percent
of GNP. Further cuts in the federal defi-
cit are essential, in the context of move-
ment toward better external balance, to
ensure that an adequate flow of domestic
saving is available to support needed
domestic investment,

Monetary Policy for 1987

As noted above, the -members of the
Federal Open Market Committee
(FOMC) believe that a reduction in the
growth of the money supply measures,
over time, will be needed if the economy
is to achieve noninflationary growth and
external equilibrium. The precise timing
and degree of that moderation in mone-
tary expansion will depend on prevailing
circumstances in the U.S. economy and
in domestic and international financial
markets. The Committee has established
target ranges for M2 and M3 of 5%2 to
8'2 percent from the fourth quarter of
1986 to the fourth quarter of 1987, the
same as those tentatively agreed upon in
July. The ranges for M2 and M3 are 2
percentage point below those in effect
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Ranges of Growth for Monetary
and Debt Aggregates

Percent change, fourth quarter to fourth quarter

Aggregate 1987 I 1986
M2 SYato8%2 6to09
M3 o Shto8%2 6to9
Debt ............ .. ... 8tol1l Btoll

for 1986 and are below the actual growth
rates last year. Indeed, in an environ-
ment without the dramatic movements in
interest rates of recent years, only small
changes in the velocity of these aggre-
gates would be anticipated. Accord-
ingly, the Committee now expects
growth of M2 and M3 this year to be in
the middle parts of their ranges.

The FOMC elected not to establish a
specific target range for M1 at this time
because of uncertainties about its under-
lying relationship to the behavior of the
economy and its sensitivity to a variety
of economic and financial circumstances
and assumptions at particular points in
time. With the deregulation of deposit
rates and the attendant changes in the
composition of M1, the narrow money
measure has become much more respon-
sive in the short run to changes in inter-
est rates, and possibly to other factors
affecting the portfolio decisions of
households. Moreover, only with the
passage of time will it become possible
to assess with any precision the longer-
term trend in growth of M1, under cur-
rent institutional arrangements, relative
to nominal GNP. Given these circum-
stances, the appropriateness of different
rates of growth of M1 cannot be as-
sessed in isolation; rather, the movement
of this aggregate necessarily will be
evaluated in the light of expansion in M2
and M3, growth of the domestic econ-
omy, and emerging price pressures,
which in turn are partly related to
changes in the value of the dollar.

Clearly, there are circumstances in

which much slower growth of M1 would
be appropriate. For example, if, in the
context of an expanding economy, infla-
tionary forces appeared threatening, the
dollar was exhibiting significant weak-
ness on exchange markets, and the
broader aggregates were growing rap-
idly, a less accommodative approach to
reserve provision would be necessary. In
those circumstances, monetary velocity
likely would accelerate, and much
slower growth of M1 would be both a
natural and essential development. Con-
versely, it could be appropriate to ac-
commodate, in the short run, further siz-
able increases in M1 in circumstances
characterized by sluggish business activ-
ity and maintenance of progress toward
underlying price stability and interna-
tional equilibrium. As this implies, the
Committee will continue to monitor M1
behavior carefully, assessing the growth
of the aggregate in the context of other
financial and economic developments.
And, depending on circumstances, it is
possible that at some time in the year the
Committee might set more specific ob-
jectives for M1.

The Committee will continue to mon-
itor the growth of debt. Growth of do-
mestic nonfinancial sector debt in recent
years consistently has exceeded both the
Committee’s expectations and, more
important, the expansion of income by a
wide margin. This is a matter of con-
cern, for it has resulted in potential fra-
gilities in the nation’s financial struc-
ture. Although the range for the debt
measure has been kept at 8 to 11 per-
cent, the same as in 1986, that range
implies a significant slowing from the
almost 13 percent pace last year—but to
a rate still in excess of that expected for
income. With a reduced federal deficit,
borrowing by the federal government
will slow. Also, new constraints im-
posed by tax reform legislation should
reduce the presence of state and local
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governments in the financial markets.
Borrowing by nonfinancial business
firms is expected to grow at about the
same rate as last year. Tax reform should
result in some reduction in the volume of
equity shares retired in connection with
mergers and other corporate restructur-
ings, but such activity—and the atten-
dant borrowing—appears likely to re-
main significant, in some cases
undermining the financial strength of
corporations as they become more
highly leveraged. Moreover, firms may
have a wider gap than last year between
internally generated funds and invest-
ment expenditures, owing in part to
higher corporate tax bills.

Growth of household debt also is ex-
pected to be about the same as last year.
Growth of consumer installment credit
clearly is decelerating, but growth of
mortgage debt should be robust, reflect-
ing both a good housing market and the
substitution of home equity lines of
credit for installment borrowing.

Economic Projections

The Committee believes that its mone-
tary objectives are consistent with con-
tinued moderate growth in economic ac-
tivity and a relatively modest upturn in
inflation in 1987 that would be attribut-
able almost entirely to higher import

Economic Projections for 1987

Percent

prices and a rebound in energy costs. As
indicated in the table, the central ten-
dency of the forecasts of Committee
members and other Reserve Bank Presi-
dents is for growth in real GNP of about
2% to 3 percent. Such an increase in
output would be expected to generate
substantial gains in employment, and the
jobless rate is projected to drift down a
bit over the year. Prices, as measured by
the implicit deflator for GNP, are ex-
pected to rise 3 to 3%z percent. It should
be noted that the rise in energy and im-
port prices likely will have a somewhat
greater effect on consumer prices, so
that measures such as the consumer
price index may rise faster than the GNP
deflator—a pattern that emerged in the
second half of 1986.

The forecasts of the Committee
members and the other Reserve Bank
Presidents assume that the Congress will
make further progress in reducing the
federal budget deficit. Continuing evi-
dence of fiscal restraint is viewed as
crucial in maintaining financial condi-
tions that are conducive to balanced
growth and an improved pattern of inter-
national transactions.

In the Committee’s view, orderly
growth in GNP has become increasingly
dependent upon a substantial improve-
ment in real net exports. The interna-
tional competitiveness of U.S. firms

FOMC members and other
Measure FRB Presidents Admini- | Congressional
R Central stration Budget Office
ange
tendency
GNP, change from fourth quarter to fourth quarter
Nominal. . ........ ... ... . ... . o 4Vat0 T2 5% to 62 6.9 6.5
Real...... ... .. ... .. ... . i il 2t04 22103 3.2 3.0
Implicitdeflator . ... ......... ... ... .. ..., 2¥to 4 3to3%2 3.6 34
Unemployment rate, average level in the fourth
qUarter . ............ ... 6Y210 6%al  6V2to 64! 6.5 6.6!

1. Civilian unemployment rate.
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clearly has benefited from the decline in
the dollar, and this should bolster export
growth and help curb the expansion in
imports. But there still is considerable
uncertainty about some of the other fac-
tors affecting the external sector. In par-
ticular, the increase in exports is contin-
gent on a satisfactory pace of economic
activity abroad over time, on continued
progress in handling international debt
problems, and on enhanced access to
foreign markets. On the import side, the
improvement is predicated on a substan-
tial rise in the relative price of foreign
goods. That unfortunately carries with it
some domestic inflationary risks, under-
scoring the need for prudent fiscal and
monetary policies.

Slower growth of domestic demand is
expected to release resources to the ex-
ternal sector in 1987. Consumer spend-
ing is projected to rise less rapidly than
in 1986, given that the saving rate has
fallen to an extremely low level and real
income gains in 1987 are likely to be
damped by rising energy and nonpetro-
leum import prices. And while the sharp
rise in the value of financial assets
should continue to buoy household
spending, debt burdens remain trouble-
some for many families. Housing activ-
ity overall is expected to be well main-
tained, even though multifamily
building will be inhibited by high va-
cancy rates and adverse tax changes.
Nonresidential construction also will be
depressed by a sizable overhang of office
space; the recent firming in oil prices
may well signal an end to the sharp
contraction in oil drilling, but relatively
little improvement seems likely at cur-
rent price levels. In contrast, equipment
spending by industry generally is antici-
pated to be supported by the continuing
need to modernize and to cut costs, as
well as by the improved sales prospects
associated with a more positive foreign
trade outlook.

The effect of the dollar depreciation
on prices is likely to be felt more
strongly in 1987. In addition, crude oil
prices have rebounded in the past few
months, reversing part of the sharp drop
that occurred early last year. However,
the favorable trend in wages and other
costs, combined with sizable productiv-
ity gains in manufacturing, provides the
opportunity for absorbing these short-
run price shocks while maintaining a
sense of progress toward greater under-
lying price stability. The Committee’s
projections anticipate that neither signif-
icant capacity constraints nor strong
labor market pressures will develop and
that domestic firms will not squander the
opportunity to regain markets in a short-
sighted effort to expand profit margins
unduly as demand for their products
increases.

The central tendency projections of
real GNP and inflation are slightly lower
than the forecasts of the administration.
However, given the uncertainty of eco-
nomic forecasting, the differences are
not significant, and, in fact, the adminis-
tration projections are well within the
full range of expectations among Com-
mittee members and other Reserve Bank
Presidents.

The Performance of the Economy
During the Past Year

The economy completed a fourth con-
secutive year of expansion in 1986, with
real gross national product increasing
about 2V percent. The rise in overall
activity last year was similar to the gains
that have been recorded, on balance,
since mid-1984 and was sufficient to
create 2% million new payroll jobs. The
jobless rate for civilians continued to
edge down and, at year-end, was 6%
percent.

Inflation slowed sharply in 1986, with
virtually all broad measures of price
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trends showing their smallest increases
in many years. Although the sharpness
of the deceleration owed much to spe-
cific developments in the markets for oil
and other commodities, the favorable
inflation performance also represented at
a fundamental level the continuation of
trends in wage and price behavior fos-
tered by policies in place since the early
part of the decade.

Although output continued to grow in
1986, the economy still was character-
ized by pronounced imbalances. These
were reflected in marked disparities in
economic performance across industries
and regions of the country. In particular,
domestic oil exploration and investment
was cut back sharply, and only massive
federal subsidies sustained many farm
enterprises faced with sharply lower
crop prices. In addition, major segments
of the industrial sector continued to
struggle with intense foreign competi-
tion, and relatively low rates of capacity
utilization—along with a glut of office
space—depressed capital spending.

The most serious imbalances continue
to be in the external sector and in the
federal budget—developments that are
linked. Although the foreign exchange
value of the dollar against the other G-10
currencies has declined roughly 40 per-
cent over the past two years, the nation’s
trade balance continued to deteriorate in
1986. Growth in the volume of exports
did pick up in response to the enhanced
international competitiveness of U.S.
firms, although the rebound was damped
somewhat by the relatively slow growth
of the economies of our major trading
partners. However, import volumes
continued to expand rapidly through
most of the year, in part because much
of the swing in exchange rates appar-
ently was absorbed in the profit margins
of foreign exporters and U.S. distribu-
tors, thereby limiting increases in the
prices of imported goods. As a result,

the current account deficit continued to
widen, reaching the $150 billion range
in 1986.

The federal budget deficit also in-
creased, hitting $221 billion in fiscal
1986; the deficit vastly exceeded official
targets, as underestimates of program
costs and shortfalls in revenues offset the
deficit-reducing actions taken by the ad-
ministration and the Congress. Recent
estimates suggest that the deficit for fis-
cal year 1987 will decline to the $175
billion neighborhood, which is a good
deal less than that of a year earlier, but
considerably above the Gramm-Rud-
man-Hollings target of $144 billion.

The Household Sector

The household sector was the major con-
tributor to overall growth again last
year. Consumer spending increased a
robust 4 percent in real terms, even
though income growth was only moder-
ate, on average, for the second year in a
row. Real disposable income soared in
the first half because of the plunge in
energy prices, but dropped after mid-
year, as wage and salary gains remained
sluggish and farm and interest income
declined. Consequently, the personal
saving rate fell to around 4 percent, the
lowest annual average in nearly 40
years.

Consumer spending has been bol-
stered by lower interest rates, which
have reduced borrowing costs and
boosted asset values. Rising stock prices
alone have added several hundred bil-
lions of dollars to household wealth
since late 1985. Household debt also
increased further last year, in part re-
flecting the desire of consumers to li-
quify the gains in their asset values. The
rise in debt was somewhat smaller than
in the preceding few years, but still large
enough to push measures of debt bur-
dens to new highs. For a sizable number
of families, especially in parts of the
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country hard hit by economic adversi-
ties, servicing these debts became more
difficult, as evidenced by higher con-
sumer loan delinquencies and charge-
offs and high mortgage delinquencies.

The growth in consumption last year
was paced by strong gains in purchases
of durable goods, while spending on
nondurables and services was up at
about the same rate as in the preceding
few years. Within the durables category,
sales of new cars rose to around 11%
million units. Effective prices of new
cars were held down by a series of
below-market finance incentive pro-
grams for domestic makes and by the
introduction of low-priced imports from
Korea and Yugoslavia. At the same
time, sales of Japanese and European
models remained brisk, despite appreci-
able increases in their sticker prices.
Outlays for other durables also rose sub-
stantially last year, as purchases of home
electronics products advanced sharply
and sales of furniture and appliances
were supported in part by the robust
pace of home sales in recent years.

Housing activity continued to expand
in 1986. Total housing starts edged up to
1.8 million units for the year as a whole,
their highest level since the late 1970s.
Single-family homebuilding increased
about 10 percent, bolstered not only by a
sizable decline in mortgage rates—
which brought fixed-rate loan rates back
to single-digits for the first time since
1978-—but also by continuing favorable
demographic trends. In contrast, multi-
family activity dropped off considerably
over the course of the year. In part, the
slowdown reflected the restraining influ-
ence of record-high vacancy rates on
rental units, especially in key markets in
the South. Also, several provisions of
the recent tax legislation have reduced
the profitability of building rental
housing.

The Business Sector

Business spending on plant and equip-
ment declined 5% percent in real terms
in 1986. Much of the drop in investment
was attributable to the sharp cutback in
oil and gas well drilling, which fell al-
most 50 percent over the year. But in-
vestment outside the energy sector also
was generally lackluster, as many firms
—especially in the tradable goods sector
—trimmed expansion plans in light of
relatively low rates of utilization of ex-
isting capacity and continuing uncer-
tainties about future sales trends. Invest-
ment in computers and other office
machines remained on the reduced
growth path that has been evident since
the fading of the high-tech spending
boom in 1985, reflecting in part con-
cerns about the productivity-enhancing
potential of some of these products.
More broadly, transitory tax considera-
tions also helped to depress equipment
spending in 1986. In late 1985, the
widely anticipated elimination of the in-
vestment tax credit prompted many
firms to accelerate spending from early
1986; although there also was some tax-
related speedup of spending in late
1986, it appears to have been compara-
tively small. Outlays for nonresidential
structures outside the energy area, which
rose extraordinarily rapidly over the first
few years of the expansion, fell in 1986.
The decline in office construction, for
which vacancy rates have reached ex-
traordinarily high levels, was especially
sharp.

Inventory investment generally re-
mained subdued in 1986. In an environ-
ment of sluggish orders and stable or
falling prices, manufacturers continued
to trim their stocks. In the retail and
wholesale trade sector, inventories of
goods other than automobiles increased
moderately for the second year in a row;
however, at year-end such stocks ap-
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peared to be roughly in line with near-
term sales prospects. At auto dealers,
there were sharp fluctuations in stocks,
but little net change over the course of
the year; drops in inventories coincided
mainly with the timing of special incen-
tive programs that pushed sales to record
levels as well as with a burst in sales in
December in anticipation of tax changes
in 1987.

Aftertax economic profits in the nonfi-
nancial corporate sector, although at
fairly high levels relative to GNP, were
essentially unchanged overall from 1985
levels. There was considerable diversity
in the performance of individual indus-
tries. The petroleum industry experi-
enced a sharp drop in profits associated
with the fall in oil prices. On the other
hand, petroleum-using industries such
as chemicals and plastics fared relatively
well.

Given these movements in business
investment and corporate earnings, in-
ternal funds in the aggregate were nearly
sufficient to meet the basic financing
needs of nonfinancial corporations.
However, some firms continued to bor-
row heavily to fund massive retirements
of equity in association with mergers,
buyouts, and share repurchases. At the
same time, the drop in long-term interest
rates to the lowest levels in a decade
afforded businesses the opportunity to
improve their financial positions by sell-
ing bonds and retiring older, high-cou-
pon securities or short-term debt.

The External Sector

Widening U.S. trade and current ac-
count deficits have aroused deep concern
because of their implications both for the
orderly expansion of the domestic econ-
omy and for international financial sta-
bility. The foreign exchange value of the
dollar, which had declined about 20 per-
cent against a weighted-average of the

currencies of other Group of Ten (G-10)
countries from February 1985 to De-
cember 1985, has fallen an additional 20
percent since that time. Because the
U.S. inflation rate over the past two
years was approximately the same as the
average inflation rate in other G-10
countries, the decline in the real value of
the dollar (that is, adjusted for relative
inflation rates) was similar to the nomi-
nal decline. As measured by broader
exchange-rate indexes, which include
the currencies of major developing
countries as well, the real decline in the
value of the dollar was somewhat
smaller, in part because some of those
countries allowed their currencies to de-
preciate as part of an effort to improve
their external positions. On such broader
measures, the appreciation of the dollar
in real terms through early 1985 also
was smaller.

The decline in the dollar over the past
year was associated with a fall in interest
rates on dollar-denominated assets rela-
tive to rates on assets denominated in
other currencies. Moreover, some cor-
rection of the dollar’s external value was
seen to be an essential element in the
process of reducing over time the huge
U.S. current account deficit—which wi-
dened to the $150 billion range in 1986
—and restoring better balance in the
United States and world economies. The
apparently muted response of the current
account to the dollar’s depreciation
through most of 1986 contributed to
sharp downward pressure on the dollar
in early 1987.

The volume of merchandise imports
rose sharply in 1986, with increases
widespread across products and coun-
tries of origin. Petroleum imports surged
as prices plunged and domestic produc-
tion contracted, and nonpetroleum im-
ports continued to grow at about the
rapid 1985 pace. In part, the sustained
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strength of nonpetroleum imports re-
flected the relatively moderate increase
to date in prices of these goods. As
measured by the index compiled by the
Bureau of Labor Statistics, prices of
nonpetroleum imports were up 8% per-
cent over the year, with sizable increases
for products such as automobiles, other
consumer goods, and some types of cap-
ital equipment. Nonetheless, the rise in
the overall index was somewhat smaller
than historical patterns would suggest,
given the typical lags between move-
ments in exchange rates and import
prices. The weak response of import
prices was attributable in part to the abil-
ity of exporters to the United States,
whose profit margins had widened sub-
stantially during the period of dollar ap-
preciation in the early 1980s, to absorb
initially a large proportion of the dollar’s
depreciation. In some cases where prices
of imported goods have risen, U.S. dis-
tributors have absorbed some of that in-
crease. Also, since early 1985, the dol-
lar has appreciated in real terms relative
to the currencies of Canada and some
developing countries, which account
for almost half of U.S. nonpetroleum
imports.

Meanwhile, the volume of merchan-
dise exports picked up last year. This
improvement mainly reflected the en-
hanced international competitiveness of
U.S. goods in foreign markets that
stemmed from the decline in the dollar,
as the pace of foreign economic activity
generally remained sluggish. Growth
last year for the major industrialized
countries as a group was slower than in
1985, in part because of a pronounced
deceleration in Japan, while activity in
many developing countries was damped
by subdued growth in the industrialized
world and the continuing pressures asso-
ciated with the need to meet external
debt-servicing obligations. Weakness in
world commodity prices also has aggra-

vated the financial difficulties of many
developing nations, including oil-ex-
porting countries.

The Government Sector

Even though the administration and the
Congress have taken significant actions
in the past few years to reduce the fed-
eral budget deficit, it has remained huge.
In fiscal year 1986, the fiscal imbalance
hit a record $221 billion, exceeding the
previous year’s figure by more than $8
billion. Revenue growth last year was
restrained by the relatively moderate rise
in nominal income, while demands on a
number of programs, especially in the
agriculture and health areas, were
strong. Although the budgetary program
put in place for FY 1987 was nominally
consistent with the Gramm-Rudman-
Hollings deficit target of $144 billion,
the administration and the Congressio-
nal Budget Office recently have pub-
lished estimates in the $175 billion
range, equal to about 4 percent of GNP
—still a high ratio historically.

Excluding changes in farm invento-
ries held by the Commodity Credit Cor-
poration (CCC), federal purchases of
goods and services rose appreciably last
year. Over the course of 1986, defense
purchases in real terms grew about 7
percent, similar to the increases that
have been recorded since the early
1980s. Excluding CCC purchases, real
nondefense outlays, which have shown
little net change in recent years, were
essentially flat.

Purchases of goods and services by
state and local governments rose briskly
last year, mainly reflecting a surge in
construction activity. An upswing in the
school-age population in recent years
has led to a step-up in school building,
and numerous programs are under way
to expand and improve basic infrastruc-
ture. The growth in overall outlays has
been sustained despite concerns about

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



Monetary Policy Reports 37

the financial condition of the sector. Ex-
cluding some special one-time inflows
—such as previously escrowed oil lease
payments—the combined surplus of
operating and capital accounts for the
sector as a whole fell to near zero in
1986. Many states, including most of
those in the energy and agricultural re-
gions, have responded to budgetary
pressures by raising taxes and cutting
spending.

Labor Markets

Nonfarm payroll employment increased
2% million in 1986, about the same as
the robust 1985 pace, and continued
strong in January of this year. Hiring in
trade and services again was quite vigor-
ous, with especially large increases for
business and health services. In contrast,
manufacturing employment contracted
over the first three quarters of 1986.
However, factory hiring picked up in the
autumn in response to an apparent firm-
ing in industrial activity. Employment
gains in nondurable industries, in which
output has risen steadily, have been
widespread in recent months; mean-
while, hiring at firms producing durable
goods has remained spotty.

The growth in jobs last year slightly
exceeded the rise in the labor force. As a
result, the civilian unemployment rate
edged down, to 6% percent at year-end.
Labor force participation maintained its
upward trend; women continued to enter
the workforce in large numbers, in part
responding to expanding job opportuni-
ties, and participation rates for adult
men held steady. Overall, the number of
persons employed relative to the work-
ing-age civilian population reached 61
percent—a new high.

Wages continued on a path of modera-
tion in 1986. Hourly compensation in
the nonfarm private sector, as measured
by the employment cost index, rose
about 3Ys percent, ¥ percentage point

less than in 1985. The deceleration in
wages reflected the continued slack in
labor markets as well as the reduction in
price inflation, and was widespread
across industries and occupations. In the
unionized sector, wage increases have
been especially small, and a number of
alternative, more flexible compensation
arrangements—including the substitu-
tion of lump-sum payments for general
wage increases—have been adopted.
Compensation for white-collar workers,
although continuing to rise more rapidly
than for other groups, also moderated in
1986.

Unit labor costs in the nonfarm busi-
ness sector were well contained last
year, given the relatively moderate in-
crease in wages and a small advance in
labor productivity. Gains in output per
hour, however, have averaged less than
1 percent per year since 1984, suggest-
ing that the underlying trend in produc-
tivity for the business sector as a whole
has improved only slightly from the very

‘low pace of the 1970s and remains well

below the pace of earlier in the postwar
period. In contrast, productivity in man-
ufacturing over the past three years has
increased about 3Y2 percent per year, in
part because intense foreign competition
has induced many producers to modern-
ize their factories and streamline their
operations.

Price Developments
The fixed-weighted price index for GNP
rose about 2% percent in 1986, down
from an increase of 32 percent in 1985.
The increase was the smallest in more
than two decades. Some other popular
measures of prices decelerated even
more markedly. The consumer price
index for goods and services rose only
about 1 percent, and the producer price
index for finished goods actually fell 2V,
percent.

The greater deceleration in the CPI
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and PPI than in the GNP price measure
is a reflection of the greater importance
of energy prices in those indexes. The
movements in energy prices over the
past year or so have been striking. World
crude oil prices dropped from $26 per
barrel in late 1985 to the $11 per barrel
range around midyear; these prices
trended up over the second half and re-
cently have risen to around $18 per bar-
rel in the wake of the agreement on
production limits reached at the meeting
of the Organization of Petroleum Ex-
porting Countries in late December. The
drop in crude oil prices in the first half
was reflected fairly rapidly in prices of
gasoline and home heating oil, which
fell around 30 percent over the course of
the year. There also were declines in
charges for electricity and natural gas,
but they were much smaller than those
on refined petroleum products. On bal-
ance, retail energy prices declined 20
percent last year. The effects of the re-
cent firming in oil prices are already
evident in general indexes: the PPI
jumped 0.6 percent in January, owing
largely to the rebound in gasoline and
heating oil prices.

Price increases outside the energy
area generally remained moderate in the
past year. Retail food prices rose 4 per-
cent, a bit more than in 1985, reflecting
the effects of last summer’s heat wave in
the Southeast. However, prices of retail
goods excluding food and energy con-
tinued to slow and, on balance, were up
only 12 percent. The influence of the
depreciating dollar on consumer goods
prices was highly variable across sectors
and relatively small overall. There were
sizable increases in dockside prices for
foreign cars and for some types of home
electronic and photographic equipment,
and retail prices of such goods have ac-
celerated. But there was little evidence
of any significant aggregate impact on
other consumer goods. Prices for nonen-

ergy services also slowed somewhat last
year but still rose around 5 percent,
boosted by continued large increases for
medical services and higher premiums
for various types of insurance.

Prices for many basic industrial com-
modities continued to decline over the
first three quarters of 1986. Excess ca-
pacity in some basic industries and the
generally abundant world supplies of
many primary commodities contributed
importantly to the weakness in these
prices. Sluggish industrial activity in the
United States and other large economies
also was a factor. Prices in a number of
these markets have turned up in recent
months, possibly in response to the firm-
ing in U.S. industrial activity. Nonethe-
less, industrial commodity prices still
are well below the most recent peaks
reached in mid-1984.

Monetary Policy
and Financial Markets
in 1986

The Federal Reserve faced continuing
challenges in 1986, not only in discern-
ing the underlying trends in a complex
domestic and international economic
setting, but also in specifying appro-
priate policy actions in a financial envi-
ronment marked by a rapid pace of
structural change. As in previous years,
and in keeping with the Full Employ-
ment and Balanced Growth Act, money
and credit aggregates were used as a
means of assessing and characterizing
policy. At the same time, however, in
targeting and interpreting these aggre-
gates, and in reaching operational deci-
sions with respect to the degree of re-
serve pressures and the discount rate, the
evaluation of signals provided by a
broad range of economic and financial
indicators played a large role.

At its meeting in February 1986, the
Federal Open Market Committee estab-
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lished target growth ranges, measured
from the fourth quarter of 1985 to the
fourth quarter of 1986, of 3 to 8 percent
for M1 and 6 to 9 percent for both M2
and M3. The associated monitoring
range for growth of domestic nonfinan-
cial debt was set at 8 to 11 percent.
Based on the experience of recent years,
the Committee recognized that the rela-
tionship between M1 and economic ac-
tivity was subject to particularly great
uncertainty. Accordingly, the FOMC
agreed to evaluate movements in M1 in
light of their consistency with the pat-
terns in other monetary aggregates,
developments in the economy and finan-
cial markets, and potential inflationary
pressures.

M1 was well above its annual target
range at the time of the July FOMC
meeting. The available evidence sug-
gested that the rapid growth of M1 re-
flected shifts in portfolios toward liquid
assets in the context of declining market
interest rates rather than excessive
money growth with potential inflation-
ary consequence. Against this back-
ground, the Committee concluded that
M1 growth above the existing range
would be acceptable, provided the
broader aggregates expanded within
their target ranges, price pressures re-
mained subdued, and the economy con-
tinued to expand at a moderate pace.
The Committee reaffirmed the target
ranges for M2 and M3 at its July meet-
ing. Data at that time showed that both
of these aggregates had expanded near
the midpoints of their ranges, and Com-
mittee members felt that growth within
those ranges for the year was still consis-
tent with the overall policy objectives of
reducing inflation further, promoting
sustainable growth in output, and con-
tributing to an improved pattern of inter-
national transactions. In the first half of
the year, the growth of domestic nonfi-
nancial debt exceeded both its monitor-

ing range and the growth of nominal
GNP, as it had in previous years. The
Committee was concerned about the
burdens and potential instabilities asso-
ciated with the persistence of rapid debt
growth and felt that raising the monitor-
ing range for debt would create an inap-
propriate benchmark for evaluating
long-term trends. As such, the existing
range was maintained, but the FOMC
thought that debt growth could well ex-
ceed its upper bound.

The growth of M2 quickened in the
second half of the year, and M3 ex-
panded at a somewhat faster pace as
well. However, both of the broader ag-
gregates ended the year within—al-
though near the upper bounds of—their
target ranges. The growth of M1 accel-
erated further in the second half of the
year, resulting in a record postwar de-
cline in velocity for 1986. The growth of
nonfinancial debt slowed slightly in the
second half of the year, but still ex-
ceeded its monitoring range by nearly 2
percentage points.

Pressure on reserve positions of de-
pository institutions, as reflected in a
relatively low volume of borrowing at
Federal Reserve Banks, changed little
over the course of 1986. The broadly
accommodative thrust of policy also was
manifest in the four reductions in the
discount rate between March and Au-
gust. In part, the discount rate cuts were
intended to keep this rate in line with the
yields on short-term market instruments,
but they also were taken in the context of
hesitant worldwide economic growth,
an improved inflation outlook, and
growth of the broader monetary aggre-
gates within their annual target ranges.

In setting monetary policy the FOMC
focused considerable attention on the
nation’s trade deficit and on the foreign
exchange value of the dollar. The Com-
mittee members generally viewed the
narrowing in the trade deficit as a key to
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achieving a sustainable and more even
expansion of activity across the econ-
omy. At the same time, however, the
Committee was concerned that an un-
duly precipitous decline of the dollar
against the currencies of our major trad-
ing partners could contribute to infla-
tionary pressures in the United States.
To help limit the effect on the value of
the dollar, the first reduction in the dis-
count rate was a coordinated action with
other major central banks; similarly, the
reduction in April was accompanied by a
cut in the Bank of Japan’s discount rate.

Money, Credit, and Monetary Policy
M2 expanded almost 9 percent in 1986,
placing this aggregate near the upper
bound of its annual growth target. Al-
though in recent years this aggregate has
exhibited a tighter relationship with
norninal GNP than M1, M2 velocity still
registered a decline of 4 percent last year
and reached its lowest level in decades.
The buildup of M2 balances relative to
income probably reflected incentives to
place savings in various components of
the aggregate whose offering rates were
falling more slowly than market interest
rates.

The slowest adjustments in rates on
retail deposits last year were made in
short-term accounts. Depository institu-
tions have been reluctant to adjust sav-
ings deposit rates downward because
many of these accounts have represented
a stable, profitable source of funds for
many years. Rates on NOW accounts
also have fallen only slightly. Much
larger declines were registered on time
deposits, reflecting not only quicker ad-
justment to market rates but also the
pattern of rate movements in the credit
markets, where long-term rates fell
much more than short-term rates in late
1985 and early 1986. The changing
structure of deposit rates at banks and
thrift institutions has led to a pronounced

shift in the composition of M2: inflows
to transaction deposits, savings de-
posits, money market deposit accounts,
and money market mutual fund shares
were very strong last year, while small
time deposits ran off, marking the sec-
ond consecutive year of zero or negative
growth.

The weakness in small time deposits
in 1985 and 1986 also could reflect “rate
shock.” As existing time deposits ma-
tured, savers with high-yielding deposits
acquired several years ago were unable
to reinvest the funds at comparable re-
turns. A sizable portion of maturing de-
posits evidently was placed in liquid in-
struments in M2 while savers searched
for other investment opportunities.
Yield-conscious investors also may have
been lured from time deposits by attrac-
tive returns on some nondeposit instru-
ments. For example, stock and bond mu-
tual funds grew rapidly in 1985 and
1986 after stagnating during most of the
1970s and early 1980s, and the issuance
of savings bonds was strong in the sum-
mer and fall before their minimum yield
was lowered from 7Y% to 6 percent.

M3 also ended 1986 near the upper
bound of its annual range, increasing 8%
percent over the year. Growth of M3
close to that of M2 is not surprising,
given that M2 constitutes four-fifths of
the larger aggregate. The remaining
share is dominated by large time de-
posits and certain other managed liabili-
ties of depository -institutions. Credit
growth at banks and thrift institutions
remained quite strong last year, but with
the exception of the first quarter, the use
of managed liabilities in M3 was light as
growth of core deposits largely was suf-
ficient to fund asset expansion. Large
CDs expanded only 3 percent on balance
in 1986, with commercial banks paying
down their outstanding CDs during
much of the year and thrift institutions
also doing so in the fourth quarter. The
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weakness in CDs was widespread as in-
stitutions relied more on other managed
liabilities, such as term repurchase
agreements (RPs), included in M3, and
advances from Federal Home Loan
Banks, not included in M3.

The broad shift to liquid assets greatly
affected the behavior of M1. The narrow
monetary aggregate expanded more than
15 percent in 1986, marking the second
consecutive year of double-digit growth.
The velocity of M1 fell 9% percent last
year, compared with a decline of 5%
percent in 1985. Since 1981 the velocity
of M1 has declined 16 percent—a re-
markable development in view of its ten-
dency to climb about 3 percent per year
in the previous two decades.

Much of the rapid growth in narrow
money over the past two years appeared
to be related to the effects of the sharp
decline in market interest rates on incen-
tives to hold both NOW accounts and
demand deposits. Since their peak in the
latter part of 1984, short-term market
interest rates have fallen about 5 per-
centage points, to their lowest levels in
nine years, while NOW account rates
have changed considerably less. Al-
though more rapid money growth gener-
ally would be expected in an environ-
ment of declining rates, the expansion of
M1 last year and in 1985 was in excess
of what would be indicated by the histor-
ical relationships among money, interest
rates, and income.

About half of the growth of M1 in
both 1985 and 1986 occurred in interest-
bearing checkable deposits. Because de-
pository institutions have adjusted the
rates paid on NOW accounts only slug-
gishly, the spreads between the rates on
these deposits and those on substitutes
have narrowed substantially. For exam-
ple, between the first quarter of 1986,
when interest rates on NOW accounts
were fully deregulated, and the fourth
quarter of last year, the spread between

the three-month Treasury bill rate and
the average rate on NOW accounts at
commercial banks shrank from 135 basis
points to 53 basis points. Similarly, the
average rate on NOW accounts late last
year was not far below that on six-month
small time deposits.

The growth of demand deposits also
accelerated last year, amounting to
nearly 12 percent from the fourth quarter
of 1985 to the fourth quarter of 1986. As
with other checkable deposits, lower
short-term interest rates are an important
influence on the growth of demand de-
posits because they reduce incentives to
economize on transaction balances.
Also, some demand deposits are held by
business firms in exchange for services
provided by banks, and these compen-
sating balance requirements typically
are enlarged as market rates decline.

Growth of Money and Debt'

Percentage change at annual rate

Domestic
non-
Period M1 [ M2 | M3 | financial
sector
debt
Fourth quarter to
Sfourth quarter
1979 .......... 79 82 104 12.2
1980 .......... 7.3 89 9.6 9.6
1981 .......... 5.1 9.2 12.3 9.9
(2.4
1982 ... 86 9.1 99 8.9
1983 ... 10.2 12.1 938 11.5
1984 ... .. 54 79 107 13.9
1985 ... ....... 12.1 88 7.7 13.5
(12.72
1986 .......... 152 89 88 12.9
Quarterly growth
1986: 1......... 8.8 53 1.7 15.4
2. 15.5 94 87 10.3
3 16.5 106 9.7 12.0
4. 17.0 90 78 11.5

1. M1, M2, and M3 incorporate effects of benchmark
and seasonal adjustment revisions made in February
1987.

2. M1 figure in parentheses is adjusted for shifts to
NOW accounts in 1981.

3. M1 figure in parentheses is the annualized growth
rate from the second to the fourth quarter of 1985.
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While these effects were important ele-
ments behind the expansion of demand
deposits throughout 1986, the apparent
response to declining interest rates was
much larger than would be expected
from historical experience.

Another element in the growth of de-
mand deposits apparently was the large
volume of financial transactions that oc-
curred in 1986. For example, because of
certain payment procedures—such as
funds held in escrow accounts and trans-
ferred by officer’s check rather than by
wire—the massive volume of mortgage
originations and prepayments last year
could have influenced the movement of
demand deposits. In addition, a flurry of
financial transactions around year-end,
induced in part by impending tax law
changes, temporarily boosted demand
deposits sharply.

Domestic nonfinancial debt expanded
almost 13 percent last year, a slightly
slower pace than in the two previous
years but still above both the Commit-
tee’s monitoring range and the growth of
nominal GNP.! Debt issuance by the
state and local sector dropped off sub-
stantially from the pace set in 1985,
when it was boosted by borrowing in
anticipation of tax reform restrictions. In
the household sector, mortgage borrow-
ing strengthened, but a marked decrease
in the expansion of consumer install-
ment credit from the elevated rates in
previous years contributed to a modera-
tion in overall growth of household in-
debtedness. A continuation of corporate
financial restructurings buoyed expan-
sion of business debt, despite the main-

1. When measured from the end of December to
the end of December, domestic nonfinancial debt
expanded 112 percent last year. The fourth-
quarter-to-fourth-quarter growth cited in the text is
higher because of the surge in debt at the end of
1985 and the arithmetical effects of quarterly aver-
aging.

tenance of a moderate gap between capi-
tal spending and internal funds. Growth
of federal sector debt remained strong.

In implementing policy in 1986, the
FOMC generally accommodated
through open market operations the
strong demand for reserves associated
with the rapid growth of transaction bal-
ances. In the context of prospects for
slow growth of real economic activity,
disinflationary trends in wages and
prices, and growth of the broader mone-
tary aggregates within their target
ranges, four reductions in the discount
rate were implemented between March
and August.

Early in the year, all the monetary
aggregates slowed sharply, with M2
dropping below its annual target range.
Also, evidence suggested that the econ-
omy was growing sluggishly, and the
outlook for inflation improved as oil
prices fell. In this environment, market
interest rates began to decline in mid-
February, and the Federal Reserve re-
duced the discount rate Y2 percentage
point to 7 percent in early March. At the
time, there was concern that unilateral
action to lower interest rates might cause
an excessive reaction in the foreign ex-
change market, where the dollar had
been under downward pressure. Ac-
cordingly, the reduction was timed to
correspond with similar actions by the
central banks of West Germany, Japan,
and several other industrialized nations.

With the economy expanding slowly
and underlying price pressures continu-
ing to moderate, interest rates fell fur-
ther throughout March and into April.
By mid-April, most market interest rates
had reached their lowest levels since the
late 1970s. At that time, the Federal
Reserve instituted another reduction in
the discount rate to catch up with and to
ratify the declines in market rates.

After mid-April, interest rates rose for
a short time as market participants fo-
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cused on an upturn in oil prices, an
acceleration in the growth of the mone-
tary aggregates, and a further decline in
the foreign exchange value of the dollar.
By the end of June, however, a steady
flow of weak statistics began to reveal
anemic growth in real economic activity
in the second quarter. An improvement
in activity had been expected by the
FOMC for the second half of the year,
but the rebound now appeared likely to
be less vigorous than previously antici-
pated and perhaps delayed because of
continued disappointing movements in
our trade position and the effects of
pending tax reform legislation on busi-
ness investment. Accordingly, shortly
after the July FOMC meeting, the Board
approved another cut of 2 point in the
discount rate to 6 percent.

The final reduction in the discount
rate last year took place after the August
FOMC meeting. The last two reductions
in the discount rate in 1986 were
adopted without similar action by for-
eign central banks. Unilateral action to
lower interest rates carried the risk of
adding to the downward pressure on the
dollar and possibly feeding a source of
inflationary pressure. However, the Fed-
eral Reserve thought that prevailing eco-
nomic and financial conditions war-
ranted such a risk, realizing that the
provision of reserves could be tightened
through open market operations if ad-
verse developments were to arise.

While the value of the dollar fluc-
tuated considerably after the reduction in
the discount rate in August, it showed no
distinct downward movement until ar-
ound year-end. Short-term interest rates
declined about | percentage point over
the summer months, moving either in
anticipation of, or in response to, the
reductions in the discount rate. Long-
term rates were about unchanged on bal-
ance over the summer, but more concern
about interest rate prospects developed

in early fall. Economic indicators began
signaling a pickup in the pace of eco-
nomic activity, and rising prices of oil
and precious metals, along with the po-
tential effects of the cumulative decline
in the value of the dollar, seemed to
raise concerns about the outlook for in-
flation. Over that period and through the
remainder of the year, the FOMC at-
tempted to keep a steady degree of re-
serve pressure, and market interest rates
fluctuated within a fairly narrow range.

Even so, short-term interest rates
moved higher as the year-end ap-
proached, owing, in part, to the excep-
tional volume of tax-related transac-
tions. As firms rushed to complete
mergers and buyouts, and households
stepped up their sales of assets to realize
capital gains, the demand for transaction
balances and business loans surged. This
heavy volume of financing also was re-
flected in unusually strong reserve de-
mands by depository institutions. The
System added reserves freely to accom-
modate this demand, but the pressure
nevertheless showed through to short-
term rates. Shortly after the turn of the
year, short-term rates moved back to-
ward their earlier levels. The dollar,
however, was under substantial down-
ward pressure in early 1987; disappoint-
ing figures on the U.S. trade deficit
prompted selling of the dollar on ex-
change markets, and this pressure inten-
sified with reported suggestions by some
U.S. policymakers that, particularly in
the absence of more growth-oriented
policies abroad, further dollar deprecia-
tion might be necessary to correct the
nation’s external imbalance.

Other Developments
in Financial Markets
As long-term interest rates declined last
spring to their lowest levels in eight
years, the volume of corporate bond is-
suance surged to record levels. Indeed,
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the volume of domestic corporate bonds
sold last year was nearly twice the pre-
vious record set in 1985. Much of the
bond issuance last year was used to re-
fund higher-cost debt or to pay down
short-term credit. With the stock market
continuing to register impressive gains
last year, new equity issuance also
reached record levels. Of the gross pro-
ceeds from new equity issues sold last
year, about 30 percent was raised by
firms issuing stock in the public market
for the first time.

The retirement of high-coupon bonds,
the reduced dependence on short-term
credit, and the issuance of new equity
shares tended to improve conventional
measures of corporate balance sheet
strength. However, massive volumes of
outstanding equity were retired through
mergers, acquisitions, buyouts, and
other restructurings, resulting in the
third consecutive year of large net equity
retirements. Reflecting the financing
patterns in recent years, the aggregate
debt—equity ratio of nonfinancial corpo-
rations, on a “book” basis, swelled to a
record level. When stated at market
values, however, the robust gains in
share prices have kept debt—equity ratios
well below levels that generally pre-
vailed during the 1970s. With interest
rates trending down in recent years, in-
terest-coverage ratios have crept up,
suggesting that the ability of firms in
the aggregate to service their debt has
not deteriorated. These modest gains,
however, have been achieved in rela-
tively benign market and economic
circumstances.

Because of the large paydown of eq-
uity, the ability of some corporations to
weather economic shocks has waned.
The weak financial structures of some
firms, along with strains in certain in-
dustries, led to more than $3 billion of
corporate bond defaults in 1986, an
amount that dwarfs the experience in

nearly every other year of the postwar
period. Concern that other firms also
may have problems in meeting their fi-
nancial obligations is reflected in the
pace of bond downgradings, which last
year totaled more than three or four
times that of the late 1970s.

Firms with downgraded debt typically
find their securities trading at higher in-
terest rates in the secondary market. In
general, however, quality spreads be-
tween private debt securities of different
grades have been relatively stable in re-
cent years, suggesting that investors
have not been alarmed at the credit qual-
ity of corporations in the aggregate and
have not attempted to limit their portfo-
lios to higher-rated issues.? During the
first half of 1986, spreads between the
yields on corporate bonds and Treasury
securities widened considerably, but this
appeared to be related to the heavy vol-
ume of corporate issues and a revalua-
tion of call and refunding provisions on
long-term obligations. A narrowing of
these spreads early in 1987 has reversed
much of the earlier increase.

The expansion of household debt
slowed last year as the growth of con-
sumer installment credit receded to
about 12 percent from the 15 to 20 per-
cent pace of recent years. Nevertheless,
installment debt continued to grow faster
than income, and the ratio of such debt
to income established another record.
With mortgage debt expanding rapidly,
the ratio of overall household debt to

2. The interest rate spreads between investment-
grade and speculative issues widened about 50
basis points for a short time after the bankruptcy
filing by LTV Corporation in July. Low-rated or
unrated bonds also experienced substantial yield
increases for a time later in the year, when con-
cerns about the liquidity of that market segment
surfaced in connection with the insider trading
scandal; that widening has been reversed since the
beginning of 1987.
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income also reached a new high. While
assets of the household sector have in-
creased sharply in recent years, many
individuals have experienced difficulty
in meeting their financial commitments.
The number of personal bankruptcies ac-
celerated dramatically in 1985 and 1986,
with bankruptcies last year surging well
beyond the historical experience. Strains
were particularly evident in the area of
credit card debt, as delinquency rates on
revolving balances increased appreci-
ably. Delinquency rates on other catego-
ries of installment debt and mortgage
loans fell some last year, although they
were at much higher levels than in pre-
vious expansions. For some households,
debt-servicing burdens were reduced
last year by the refinancing of high-
rate mortgages or the decline in interest
payments on their adjustable-rate
mortgages.

While the economy has grown contin-
wously for more than four years, the
expansion has been uneven and has left
certain sectors under severe strains. The
problems faced by firms in the mining,
energy, agricultural, and many manu-
facturing industries are well known, as
are those of a number of heavily in-
debted developing countries. The diffi-
culties in these areas are feeding through
to the financial intermediaries supplying
them credit. Last year, for example, 136
commercial banks failed—compared
with a total of only seven in 1981. Many
of these institutions had heavy credit
exposures to the oil industry, while more
than 40 percent of the failed banks held
large amounts of agricultural loans.

The impact of the distress in the farm
sector also has been severe for the Farm
Credit System, the government-spon-
sored agency that holds about 25 percent
of outstanding farm debt in the United
States. The losses of the banks in the
System probably exceeded $2 billion
last year, largely reflecting provisions

for loan losses, and the System’s capital
surplus soon will be exhausted if losses
do not abate. The Congress last fall ap-
proved regulatory accounting proce-
dures for the Farm Credit System that
will allow the banks to report higher net
income figures than generally accepted
accounting principles would permit. The
higher reported income may ease some
of the problems within the System relat-
ing to the preservation of capital and
help to justify charging borrowers more
competitive rates. By themselves, how-
ever, the accounting procedures do not
provide substantive relief.

The financial condition of the thrift
industry as a whole has improved mark-
edly since the early part of the decade,
but the difficulties of many institutions
have intensified. As interest rates fell
from their elevated levels in 1981 and
1982, the average cost of funds at thrift
institutions declined much more rapidly
than the average yield on their assets.
The industry as a whole returned to prof-
itability in 1983, and aggregate earnings
have jumped since then. Net income for
the industry in 1986 probably was strong
again, although it is likely to have been
below that of 1985.

At the same time, asset quality prob-
lems have become increasingly impor-
tant for a sizable number of these insti-
tutions. While some of these problems
are associated with economically dis-
tressed regions of the country, overly
aggressive investment strategies of some
institutions certainly have contributed
heavily. For 1986, about one-quarter of
the thrift industry will report negative
net income, and the long-term prospects
for many of these institutions are unfa-
vorable. Moreover, the Federal Savings
and Loan Insurance Corporation has in-
adequate resources to manage these
problems effectively.

While the many stresses and financial
vulnerabilities are not amenable to cor-
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rection through general monetary pol-
icy, they do influence the economic en-
vironment and represent a potentially
disruptive and destabilizing element in
financial markets. The Federal Reserve
has been called upon to play a positive
role through its regulatory and supervi-
sory functions. For example, steps have
been taken to reduce the risks associated
with large payments made by wire
transfer, and several proposals have
been made to ensure the capital ade-
quacy of commercial banks. Many of
the financial and sectoral stresses will
take considerable time to alleviate, and
will require a stable monetary environ-
ment, redress of the imbalances in the
nation’s federal budget and international
trade positions, and—importantly—pru-
dent private behavior, encouraged as
necessary by sound regulation.

Report on July 21, 1987

Monetary Policy and the Economic
Outlook for 1987 and 1988

The economy expanded at a somewhat
accelerated pace in the first half of 1987,
and the civilian unemployment rate de-
clined over the period to 6.1 percent in
June, the lowest level in this decade.
Moreover, the pattern of activity has
exhibited encouraging signs that a turn-
around in the trade sector is under way.
An improvement in net exports in real
terms appears to be providing a lift to
activity in the industrial sector, offset-
ting slower growth of domestic spending
and sustaining a moderate rise in overall
domestic production. However, the
process of restoring balance to the U.S.
external accounts has involved a sizable
increase in the prices paid for imported
goods. These price increases have oc-
curred at the same time that a rebound in
world oil prices was carrying inflation
rates above last year’s modest pace.

Although some of the elements neces-
sary for sustaining economic growth are
now beginning to fall into place, the
economic outlook continues to be
clouded by a number of imbalances,
risks, and uncertainties. The experience
of the first half underscored, in particu-
lar, the dangers associated with a loss of
market confidence in the dollar and the
related potential for a rekindling of in-
flation expectations. The Federal Re-
serve, in implementing monetary pol-
icy, was sensitive to these dangers,
while it continued to provide support for
sustainable economic growth. During
the first part of the year, growth in
money and credit slowed from the rapid
pace of 1986, even though pressures on
the reserve positions of depository insti-
tutions remained mild. Those pressures
were increased somewhat in late April
and May, however, as the dollar fell
sharply against other key currencies, in-
flation expectations flared up, and long-
term interest rates jumped to higher
levels. In response to these steps, and to
complementary policy actions taken
abroad, the dollar has stabilized, and
interest rates have retreated somewhat
from their May highs.

If the nation is to achieve an orderly
transition to better external balance, one
marked by a minimum of financial or
inflationary pressures, responsible ac-
tion by many parties—in addition to the
Federal Reserve—will be necessary.
Further progress in reducing our federal
budget deficit is essential: a failure to
achieve this often-stated objective could
only damage confidence in our ability to
deal with our economic problems and
contribute to imbalances in financial
markets and the economy. In addition,
satisfactory growth in the other major
industrialized countries is crucial, as are
efforts on all sides to maintain and im-
prove the openness of the international
marketplace. The private sector also
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must play a constructive role by remain-
ing sensitive to wage and price practices
that promote the international competi-
tiveness of American business.

Economic and Financial Background
The economic expansion has now pro-
gressed well into its fifth year. Real
GNP rose at a 4%4 percent annual rate in
the first quarter. However, much of the
increase in production reflected a re-
building of business inventories that had
been drawn down late in 1986, and real
GNP appears to have increased at an
appreciably more moderate pace in the
second quarter. Nonetheless, growth re-
mained strong enough to sustain a
downtrend in unemployment.

Beneath these solid gains in aggregate
economic activity have been welcome
improvements in the fortunes of sectors
that have failed to participate in the in-
creasing prosperity of the past several
years. As suggested above, the most sig-
nificant development has been the
emerging improvement in the nation’s
trade performance, which has begun to
close the gap between the pace of
growth in the industrial sector and the
rest of the economy; indeed, some seg-
ments of manufacturing have reached
relatively high levels of capacity utiliza-
tion and strong profitability. Economic
strains also appear to be easing in other
troubled sectors. Oil-well drilling, while
still at depressed levels, has turned up as
a consequence of the firming of world
oil prices. Agricultural income was quite
high last year, although it continued to
be heavily dependent on government
support; farmland values seem to have
stabilized, and the amount of delinquent
farm loans has begun to decline.

While the external sector has been
strengthening, in real terms, in recent
quarters, growth in domestic demand
has moderated considerably. To some
extent, the slower rise in household and

business purchases in the early months
of this year was a reflection of the accel-
eration that had occurred at the end of
1986, motivated by tax considerations.
However, consumers, in particular,
have shown signs of less exuberance in
their expenditure patterns after a period
of several years in which their willing-
ness to spend increasing proportions of
their income provided considerable
thrust to business activity. A moderation
of domestic spending growth is, of
course, a fundamental ingredient in
achieving better external balance with-
out putting excessive strains on available
resources.

A key element in the recent trade de-
velopments has been the steep drop in
the foreign exchange value of the dollar
—almost 40 percent on a trade-weighted
basis against other G-10 currencies—
since early 1985. That decline, in con-
junction with notable restraint on labor
costs, has greatly enhanced the competi-
tiveness of U.S. producers in interna-
tional markets. At the same time,
though, the depreciation has caused
prices of imported goods to increase——
sharply in some cases—and exacerbated
a bulge in prices coming from higher
energy costs. The rise in consumer
prices, averaging more than 5 percent at
an annual rate over the first five months
of this year, was a disturbing departure
from recent experience. Moreover, as
the dollar exhibited continued weakness
in the early spring, and with progress
toward improvement in the U.S. current
account slower than many had antici-
pated, concerns mounted about inflation
prospects. This was reflected for a time
in rising prices of precious metals and
other actively traded commodities, an
event that only served to reinforce the
inflation fears that simultaneously were
unsettling U.S. securities markets.

In these circumstances, and with the
economic advance evidencing reason-
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able momentum, the Federal Reserve in
late April and May adjusted its open
market operations to impose a somewhat
greater, but still quite limited, degree of
pressure on the reserve positions of de-
pository institutions. This step was reas-
suring to the markets. Coupled with
complementary actions by monetary au-
thorities abroad and more favorable
news on prices and U.S. merchandise
trade flows, the firming of money mar-
ket conditions contributed not only to a
turnaround in the dollar on exchange
markets but also to a rally in bond
prices. On balance, however, short-term
interest rates currently are about one-
half percentage point above their levels
at the time of the Board’s February mon-
etary policy report to the Congress, and
long-term rates are up about a full per-
centage point.

The rate of growth of the money stock
measures M2 and M3 has been well
below that of last year and close to, or
below, the lower end of the target ranges
adopted in February. This has been
viewed as acceptable by the Federal
Open Market Committee (FOMC),
given the inflation and exchange rate
developments described above, as well
as indications of greater than anticipated
strength in the velocity of money (that
is, the ratio of nominal GNP to money).
M2 rose at an annual rate of only 4
percent between the fourth quarter and
June, appreciably below the 5%2 to 812
percent growth range for the year, while
M3 grew at a 5' percent rate, a shade
below the lower bound of its identical
range.

The marked deceleration of monetary
growth, and accompanying rise in M2
and M3 velocity after two years of de-
cline, reflected a variety of influences.
Some unwinding of the buildup in bal-
ances that occurred late last year in con-
nection with a huge volume of tax-re-
lated transactions may have been

involved; tax reform also may have
damped growth in money as individuals
reduced their additions to deposit hold-
ings rather than using consumer credit,
on which interest is no longer fully tax-
deductible. Capital constraints on the
growth of bank and thrift institution
assets may have limited the depositories’
efforts to seek funds, an effect likely to
express itself most fully at the level of
M3, which encompasses a broad range
of depository-institution liabilities.

But it is another factor that appeared
most important, particularly in the case
of M2. Changes in deposit rates have
lagged changes in market rates—a be-
havior exhibited quite consistently in the
period since most restrictions on deposit
rates were removed. With market rates
rising, financial assets other than those
included in M2 became relatively more
attractive to the public, the opposite of
developments in 1985 and 1986. This
same phenomenon, reinforced by the
normal downward adjustment of com-
pensating balance requirements as rising
interest rates enable banks to earn more
on business demand deposits, had a
marked effect on M1 growth as well,
which slowed to a 10 percent annual rate
between the fourth and second quarters
(and a 7% percent rate between the
fourth quarter and June); M1 velocity
appears to have changed little in the
second quarter, after more than two
years of steep decline.

Reflecting in large part the diminution
of the federal deficit and a slowing in
state and local government borrowing,
influenced by the Tax Reform Act, ag-
gregate credit expansion in the economy
has slowed noticeably this year. The
debt of domestic nonfinancial sectors is
estimated to have expanded at about a
9% percent annual rate through June,
still high relative to the growth of nomi-
nal GNP, but less rapid than in the past
several years and within the 8 to 11
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percent monitoring range specified by
the Federal Open Market Committee.

Ranges for Money and Credit Growth

in 1987 and 1988

At its meeting earlier this month, the
FOMC did not change the 1987 ranges
for money and credit growth that it had
established in February. As indicated at
that time, operating decisions will con-
tinue to be made not only with due re-
gard to the behavior of these aggregates,
but also in light of evidence on emerging
trends in economic activity and inflation
and developments in domestic and inter-
national financial markets. At this junc-
ture, given the actual growth achieved in
the first half, it seems likely that, absent
major movements in interest rates that
alter the incentives to hold monetary
assets, expansion in M2 and M3 around
the lower ends of their 5% to 8% percent
annual ranges may well be appropriate.
Indeed, should the recent tendency to-
ward a strengthening in velocity, which
has been particularly noticeable in the
case of M2, persist, or if inflationary
pressures appear to be mounting, some
shortfall from the annual ranges might
well be appropriate. With regard to the
domestic debt aggregate, the FOMC an-
ticipated that the slower pace of debt
growth in the first half would continue
and that the aggregate would end the
year well within the 8 to |1 percent
monitoring range.

Consistent with the objective of main-
taining progress over time toward gen-
eral price stability, while supporting
sustainable growth in economic activity,
the FOMC decided to adopt on a tenta-
tive basis lower growth ranges for
money and credit in 1988. The target
growth ranges for M2 and M3 were re-
duced Y2 percentage point, to 5 to 8
percent, measured from the fourth
quarter of 1987 to the fourth quarter of
1988. At the same time, the monitoring

Ranges of Growth for Monetary
and Debt Aggregates

Percent change, fourth quarter to fourth quarter

1988,
Aggregate 1987 tentative
M2 .. Stato8Y%2  Sto8
M3 ..o SYrt08%2 Sto8
Debt ......... ... ... ... 8to 1l 7Yto 10%2

range for growth of nonfinancial sector
debt also was tentatively reduced by Y2
percentage point, to 7%2 to 10%2 percent.

The Committee noted that M1 has
continued to exhibit considerable sensi-
tivity to changes in interest rates, among
other factors, as illustrated by its sharp
deceleration in the first half of this year.
In view of this, and the still-limited ex-
perience with the behavior of deregu-
lated transactions accounts, the Com-
mittee decided not to set a specific target
range for MI for the second half of
1987, and no tentative range was
adopted for 1988. In its policy delibera-
tions over the remainder of the year, the
FOMC will take account of M1 growth
in light of the behavior of its velocity,
incoming information about the econ-
omy and financial markets, and the de-
gree of emerging price pressures.

Economic Projections

As noted above, the Committee believes
that the monetary objectives that it has
set are consistent with restraint on infla-
tion in the context of continued moder-
ate growth in economic activity and
progress toward a sustainable external
position. As is indicated in the table on
the next page, the central tendency of
the forecasts of Committee members and
other Reserve Bank presidents is for
growth in real GNP of 22 to 3 percent in
1987 and 1988. Between now and the
end of next year, this pace of activity is
expected to generate jobs in about suffi-
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cient number to match the expansion of
the work force. Consequently, the civil-
ian unemployment rate is not expected
to change appreciably from the 6%4 per-
cent average of the second quarter, al-
though recent experience suggests that
the projected growth of real GNP might
lead to somewhat lower unemployment.

Real net exports of goods and services
are expected to strengthen further while
the growth of domestic demand remains
relatively subdued. The improved com-
petitive position of U.S. producers re-
sulting in large part from the dollar de-
preciation of the past two years has only
begun to be reflected in trade flows, and
further improvement in the nation’s ex-
ternal position should be realized in

Economic Projections for 1987 and 1988’

Percent

FOMC members and other
FRB Presidents
Measure
Range Central
8 tendency
1987
GNP, change from fourth
quarter to
fourth quarter
Nominal . ......... 5%t  6Vato7
Real ............. 2t03% 22t03
Implicit deflator. . . . . 304Vs 3o d
Civilian unemployment
rate, average level
in the fourth quarter 6.1106.5 6.2t06.4
1988
GNP, change from fourth
quarter to
fourth quarter
Nominal .......... 5t8 5%to7
Real ............. 103 2% 03
Implicit deflator. . . . . 2%2t05 3ato4e
Civilian unemployment
rate, average level
in the fourth quarter 59t06.8 6t06.5

1. The administration has yet to publish its midsession
budget review, but spokesmen have indicated that earlier
forecasts will be revised. As a consequence, the custom-
ary comparison of FOMC forecasts and administration
economic goals has not been included in this report.
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coming quarters. Household spending is
expected to grow slowly, but stronger
increases in business investment, espe-
cially in equipment, are anticipated as
industrial firms respond to more favor-
able sales trends.

Prices, as measured by the implicit
deflator for GNP, are expected to rise
3% to 4 percent over the four quarters of
1987—slightly more than the central
tendency range reported to the Congress
in February. For 1988, projections of the
increase in the GNP deflator center on 4
percent. Assuming world oil prices are
more stable, there should be no repeti-
tion of the rebound in domestic energy
prices that raised the general rate of in-
flation earlier this year. However, the
acceleration in prices of non-oil im-
ported goods that is occurring in the
wake of the decline in the foreign ex-
change value of the dollar likely will
continue for a time to provide some im-
petus to inflation, even if the dollar is
more stable over the period ahead, as
assumed. The size of further increases in
import prices resulting from the depre-
ciation to date will depend on the ag-
gressiveness with which foreign ex-
porters and U.S. distributors seek to
restore profit margins that have been
squeezed in the past two years. The view
that inflation next year will not rise sig-
nificantly from the pace projected for
1987 is grounded in a belief that recog-
nition of the potential for losses of
market share and job opportunities will
continue to influence wage- and price-
setting behavior.,

While restraint on inflation is crucial
in achieving an orderly adjustment as
our massive external imbalance is cor-
rected, so too is continued progress in
reducing the federal budget deficit. In-
flows of foreign capital will shrink in
step with the reduction in our current
account deficit, and in that context ex-
cessive federal borrowing requirements,
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as they put pressure on financial mar-
kets, pose a threat to the ability of our
economy to fund necessary private capi-
tal formation.

Finally, the members of the Commit-
tee and other Reserve Bank presidents
also view the prospects for a healthy
U.S., and world, economy as depending
significantly on the avoidance of further
protectionist measures here and abroad
and on satisfactory economic growth in
other major industrial countries.

The Performance of the Economy
During the First Half of 1987

The economy continued to expand in the
first half of 1987, and, in contrast to the
pattern of the preceding four years, the
composition of activity appeared to be
moving toward a better balance between
domestic spending and domestic pro-
duction. The overall growth in output
during the first six months of the year led
to a net gain in jobs of around 1% mil-
lion, a faster pace of hiring than during
1986. Moreover, the civilian unemploy-
ment rate, which had hovered close to 7
percent throughout most of last year,
moved down to 6.1 percent by June.

Inflation picked up early this year,
with most broad indexes of prices post-
ing increases substantially above those
of the past several years. In large part,
the acceleration reflected developments
in oil markets, where prices have re-
traced part of last year’s decline. But
rising prices for other imported goods
also began to surface at the retail level,
and, at the producer level, prices paid
for raw materials and other supplies
clearly turned up. Wage trends, how-
ever, have remained both stable and
restrained.

Higher inflation rates have been, in
part, a consequence of the ongoing ad-
justment of the U.S. economy to a lower
foreign exchange value of the dollar.

Prices of non-oil imports, particularly
for finished consumer goods and capital
equipment, have been rising at rates in
excess of domestic prices in recent
quarters, damping the demand for im-
ported goods. At the same time, goods
produced in the United States have be-
come more competitive in world mar-
kets. The volume of exports, which
began to pick up noticeably in the sec-
ond half of 1986, continued to expand in
early 1987, although the rebound likely
has been limited by slow economic
growth abroad.

Toward the end of 1986, some manu-
facturing industries—notably those pro-
ducing textiles, apparel, steel, chemi-
cals, and paper—began to experience a
firming in demand apparently associated
with improved trade conditions. In the
first six months of 1987, production of
office equipment and some other high-
tech capital goods as well as several
categories of industrial machinery also
picked up. Moreover, domestic energy
output stabilized, after having been a
serious drag on industrial production last
year. On the whole, the pace of activity
in the goods-producing sector moved
back into line with the overall rise in
GNP. The index of industrial production
increased at a 3 percent annual rate be-
tween the third quarter of 1986 and the
second quarter of 1987, after little
change during the preceding year.

The External Sector

The dollar depreciated further against
other major currencies in the first half of
1987, with most of the adjustment con-
centrated in one episode early in January
and in another during a period of unset-
tled markets in the early spring. Since
mid-May the dollar has retraced part of
its recent decline, but, on a trade-
weighted basis against other G-10 cur-
rencies, remains about 6 percent below
its average level in December 1986, and
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almost 40 percent below its peak in Feb-
ruary 1985. The underlying downward
pressure on the dollar during the first
half was fueled by perceptions that prog-
ress in reducing the U.S. current account
deficit had been slow and by disappoint-
ment concerning prospects for policy
adjustments, here and abroad, aimed at
restoring better balance in the world
economy. An offsetting factor until re-
cently was the widening of interest rate
differentials between the United States
and the other major industrialized coun-
tries, as rates rose in the United States
while declining abroad.

The U.S. current account deficit stood
at just under $150 billion in the first
quarter of 1987, little changed, in nomi-
nal terms, from the deficit in the second
half of 1986. The volume of merchan-
dise imports of goods other than oil has
been about flat in recent quarters, after
rising steadily for three and one-half
years. Demand has leveled off for a wide
range of imported industrial materials,
consumer goods, and capital equipment.
This adjustment, however, occurred as
dollar prices for these goods began to
pick up, and, thus, the value of non-oil
imports has continued to edge higher.
Demand for imported petroleum prod-
ucts dropped back early this year, but
with world oil prices higher, the U.S. oil
import bill stayed at about its 1986 level.

At the same time, the expansion in the
volume of merchandise exports that
began in mid-1986 extended into early
1987. The improvement in foreign sales
has been broadly based; in particular,
shipments abroad of industrial materials
and capital goods, which account for the
bulk of U.S. merchandise exports, both
were up about 10 percent in real terms in
the first quarter from the average in the
first half of 1986. The volume of agri-
cultural exports also firmed somewhat
recently, as sharply reduced support
prices appear to be combining with the

lower dollar to boost foreign demand for
some U.S. farm products.

The adjustment in the U.S. trade po-
sition to date has occurred without much
impetus from economic expansion
abroad. Growth of real GNP in other
industrial countries averaged less than
2% percent last year; moreover, eco-
nomic activity began to slow in the sec-
ond half of the year, and, at least in
Europe, the weakness continued into
early 1987. Export and import volumes
in Europe and Japan have begun to ad-
just to the exchange rate movements of
the past two years, cutting into the
growth generated by their external sec-
tors. While growth in domestic demand
has been maintained above the rate for
domestic production, it, too, has slowed
and has not taken up the slack from a
weak external sector.

Outside of the industrial countries,
average growth last year was quite un-
even and, on balance, provided only a
limited offset to slower economic activ-
ity in Europe and Japan. Weakness in oil
markets held down OPEC growth while
the newly industrialized countries in
Asia continued to expand strongly. In
Latin America, which is an important
market for U.S exports, output rose
close to 4 percent for a third year, a
marked turnaround from the 1982-83
period when the onset of external financ-
ing difficulties seriously disrupted trade.
Internal pressures to maintain reason-
ably strong growth persist in these coun-
tries; such growth could be facilitated by
an improved performance of the indus-
trial economies as a group.

The Household Sector

Consumer spending weakened consider-
ably in the first half of 1987, after three
years in which real gains averaged 3%
percent per annum. In particular, house-
holds cut back sharply their purchases of
durable goods and outlays for nondur-
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ables flattened out; spending for ser-
vices, however, continued to trend up.
Slower sales of new automobiles con-
tributed importantly to the overall dece-
leration in consumer spending. During
the first half, sales of new cars averaged
10 million units at an annual rate, down
from a record 11% million units in 1986.
The slackening in demand was most no-
ticeable for domestic makes and per-
sisted despite the continuation of special
incentive programs on a wide range of
models.

The deceleration in consumer outlays,
especially for durables such as motor
vehicles, furniture, and home appli-
ances, followed a period of several years
during which a variety of factors were
working to encourage households to in-
crease their holdings of big-ticket items:
relatively moderate increases, or even
decreases, in the prices of many home
goods; declines in interest rates; and
pent-up demands from the period of eco-
nomic weakness in the early 1980s. As
those influences dissipated, and with the
personal saving rate reaching an histori-
cally low level by late 1986, consumers
apparently became more cautious in
their buying patterns. Nonetheless, sur-
vey evidence still suggested that house-
holds’ evaluations of market conditions
for major purchases and of their personal
finances remained generally positive.

During the first five months of 1987,
growth in nominal disposable income
picked up from its 1986 pace; but, with
consumer prices rising more rapidly, in-
come growth in real terms was little
different from the 2 percent pace of the
preceding two years. However, the ag-
gregate balance sheet of the household
sector showed further improvement
early this year. Asset holdings were bol-
stered especially by gains in stock
prices, while debt accumulation slowed.
Growth of mortgage debt dropped back
from the extraordinary pace of late

1986, despite the popularity of home
equity loans, and growth of consumer
credit dropped sharply. To some extent,
the deceleration in consumer debt, as
well as the slowdown in spending on
durable goods, may be a consequence of
the rapid rise in household debt burdens
during the past several years. In addi-
tion, the new tax law diminished the
incentive to finance expenditures with
installment credit. Despite the slower
growth of consumer and mortgage debt,
some indicators suggest that a consider-
able number of households still are hav-
ing problems servicing existing liabili-
ties. Although some loan delin-
quency rates dropped a bit, others rose
in the first quarter, as did personal
bankruptcies.

Spurred by a decline in mortgage in-
terest rates, which reached a nine-year
low at the end of March, starts of new
single-family homes averaged 1% mil-
lion units at an annual rate from January
through April, the highest level since the
late 1970s. Sales of single-family
homes, which had been boosted by tax
considerations at the end of 1986, also
remained brisk through April. Subse-
quently, the backup in mortgage rates to
early-1986 levels resulted in some re-
duction in single-family homebuilding,
to around the pace that prevailed last
fall. In the multifamily market, the
downtrend in activity that began in early
1986 continued through the first half of
1987. In the second quarter, multifamily
starts were one-third below last year’s
peak. Despite the adjustment thus far to
overbuilding and the reduced after-tax
profitability of multifamily housing in-
vestment, rental vacancy rates nation-
wide are still close to record highs.

The Business Sector

Business spending on plant and equip-
ment fell sharply in the first quarter of
1987. For equipment, the weakness was
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concentrated in January and followed a
tax-induced bunching of purchases in
late 1986. In subsequent months, ship-
ments of nondefense capital goods re-
covered, leaving the average level for
April and May, in nominal terms, 1%
percent above the third quarter of last
year. New orders for nondefense capital
goods also dipped at the beginning of the
year, but then strengthened noticeably as
bookings for aircraft and for office and
computing equipment rose sharply. The
recent level of orders appears consistent
with a continuation in the near term of
the moderate uptrend in spending on
equipment that has prevailed over the
past two years. According to private
survey responses concerning business
capital spending plans for the year as a
whole, firms still intend to direct the
bulk of these purchases toward moderni-
zation and cost-saving improvements in
their production lines.

In contrast, the environment for ex-
pansion of plant facilities and office
space is still generally unfavorable.
Large amounts of vacant and underused
space in both office buildings and facto-
ries began to take a toll on nonresidential
construction last year. And, less favor-
able treatment of commercial structures
under the new tax code reinforced the
tendencies toward a lower level of activ-
ity in this sector. As a result, spending
for commercial and industrial buildings
dropped further in the first quarter of
1987, to a level about 20 percent below
a year earlier. The decline in spending
for these types of buildings accounted
for the overall weakness in nonresiden-
tial structures early this year, in the face
of an upturn in oil drilling and some
increases in other categories.

A sizable swing in business invento-
ries around the turn of this year was
associated with sharp, tax-induced fluc-
tuations in sales. The surge in consumer
and business spending at the end of 1986

was met to a considerable extent by
drawing down stocks, which were then
rebuilt at the beginning of this year. This
spring, inventory-sales ratios generally
were not indicating serious imbalances,
with the notable exception of the auto
industry. Domestic car makers boosted
production in early 1987 in excess of
slackening sales, leading to a substantial
backlog of unsold cars on dealer lots.
By June, a scaling back of assemblies
had stemmed further accumulation, but
the industry entered the summer with
stocks that were quite large by historical
standards.

Before-tax profits of nonfinancial cor-
porations, which had slipped a bit rela-
tive to GNP since 1984, rose in the first
quarter. After-tax profits relative to GNP
were up as well, although the rise was
damped by increases in corporate tax
liabilities associated with the new tax
law. Corporations paid out a slightly
larger share of earnings as dividends in
the first quarter; nonetheless, internally
generated funds remained sizable rela-
tive to investment outlays.

The Government Sector

A substantial reduction in the federal
budget deficit for fiscal year 1987 ap-
pears in train, with the most recent esti-
mate from the Congressional Budget
Office at $161 billion, compared with
$221 billion in fiscal 1986. Growth in
receipts has been extremely rapid; this
reflects, in large part, a one-time surge
in tax payments this April from individ-
uals who realized capital gains last De-
cember, taking advantage of lower tax
rates under the old tax code. But more
fundamental progress in reducing
spending growth also appears to have
been made in the wake of the Gramm—
Rudman—Hollings legislation. Total out-
lays have been rising at a rate of around
2 percent in the current fiscal year, a
marked slowing from 8 percent per year
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during the preceding five years. Al-
though entitlements spending is still in-
creasing steadily, agricultural support
payments and interest outlays have lev-
eled off. Moreover, military spending
has begun to respond to reductions in
defense authorizations and has slowed to
about half its 1986 rate of increase. In
addition, there has been continued bud-
getary restraint on discretionary domes-
tic programs. On balance, these devel-
opments have held down the growth of
federal purchases, which account for
about a third of total federal expendi-
tures; excluding changes in farm inven-
tories held by the Commodity Credit
Corporation, real federal purchases were
little changed between the second
quarter of 1986 and the first quarter of
this year.

Real purchases of goods and services
by state and local governments rose at a
4 percent annual rate in the first quarter
of 1987, close to the brisk pace of the
past several years. The growth in outlays
continues to be boosted by efforts to
upgrade basic infrastructures. This rise
in spending has outpaced growth in re-
ceipts, however, and the sector’s com-
bined operating and capital accounts
(that is, excluding social insurance
funds) moved into deficit in the first
quarter of this year. In many instances, a
current deficit does not signal any funda-
mental financial problem, as capital ex-
penditures are financed through bond
issues. Nonetheless, a good many units
are experiencing a degree of difficulty,
with oil-producing states under the most
stress. Many states are responding with
plans to trim their general funds budgets;
some are considering tax increases or are
planning to retain the extra receipts gen-
erated by changes in federal tax laws.

Labor Markets
Employment accelerated early in 1987,
and, despite a slowing in recent months,

the average monthly increase in nonfarm
payroll employment of just over
200,000 so far this year exceeds the pace
of hiring in 1986. The improvement in
labor demand has been fairly broadly
based. In manufacturing, a two-year
string of cutbacks in durable goods in-
dustries ended late last year, and hiring
picked up a bit in the nondurable goods
sector. As a result, factory employment,
overall, edged higher over the first six
months of 1987. In addition, the number
of jobs in oil and gas extraction stabi-
lized after the sharp retrenchment in
1986. At the same time, the expansion
of jobs in the trade, services, and finance
industries, despite some recent slowing,
remained sizable.

The combination of strong gains in
employment and declining numbers of
unemployed workers over the first half
lowered the civilian jobless rate to 64
percent on average in the second quarter
from just under 7 percent at the end of
last year. The rate for adult men (aged
25 years and over), which had been
stuck at around 5'2 percent from
mid-1984 to late 1986, moved below 5
percent this spring; further improve-
ment also occurred for adult women,
whose unemployment rate in the past
year has moved below that of their male
counterparts.

Despite falling unemployment, avail-
able measures of labor compensation
showed little sign of acceleration early
this year. Hourly compensation, as mea-
sured by the employment cost index,
rose 3.1 percent in the 12 months ending
in March, the same as the year-over-year
changes in the second half of 1986 and
down nearly three-quarters of a percent-
age point from a year earlier. A wide
gap persisted between the size of pay
increases for white-collar workers and
those in blue-collar occupations. None-
theless, the slowing in wage inflation
compared with a year earlier was rela-
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tively widespread by industry and occu-
pational group. An exception is the
Northeast region where wages showed
no deceleration in the year ending in
March and increases were still outpacing
those in other parts of the country by a
sizable margin.

The moderation in hourly compensa-
tion increases has been the principal fac-
tor holding down labor costs, as produc-
tivity continues to be quite sluggish.
After declining in the second half of
1986, output per hour in the nonfarm
business sector rebounded in the first
quarter of 1987, but remained little dif-
ferent from its year-earlier level. Since
1984, productivity gains in the nonfarm
business sector have averaged less than 1
percent per year. The trend has been
much more favorable in the manufactur-
ing sector, where firms apparently have
had some success in their efforts to boost
the efficiency of their production pro-
cesses; indeed, productivity gains in
U.S. manufacturing between 1985 and
1986 outstripped those recorded by other
major industrial countries.

Price Developments
As expected, inflation rates have been
higher so far this year, largely reflecting
a rebound in energy prices. The GNP
fixed-weighted price index, a broad
measure of inflation for goods and ser-
vices produced by the United States,
increased at about a 4 percent annual
rate in the first quarter; it had risen 2%
percent during 1986. Sharper accelera-
tions occurred in the consumer price
index, which was up at a 5% percent rate
over the first five months of the year, and
in the producer price index for finished
goods, which rose at a 42 percent an-
nual rate over the six months ended in
June.

The rebound in energy prices began in
January when spot prices of crude oil
jumped about $3 per barrel in response

to the reductions in output to which
OPEC had agreed late in December.
Higher crude oil costs were quickly
passed on to end-users, and by May
consumer prices for gasoline and fuel oil
had risen about 15 percent, retracing
half of last year’s decline. Spot prices
of petroleum products moved up a bit
further early in the summer as in-
ventories tightened, and these increases
were supported subsequently by the
renewal of OPEC’s agreement to control
production.

In addition to the developments in
energy markets, the influence of a lower
value of the dollar, as well as trade re-
strictions, on the prices of imported
goods became increasingly evident at
the retail level in the first part of this
year. The dockside prices of non-oil im-
ports turned up in 1986 after several
years in which stable or declining import
prices had helped to restrain domestic
inflation. Although price changes have
varied considerably among different cat-
egories of imported goods, some of the
largest increases have been reported for
consumer commodities, including
autos. Retail prices for a number of
items with higher-than-average import
proportions—such as apparel, footwear,
and some other home goods—have
shown markedly faster increases than
during the past several years. These in-
creases contributed to a sharp accelera-
tion in the consumer price index for
goods other than food and energy be-
tween December and May compared
with 1986 while the rise in prices of
nonenergy services over the same period
was slightly less rapid than last year.

At the domestic producer level, prices
of finished consumer goods and capital
equipment other than food and energy
rose at less than a 2 percent annual rate
over the first six months of the year. At
earlier stages of processing, however,
prices of domestically produced inter-
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mediate materials other than food and
energy rose at a 4 percent annual rate,
after two years of essentially no change.
This acceleration reflected a sharp rise in
the prices of industrial chemicals and
some other petroleum-related materials
as well as increases in a number of other
categories.

Prices of primary commodities other
than petroleum also have increased so
far in 1987. In the agricultural sector,
crop prices have retraced part of last
year’s decline that occurred when
farmers sold large amounts of the grain
they had received from the government
in lieu of cash payments. Prices of cattle
and hogs also were up markedly into the
spring, but, with supplies improving,
cattle prices have retraced much of their
advance, and hog futures prices point to
declines later this year. Prices of indus-
trial materials, with the exception of a
brief period early this year, have been
rising fairly steadily since the early au-
tumn of 1986. Spot prices for precious
metals have been particularly sensitive
to developments in foreign exchange
markets and renewed market concerns
about inflation; after climbing sharply
into May, they fell back a bit with the
subsequent firming of the dollar.

Monetary Policy and Financial
Markets in the First Half of 1987

The Federal Open Market Committee at
its meeting in February established 1987
target ranges, measured from the fourth
quarter of 1986 to the fourth quarter of
1987, of 52 to 8 percent for both M2
and M3. It also set a 1987 monitoring
range for domestic nonfinancial debt of
8 to 11 percent. The M2 and M3 ranges
represented a V2 percentage point reduc-
tion from last year’s target ranges, and
the Committee expected growth to be
well within the ranges, especially in the
absence of dramatic movements in inter-

est rates. The range for debt was un-
changed from 1986 but below the actual
outcome in that year and other recent
years; thus, the Committee anticipated
that debt growth also would slow this
year.

The Committee viewed a substantial
slowing in money and credit growth
from the rapid pace of 1986 as likely to
be consistent with continuation of sus-
tainable economic expansion and con-
ducive to further progress over time to-
ward reasonable price stability. Growth
of M1 also was expected to moderate
considerably this year. However, the
Committee in February elected not to set
a target range for M1 for 1987 because
of the continuing uncertainties about the
relationship of this aggregate to the
economy. These uncertainties partly re-
flected the substantial sensitivity of its
velocity to changes in financial condi-
tions that had been evident in recent
years, capped by a record postwar de-
cline in the velocity of M1 over 1986.
Instead, the FOMC decided to continue
evaluating movements in this aggregate
in light of the behavior of its velocity,
the rate of economic expansion, infla-
tionary pressures, and developments in
financial markets.

Over the first half of 1987 monetary
policy was conducted against a backdrop
of heightened concerns about inflation,
stimulated in part by substantial down-
ward pressure on the dollar in foreign
exchange markets. At the same time,
growth of money and credit aggregates
moderated considerably and the veloci-
ties of the broader monetary aggregates
turned upward after several years of
rapid money growth and falling veloci-
ties. Measured from the fourth quarter of
1986, M2 in June was below the lower
end of its target growth range, while M3
was around the lower end of its range.
Meanwhile, growth in M1 slowed to a
7% percent pace and debt expansion
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moderated to a 9% percent rate. As
pressures on the dollar and inflation
worries intensified in April and May,
interest rates began to rise substantially,
especially in long-term markets. In late
April and May the Federal Reserve
adopted a somewhat less accommoda-
tive stance with respect to the provision
of reserves through open market opera-
tions. These actions, together with mon-
etary easing moves by key industrial
trading partners, helped to stabilize the
dollar and calm inflation fears, contrib-
uting to some decline in long-term inter-
est rates and strengthening of the dollar.

Money, Credit, and Monetary Policy
In its conduct of policy thus far this
year, the Federal Reserve has given a
good deal of weight to a number of
considerations in addition to the mone-
tary aggregates—principally recurrent
episodes of heavy downward pressure
on the dollar, indications from long-term
securities and commodity markets of
heightened inflationary expectations,
and evidence that the economy contin-
ued to advance at a pace sufficient to
produce rising levels of resource utiliza-
tion. Under these circumstances, inter-
est rates tended to move higher, and the
patterns of rapid money growth and de-
clining velocities of the last several
years, when inflation and interest rates
were moving down, began to be re-
versed. Growth of the broad aggregates
remained around the lower bounds of
their growth cones through most of the
first half of the year, although M2
dropped well below its long-run range
later in the period. Growth of both M2
and M3 was considerably below the
pace of recent years, and their velocities
increased. Expansion of M1 also slowed
markedly, while growth of domestic
nonfinancial sector debt moderated.
Through the early spring of this year,
System open market operations were

conducted to keep pressures on the re-
serve positions of depository institutions
unchanged from last year. In January,
strong credit and money demands asso-
ciated with a burst of tax-related finan-
cial activity in late 1986 began to abate,
and short-term interest rates eased; how-
ever, these rates remained above levels
prevailing in the fall of last year.

In foreign exchange markets, the dol-
lar had begun to decline in late De-
cember, after a period of some stability.
The drop continued through January,
amid market concerns about the pros-
pects for correcting U.S. and foreign
external imbalances. In late February,
the statement in Paris by the ministers of
finance and central bank governors of
six major industrial countries that they
“agreed to cooperate closely to foster
stability of exchange rates around cur-

Growth of Money and Debt

Percentage change at annual rate

Domestic
non-
Period M1 | M2 | M3 | financial
sector
debt
Fourth quarter to
fourth quarter
1979 ......... 79 82 104 12.2
1980 ......... 73 89 96 9.6
1981 ......... 51 93 123 9.9
2.4y
1982 ... ..., 86 91 99 8.9
1983 ......... 10.2 121 9.8 11.5
1984 ......... 54 79 107 13.9
1985 ......... 121 88 177 13.4
1986 ......... 153 89 838 13.2
1986:4 to 1987:2. . . 99 45 53 9.8°
1986:4 to June 1987 77 40 53 9.8°
Quarterly average
1986: 1 ....... 88 53 17 15.5
2 ... 155 9.4 8.7 10.2
3. 16.5 106 9.7 12.5
4 ... 170 92 8.0 12.1
1987: 1 ... .. 13.1 63 63 10.4
2. 64 235 4.1 9.0°

1. MI figure in parentheses is adjusted for shifts to
NOW accounts in 1981.
e estimated
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rent levels,” along with a discount rate
cut by the Bank of Japan, seemed to
stabilize the dollar for a time.

The spread between private short-
term rates and Treasury bill rates wi-
dened after Brazil announced a suspen-
sion of interest payments to banks in
February, and subsequently widened
further as the Treasury’s paydown of
bills, which began early in the year,
picked up and foreign official institu-
tions purchased bills with the proceeds
of dollars acquired in exchange market
intervention. Reflecting the somewhat
higher private short-term interest rates
and concomitant increases in funding
costs, commercial banks raised the
prime rate by Y percentage point on
April 1.

Long-term rates, which had not been
much affected by the transitory credit
demands of late 1986, continued to drift
down in the early months of 1987, dis-
playing little short-term volatility. The
placid conditions in long-term markets
were abruptly changed in late March,
primarily by developments in the inter-
national sphere. Announcements of
trade sanctions by the United States,
persisting weakness of the dollar, and
disappointing trade figures all raised
questions about continuing private de-
mands for dollar assets, prospects for
inflation, and the response of monetary
policy. The dollar dropped sharply in the
last three weeks of March, and between
late March and late April yields on 30-
year government bonds rose about 1 per-
centage point on balance. The exchange
and bond markets became highly
volatile during this period, as the dollar
continued to drop and inflation fears ap-
peared to be intensified by the publica-
tion of adverse price data. Mortgage
rates and yields on mortgage pass-
through securities reacted very promptly
to the deterioration in the bond markets
and, indeed, rose more than most other

long-term rates as many investors shied
away from these instruments subject to
substantial prepayment risk.

The effects of these developments
also were evident in short-term credit
markets, where rates rose in April partly
in anticipation that monetary policy
would have to firm to contain pressures
on prices and the dollar. In late April
and again in May, the Federal Reserve
did move to tighten the availability of
nonborrowed reserves through open
market operations. Short-term interest
rates rose about ¥2 to ¥ percentage point
during April and May, and the prime
rate was raised twice more, on May 1
and May 15, in ¥4 point increments. The
System’s firming actions, along with
complementary moves abroad, helped to
stabilize the dollar and ameliorate the
concerns about the inflation outlook.

Along with some better price news
and evidence of improvement in our
trade deficit, this policy appeared to im-
part an improved tone to short-term and,
especially, long-term credit markets
over the latter part of May and June.
Since May, most short-term rates have
posted declines of Y4 percentage point or
more. Longer-term markets generally
have registered greater gains, and in
early July long rates were off 2 to ¥%
percentage point from their May highs.
The dollar, meanwhile, has shown more
dramatic improvement, regaining the
ground it lost in April and May.

As interest incentives favoring market
instruments over monetary assets be-
came more pronounced in the first half
of the year, growth of the monetary ag-
gregates slowed. M2 decelerated in both
quarters, expanding at only a 22 percent
annual rate in the March to June period.
In addition to the influence of rising
interest rates, tax reform may have
weakened the public’s demand for M2
assets, particularly household-type de-
posits, to the extent that it induced indi-
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viduals to pay down consumer debt or to
finance expenditures out of liquid assets
rather than with credit. The velocity of
M2 is estimated to have risen in the first
and second quarters after declining in
1985 and 1986.

The slowing of M2 growth was ac-
companied by a marked change in the
composition of deposit inflows away
from transactions and other highly liquid
instruments and toward longer-term re-
tail deposits. This reversal of the pattern
of portfolio shifts in 1985 and 1986 oc-
curred as rates on time deposits adjusted
more promptly to rising market rates
than did yields on more liquid monetary
components and the deposit rate curve
steepened.

Growth in transactions instruments
fell in the first half to a pace not seen
since 1984, the last time interest rates
rose on a sustained basis. Demand de-
posits, along with other checkable de-
posits (OCDs), were boosted smartly in
April as individuals prepared to pay tax
liabilities, which were swollen by capi-
tal gains taken in 1986 to avoid higher
rates under tax reform. On balance,
however, demand deposits have exhi-
bited no sustained strength since late last
summer. Among other factors, the rise
in interest rates reduced the volume of
demand deposits that businesses need to
hold as compensating balances for bank
services. As rates on time deposits and
market instruments rose, OCDs became
a less attractive savings vehicle. The
progressive slowing this year of OCD
growth, which had averaged close to 30
percent during most of 1986, was inter-
rupted only by the April surge. With
demand deposits and OCDs both run-
ning off in June, growth in M1 for the
second quarter was down to a 6Y2 per-
cent rate. The velocity of M1 in the
second quarter is estimated to have been
little changed after declining in each
quarter since 1984.

Growth in other liquid balances also
has been falling. Savings deposits, after
expanding at around a 30 percent rate
since the late summer of last year,
slowed in the second quarter and ad-
vanced at only a 10 percent rate in June,
and money market deposit accounts
have been particularly weak this year.
By contrast, small time deposits which
had run off over much of last year in an
environment of falling short-term rates,
expanded significantly in June for the
first time since April 1986. Small time
deposit growth this year has been espe-
cially strong at thrift institutions, reflect-
ing elevated offering rates and, in certain
cases, shifting to deposits in denomina-
tions under $100,000, as some of these
institutions have encountered difficulties
in issuing large time deposits.

Even with weak inflows to core de-
posits, the need among commercial
banks to tap wholesale managed liabili-
ties was limited by a moderation in de-
mands for credit. M3 growth was further
damped in the first half as banks ob-
tained funds from sources not encom-
passed by the monetary aggregates, in-
cluding borrowing from their foreign
branches and a sharp rise in Treasury
deposits. Federal Home Loan Bank ad-
vances to thrifts also were strong, al-
though below the pace of last year. M3
growth fell below that of income in the
first half and its velocity apparently rose
in both quarters, the first sustained in-
crease in three years.

Credit flows were reduced in the first
half of 1987, with total domestic nonfi-
nancial sector debt expanding at around
a 9% percent annual rate, compared with
rates in excess of 13 percent in each of
the preceding three years. Even so, ex-
pansion of both the private and public
components of the debt aggregate con-
tinued to outstrip growth of income, as
generally has been the case in the 1980s.

Overall business credit demands con-
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tinued to be buoyed in the first half by
heavy net share retirements associated
with mergers, buyouts, and other corpo-
rate restructurings. With long-term rates
subdued in the first three months of the
year, firms concentrated their borrow-
ings in bond markets and short-term
business credit contracted. However, as
long-term markets deteriorated in April,
bond issuance abated and business credit
demands focused on the commercial
paper market. By June, with some im-
provement in long-term markets, these
financing patterns reversed again as
bond issuance picked up and growth of
short-term business credit came to a
halt.

Growth of consumer installment
credit was considerably diminished dur-
ing the first half. The reduced deductibi-
lity of consumer interest payments under
the new tax code encouraged this devel-
opment. The tax law change made use of
mortgage credit relatively more attrac-
tive, and the active promotion by lenders
of home equity lines of credit reinforced
tendencies toward substitution. In addi-
tion to credit taken down under home
equity lines, mortgage growth in the first
half was maintained by heavy volumes
of new and existing home sales.

Federal government credit needs in
the first half were held down by unusu-
ally strong tax payments stemming from
the retroactive repeal of the investment
tax credit and, principally, capital gains
realized late last year. The budget
showed a small surplus in the April to
June period, after a $59 billion deficit in
the first quarter. Net borrowing from the
public nevertheless rose in the second
quarter on a seasonally adjusted basis as
the Treasury replenished its cash bal-
ances, which had been drawn down
sharply in the initial months of the year.
The Treasury ran off bills in both
quarters, but continued to issue coupon
securities in volume. Federal debt ex-

panded at a 9% percent annual rate in the
first half of the year, down from the pace
of 1986.

Borrowing by state and local govern-
ments has fallen off this year. Issuance
of municipal debt for new capital has
been slowed considerably by provisions
of tax reform that narrowed the defini-
tion of public-purpose debt and con-
strained private-purpose offerings. In
addition, issuance of refunding bonds,
which was strong in the first quarter,
slackened after April owing to higher
interest rates.

The financial system has continued to
evidence strains in 1987. Indications
that the agricultural sector is beginning
to stabilize have emerged, with loan de-
linquencies declining, land prices bot-
toming out, and export volume firming;
the failure rate among agricultural banks
seems likely to have peaked. However,
the Farm Credit System, the nation’s
largest farm lender, lost considerable
sums in 1985 and 1986, and many of its
units continue to struggle with troubled
loan portfolios.

In addition to difficulties with agricul-
tural loans, commercial banks have been
saddled with persisting problems in their
energy and developing country loan
portfolios. Although some banks remain
highly profitable, 19 percent lost money
last year, compared with about 3 percent
as the decade began; loan loss provisions
were the main cause of the earnings
problems. The banking system is likely
to post record losses this year owing to
huge reserve provisions taken by large
banks primarily as a consequence of de-
velopments in the international debt
area. Despite the shrinkage in the book
value of shareholder equity recognized
by these actions, share prices rose at
many banks announcing large increases
in loan loss reserves.

Net operating income before taxes for
solvent thrift institutions rose last year as

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



62  Monetary Policy Reports

interest margins widened with falling
market rates, and thrifts overall have
raised their ratio of net worth to total
assets by taking advantage of strong
stock prices to issue large volumes of
equity. Nonetheless, at a significant mi-
nority of thrifts, already negative net
worth positions have been aggravated by
continued losses. Moreover, the prob-
lems of some troubled institutions inten-
sified this year as the real estate market
in certain areas of the country remained
depressed and interest rates backed up.
The difficulties of the thrift industry
are mirrored in the situation of the Fed-
eral Savings and Loan Insurance
Corporation. Estimates indicate that
current and potential claims against the

FSLIC exceed its reserves by significant
amounts. With premiums levied on
member institutions already at a statu-
tory maximum, some action clearly is
called for to strengthen the FSLIC and
bolster its ability to deal with problem
institutions. Plans currently under study
by Congress would involve using re-
tained earnings from the Federal Home
Loan Banks to capitalize a financing cor-
poration which, in turn, would issue ob-
ligations and invest the proceeds in
FSLIC capital stock. At this stage, these
plans call for a maximum capacity to
issue debt of $81% billion. This would be
repaid over an extended period of time
through FSLIC assessments on member
institutions.
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Record of Policy Actions
of the Board of Governors

Regulation D (Reserve
Requirements of Depository
Institutions)

December 2, 1987—Amendment

The Board amended Regulation D to
increase (1) the amount of transaction
account balances to which the lower re-
serve requirement applies and (2) the
amount of reservable liabilities subject
to a zero percent reserve requirement.

Votes for these actions: Messrs.
Greenspan and Johnson, Ms. Seger,
Messrs. Angell, Heller, and Kelley.'

Under the Monetary Control Act of
1980, depository institutions, Edge and
agreement corporations, and U.S. agen-
cies and branches of foreign banks are
subject to reserve requirements set by
the Board. Initially, the Board set re-
serve requirements at 3 percent of an
institution’s first $25 million in transac-
tion balances and 12 percent on balances
above that level. The act directs the
Board to adjust the amount subject to the
lower reserve requirement to reflect
changes in transaction balances nation-
wide. By the beginning of 1987, this
amount was $36.7 million. Recent
growth in such balances warranted an
increase of $3.8 million. The Board,
therefore, amended Regulation D to in-
crease to $40.5 million the amount of
transaction accounts to which the lower
reserve requirement applies.

The Garn—St Germain Depository In-
stitutions Act of 1982 established a zero

1. On this and subsequent pages, footnote 1
indicates that there was a vacancy on the Board

percent reserve requirement on the first
$2 million of an institution’s reservable
liabilities. It also provided for annual
adjustments to that exemption based on
deposit growth nationwide. Recent
growth in deposits warranted an increase
in the amount subject to a zero percent
reserve requirement from $2.9 million to
$3.2 million, and the Board amended
Regulation D accordingly.

The amendments are effective with
the reserve computation period begin-
ning on December 29, 1987, and with the
corresponding reserve maintenance pe-
riod beginning on or after December 31,
1987.

Regulation D (Reserve
Requirements of Depository
Institutions) and
Regulation Q (Interest on
Deposits)

December 9, 1987—Revision and
Rescission of Interpretations and
Technical Amendments

The Board approved revisions to certain
published interpretations of Regulation
Q and the rescission of others and made
technical amendments to Regulation D
and related interpretations.

Votes for these actions: Messrs.
Greenspan and Johnson, Ms. Seger,
Messrs. Angell and Kelley. Absent and
not voting: Mr. Heller.!

The expiration in 1986 of the Deposi-
tory Institutions Deregulation Act of
1980 removed the authority of the Board
(and that of the other federal agencies
regulating financial institutions) to set
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deposits. Provisions in Regulations D
and Q had been used to enforce ceilings
on interest rates and to make distinctions
between classes of deposits. With the
expiration of the act, the Board removed
those provisions in the regulations. The
Board now has rescinded the interpreta-
tions of Regulation Q that were made
obsolete by the expiration of the act and
the related regulatory changes and has
revised other provisions. Where appro-
priate, the Board has revised interpreta-
tions concerning distinctions between
classes of deposits and, in some cases,
has moved them to Regulation D.

Of the 47 interpretations of Regula-
tion Q, 34 were rescinded, 3 were re-
vised, 3 were left unchanged, and 7
were moved to Regulation D. The
amendments to Regulation D remove
obsolete references to Regulation Q and
make technical changes and clarifica-
tions to the regulation and certain inter-
pretations. The technical amendments
are effective December 31, 1987.

Regulation E (Electronic Fund
Transfers)

August 5, 1987—Amendments

The Board amended Regulation E to
eliminate, under certain circumstances,
the requirements for periodic statements
for those organizations that offer elec-
tronic fund transfer (EFT) services but
do not hold consumer accounts.

Votes for this action: Mr. Johnson, Ms.
Seger, Messrs. Angell, Heller, and
Kelley. Absent and not voting: Mr.
Volcker.'

Previously, organizations that offered
EFT services but did not hold consumer
accounts had to comply with most of the
requirements of Regulation E. The regu-
lation established specific requirements
for organizations, such as retailers, that

issuing debit cards or other devices
for making point-of-sale transactions or
by allowing consumers to use other
cards to gain access to deposit accounts.
Those requirements included sending
periodic statements of EFT transactions
to consumers.

The Board amended Regulation E to
eliminate the periodic statement require-
ments for those who provide EFT ser-
vices to consumers but do not hold con-
sumer accounts, provided they (1) issue
debit cards that indicate the name and
address or telephone number that should
be used to contact the service provider;
(2) furnish institutions with specified in-
formation by which they can identify
transactions; (3) extend the time within
which consumers must report lost or sto-
len debit cards; (4) include their address
and telephone number on receipts; and
(5) give certain other disclosures. Also,
the amendments require account-hold-
ing financial institutions to describe the
EFT transactions on the periodic state-
ments they send to their customers.

The Board took this action because of
concern that the high cost of sending the
periodic statements was impeding the
growth of EFT systems using automated
clearing houses and was hampering the
development and widespread use of
point-of-sale systems. The Board be-
lieved that the changes would simplify
recordkeeping for consumers because
they would receive one statement of all
transactions for which they used a debit
card, rather than receiving a statement
from each establishment at which the
card was used. The amendments con-
tinue existing consumer protections and
allow the reduction of costs of the over-
all payment system, to the benefit of
account-holding institutions, service
providers, and consumers.

The amendments are effective No-
vember 15, 1987, except for the periodic
statement requirements for account-

Digitizecprovide ERT services to consumers by
http://fraser.stlouisfed.org/
Federal Reserve Bank of St. Louis

holding institutions, which are effective



Board Policy Actions 67

July [, 1990, for institutions with less
than $25 million in assets. Also, other
account-holding institutions are not re-
quired to comply with certain of the
periodic statement requirements of the
regulation until July 1, 1990.

Regulation F (Securities of State
Member Banks) and Regulation H
(Membership of State Banking
Institutions in the Federal Reserve
System)

December 18, 1987—Rescission
and Amendments

The Board amended its securities report-
ing requirements, effective January 1,
1988, by eliminating certain reports that
banks had been required to file with the
Board and replacing them with similar
reports prescribed by the Securities and
Exchange Commission (SEC). The re-
porting requirements had been in Regu-
lation F; the Board rescinded Regulation
F, however, and amended Regulation H
to include the revised requirements for
disclosure and reporting.

Votes for these actions: Mr. Johnson, Ms.
Seger, Messrs. Angell and Kelley. Ab-
sent and not voting: Messrs. Greenspan
and Heller.'

The Securities Exchange Act of 1934
requires publicly held companies, in-
cluding all those with more than 500
shareholders and more than $1 million in
assets, to make certain public disclo-
sures and to file with the SEC various
reports regarding changes in ownership
or tender offers for their securities. The
act also authorizes the Board to adopt
similar requirements for reporting and
disclosure for state member banks and to
issue regulations substantially similar to
those of the SEC.

The amended Regulation H requires
that state member banks file information

quired by the SEC for publicly held
companies. A bank with no foreign of-
fices and with less than $150 million in
assets now may substitute its quarterly
reports of condition and income for three
of the four quarterly reports normally
filed with the SEC on Form 10-Q. The
amendments eliminate the need for regu-
latory revisions whenever the SEC
amends its requirements for reporting or
disclosure. The new requirements are
effective with the first reports filed after
January 1, 1988.

Regulation H (Membership of
State Banking Institutions in the
Federal Reserve System)

January 21, 1987—Amendment

The Board amended Regulation H, ef-
fective April 27, 1987, to implement
provisions of the Anti-Drug Abuse Act
of 1986.

Votes for this action: Mr. Johnson, Ms.
Seger, Messrs. Angell and Heller. Absent
and not voting: Mr. Volcker.?

The Anti-Drug Abuse Act of 1986
directed the Board and the other federal
agencies that regulate banks to require
banking organizations under their juris-
diction to establish procedures ensuring
compliance with the Bank Secrecy Act.
The Bank Secrecy Act requires institu-
tions to keep records on certain customer
deposit activities, currency transactions,
and movements of monetary instruments
outside the United States, particularly if
those activities involve cash transactions
of $10,000 or more. The Anti-Drug
Abuse Act required that the agencies
promulgate regulations by January 27,
1987, and that institutions establish

2. On this and subsequent pages, footnote 2
indicates that there were two vacancies on the
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compliance procedures within three
months.

The amendments to Regulation H re-
quire member banks to have by April 27,
1987, written procedures that, at a mini-
mum, establish compliance procedures;
designate an individual to be responsible
for overseeing and monitoring compli-
ance; and provide for appropriate em-
ployee training regarding the require-
ments of the act. The act also authorizes
agencies to issue cease and desist orders
or to assess penalties against institutions
that fail to establish compliance proce-
dures or to correct problems cited in an
examination.

October 28, 1987—Amendment

The Board amended Regulation H, ef-
fective November 9, 1987, to permit
banks to amortize losses on certain qual-
ified agricultural loans and other assets.

Votes for this action: Messrs. Greenspan
and Johnson, Ms. Seger, Messrs. Angell,
Heller, and Kelley.!

The Competitive Equality Banking
Act of 1987 permits a bank to amortize
losses on qualified agricultural loans re-
flected on its financial statements be-
tween December 31, 1983, and January 1,
1992. A bank also may amortize losses
incurred as a result of an appraisal of
other assets related to a qualified agricul-
tural loan that it owned at any time be-
tween January 1, 1983, and January 1.
1992. The act directs the federal banking
agencies to issue implementing regula-
tions no later than November 9, 1987.

The statute establishes criteria for de-
termining whether an institution’s losses
are eligible for amortization. The statute
requires that a bank (1) have deposit
insurance and be in satisfactory condi-
tion; (2) be located in an area whose
economy is dependent on agriculture;
(3) have assets of $100 million or less;

invested in qualified agricultural loans;
(5) be in need of capital restoration; and
(6) have a plan to restore its capital by
the end of the amortization period.
Losses resulting from fraud or criminal
abuse do not qualify for amortization.
The Board’s implementing rule de-
scribes the procedures and standards ap-
plicable to state member banks seeking
to amortize losses under the statute and
the manner in which such amortizations
are to be taken. The rule is effective in
November; thus, the first financial state-
ment that banks file under the new pro-
cedures is the 1987 year-end call report.
The other two federal banking agencies
have adopted substantially similar regu-
lations for the institutions they regulate.

Regulation K (International
Banking Operations)

August 10, 1987—Amendment

The Board amended Regulation K to
permit U.S. banking organizations to
make certain investments abroad using
debt-for-equity swaps.
Votes for this action: Messrs. Volcker
and Johnson, Ms. Seger, Messrs. Heller

and Kelley. Absent and not voting:
Mr. Angell.!

The Board amended Regulation K to
provide additional investment flexibility
to U.S. banking organizations abroad by
liberalizing the availability of debt-for-
equity swaps of foreign loans for equity
investments. Swaps are useful primarily
in a country that has restricted or prohib-
ited foreign creditors from expatriating
its currency.

Previously, Regulation K had permit-
ted U.S. banking organizations to hold
up to 20 percent of the shares of nonfi-
nancial companies and all of the shares
of financial companies. The Board
amended the regulation to eliminate the

Digitized 4)r haveSaRleast 25 percent of its loans
http://fraser.stlouisfed.org/
Federal Reserve Bank of St. Louis

20 percent restriction in certain cases.



Board Policy Actions 69

Regulation K now permits a U.S. bank-
ing organization to acquire all the shares
of a nonfinancial company in a debt-for-
equity swap, provided the following
conditions are met: (1) the company
must be in the process of being trans-
ferred from public ownership to private
ownership; (2) the company being ac-
quired must be located in a heavily in-
debted country; (3) the shares being ac-
quired in the swap must be held by the
bank holding company or its subsidiary,
and not by a bank; and (4) the shares
must be divested within five years after
the acquisition, unless the Board grants
an extension for up to five additional
years.

Regulation T (Credit by Brokers
and Dealers)

August 20, 1987—Amendment

The Board amended Regulation T, ef-
fective August 27, 1987, to permit
brokers and dealers to extend credit on a
good-faith basis on any mortgage-re-
lated security.

Votes for this action: Messrs. Greenspan,
Johnson, Angell, and Heller. Absent and
not voting: Ms. Seger and Mr. Kelley.!

The Secondary Mortgage Market En-
hancement Act attempts to facilitate par-
ticipation by the private sector in the
secondary market for mortgages by pro-
viding preferential treatment for mort-
gage-related securities. The Board
amended Regulation T by revising the
definition of an over-the-counter margin
bond to include any mortgage-related
security. The revision permits a broker—
dealer to extend credit in any margin
account, on a good-faith basis, for any
mortgage-related security that is pri-
vately placed, provided the security rep-
resents ownership in a residence and is
rated in one of the two highest rating
categories by a nationally recognized

December 18, 1987—Amendment

The Board amended Regulation T, ef-
fective January 25, 1988, to permit
brokers and dealers to assist in the exer-
cise of employee stock options.

Votes for this action: Mr. Johnson, Ms.
Seger, Messrs. Angell and Kelley. Ab-
sent and not voting: Messrs. Greenspan
and Heller.!

Previously under Regulation T, in-
vestors could not pay for the purchase of
a security from a cash account with the
proceeds of the sale nor withdraw funds
from a margin account if the withdrawal
would lower the investor’s equity in the
account. The Board amended Regula-
tion T to provide a simplified procedure
by which broker—dealers can temporar-
ily finance the acquisition of stock under
employee stock-option programs. A
broker—dealer now may advance funds
for the exercise of an employee stock
option, for a short period of time, if the
broker has evidence of the employee’s
entitlement to the security and assurance
of the company’s prompt delivery of the
security.

Regulation U (Credit by Banks
for the Purpose of Purchasing
or Carrying Margin Stock)

September 16, 1987—Amendment

The Board amended Regulation U, ef-
fective September 23, 1987, to exempt
banks when extending margin credit in
an amount of $100,000 or less from
executing Form FR U-1.

Votes for this action: Messrs. Greenspan
and Johnson, Ms. Seger, Messrs. Angell,
Heller, and Kelley.!

The amendment exempts a bank that
makes a loan of $100,000 or less, se-

. ice. . .. arei
Digitize Jating service cured directly or indirectly by margin
http://fraser.stlouisfed.org/

Federal Reserve Bank of St. Louis



70  Board Policy Actions

stock, from the requirement that it ob-
tain a purpose statement (Form FR U-1)
from the borrower.

Regulation Y (Bank Holding
Companies and Change
in Bank Control)

June 10, 1987—Amendment

The Board amended Regulation Y, ef-
fective immediately, to implement
amendments in the Change in Bank
Control Act required by the Anti-Drug
Abuse Act of 1986.

Votes for this action: An action commit-
tee of Mr. Johnson, Ms. Seger, and Mr.
Heller. Absent and not voting: Messrs.
Volcker and Angell.?

A provision in the Anti-Drug Abuse
Act imposed new requirements on those
who seek to acquire control of a bank or
bank holding company, as well as on the
federal agencies that oversee the institu-
tions being acquired. The act requires
that the federal agency receiving notice
of a proposed change in control publish
notice of the acquisition in the commu-
nities where the organizations to be ac-
quired are located. The notice must in-
vite public comment on the proposed
change in control, indicate where such
comments should be directed, and name
all parties to the proposed acquisition
and organizations to be acquired. Also,
the Board must investigate the compe-
tence, experience, integrity, and finan-
cial ability of each person named in a
notice of a change in bank control. To
complete the required investigations, the
Board may delay action on those pro-
posals.

The Board amended Regulation Y to
implement the new publication require-
ments. The Board required that parties
filing a notice of a change in control
publish an announcement of the pro-

eral circulation in the communities
served by the institution to be acquired.
The amendment specifies the informa-
tion to be included in the published an-
nouncement and requires that the news-
paper announcement appear within 10
days before or after the notification of
the Federal Reserve of the proposed
change in bank control. If a public offer-
ing of securities will occur in connection
with the change in control, however, the
Federal Reserve may delay publication
of the notice to coordinate with the pub-
lication requirements of federal securi-
ties laws.

The amendment also provides that the
Board will publish notice of a proposed
change in control in the Federal Register
and will provide a public comment pe-
riod of at least 15 days. The Board may
decide not to publish the notice in the
Federal Register, or it may waive the
requirement for newspaper publication
if it determines that such action would
Jeopardize the safety or soundness of the
organization being acquired, such as
when a bank is in danger of failing.

Regulation Z (Truth in Lending)

November 5, 1987—Amendment

The Board amended Regulation Z, ef-
fective December 9, 1987, to implement
a provision in the Competitive Equality
Banking Act of 1987 requiring creditors
to set a maximum rate of interest that
will be charged on an adjustable-rate
mortgage loan.

Votes for this action: Messrs. Greenspan
and Johnson, Ms. Seger, Messrs. Angell,
Heller, and Kelley.*

A provision of the Competitive Equal-
ity Banking Act states that any adjust-
able-rate credit contract—whether open-
end or closed-end—entered into on or
after December 9, 1987, that is secured
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a limitation on the amount of interest
that may be charged during the life of
the loan contract. The legislation does
not limit interest rates on such loans;
rather, it requires that lenders disclose
the maximum rate that might be charged
during the term of the loan.

December 18, 1987-—Amendment

The Board amended Regulation Z, ef-
fective October 1, 1988, to expand the
disclosure requirements for closed-end
adjustable-rate mortgages.

Votes for this action: Mr. Johnson, Ms.
Seger, Messrs. Angell and Kelley. Ab-
sent and not voting: Messrs. Greenspan
and Heller.'

For some time, the Board had been
working with the other members of the
Federal Financial Institutions Examina-
tion Council to develop uniform disclo-
sure requirements for adjustable-rate
mortgage (ARM) loans. The agencies
had been concerned that some con-
sumers were not fully informed of the
range of possible adjustments to their
mortgage loans. Moreover, differences
in disclosure requirements among agen-
cies for the varying institutions they su-
pervise made comparisons of adjust-
able-rate programs difficult. The
agencies believed that uniform disclo-
sure requirements would facilitate con-
sumers’ shopping for loans and were
necessary to ensure that consumers re-
ceive (1) adequate information about ad-
justable-rate mortgages during the loan-
application process and (2) comparable
information from all lenders to which
they apply.

The amendments to Regulation Z re-
quire that a creditor provide consumers
with a handbook describing adjustable-
rate mortgages in general terms and also
with detailed disclosures about the
lender’s ARM programs. The require-
ments apply to closed-end credit con-

cured by the consumer’s principal
dwelling and to loans for purchasing a
home. The amendments require that the
disclosures clearly explain the formula
or index that the lender will use to deter-
mine when and how the rate will be
adjusted, as well as other important fea-
tures about the loan program, including
the timing and frequency of adjustments
in the interest rate or payments; any lim-
itation on the rate that can be charged or
on payment adjustments; and the pres-
ence or absence in the credit contract of
a demand feature allowing the creditor
to require immediate payment in full.
Also, the lender must provide an illus-
tration of how the interest rate, payment,
and balance on a $10,000 mortgage loan
would have been adjusted, using actual
changes in the appropriate index or for-
mula since 1977, if the rate had been
administered under one of the lender’s
ARM loan programs. (Lenders are re-
quired to provide a history of the
changes in the formula or index used for
a particular ARM program and to update
the data annually until a 15-year table is
available.) The disclosures and histori-
cal information must be provided when a
consumer receives an application form
or before the consumer pays a nonrefun-
dable application fee, whichever is ear-
lier.

In adopting these amendments, the
Board stated that creditors could begin
operating under the new rules immedi-
ately. Compliance will be mandatory
beginning October 1, 1988.

Policy Statement

April 22, 1987—Statement on the
Responsibility of Bank Holding
Companies to Act as Sources of
Strength for Their Subsidiary Banks

The Board authorized issuance of a pol-
icy statement, effective immediately, to
remind bank holding companies of their
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responsibility to serve as sources of
strength for their subsidiary banks.

Votes for this action: Messrs. Volcker and
Johnson, Ms. Seger, Messrs. Angell and
Heller.2

The statement reaffirmed a long-
standing Board policy that holding com-
panies should use their available re-
sources to provide adequate capital
funds to their subsidiary banks during
periods of financial stress or adversity.
The Board issued the policy statement to
remind holding companies of its expec-
tation that they provide financial and
managerial strength to their subsidiary
banks.

Because it reiterated an existing pol-
icy, the statement was effective immedi-
ately. The Board indicated, however,
that it would accept comments on the
policy through July 1, 1987.

1987 Discount Rates

The Board approved one change in the
basic discount rate during 1987, an in-
crease in early September from 5'% per-
cent to 6 percent. During the year the
Board also turned down four requests for
increases or decreases of 2 percentage
point in the basic rate submitted by indi-
vidual Federal Reserve Banks. As de-
scribed below, the Board renewed its
temporary, simplified seasonal credit
program for 1987 and also approved a
new, simpler structure of rates, includ-
ing a flexible rate, for loans made under
the extended credit program.

The reasons for the Board’s decisions
are reviewed below. Those decisions
were made in the context of the policy
actions of the Federal Open Market
Committee and of general economic and
financial developments that are covered
in more detail elsewhere in this REPORT.
A listing of the Board’s actions on the

discount rate during 1987, including
the votes on those actions, follows this
review.

Actions on the Basic Discount Rate

During the first several weeks of the
year, the Board discussed but took no
action on requests by a number of Fed-
eral Reserve Banks to reduce the basic
discount rate by %2 percentage point. A
rate of 5% percent had been in effect
since the second half of August 1986. In
the Board’s judgment a lower rate was
not then warranted by conditions in fi-
nancial markets or the behavior of the
monetary aggregates. The Board also
was concerned about the weakness of
the dollar in the foreign exchange mar-
kets. Nonetheless, with the outlook for
economic activity and prices subject to a
great deal of uncertainty, the Board de-
cided to defer action rather than to ap-
prove or deny the pending reductions.

Information that became available
over the course of the first quarter sug-
gested on balance that business activity
was expanding at a faster pace than in
the latter part of 1986, and concerns
about the outlook for inflation appeared
to be growing. Concurrently, the dollar
remained under downward pressure in
foreign exchange markets. Against that
background all of the requests for a
lower rate were withdrawn by mid-Feb-
ruary, and no further requests for a
change in the rate were submitted until
after mid-April.

Over a period of several weeks after
mid-April, a number of Federal Reserve
Banks proposed increases of 2 percent-
age point in the basic rate. Broad meas-
ures of consumer and producer prices
and commodity prices indicated a rising
rate of inflation in this period. The
greater inflation was induced primarily
by higher prices for energy and non-oil
imports. And, as evidenced in part by
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developments in financial markets, in-
flationary expectations appeared to be
intensifying, and the dollar remained
under considerable downward pressure.
In its discussions during this period the
Board noted that economic and financial
conditions might be evolving in a direc-
tion that could call for a higher discount
rate, but with the overall expansion in
business activity still relatively sluggish
and conditions in domestic financial
markets somewhat unsettled, the
members wanted to proceed with cau-
tion. In particular, a majority of the
members did not feel that a higher dis-
count rate was needed then to reinforce
the firming actions initiated in late April
and during May through open market
operations. Accordingly, no action was
taken on the pending requests for a
higher discount rate.

By late June, with measured inflation
rates slowing and concerns about the
outlook for inflation and the dollar ap-
parently subsiding, all of the requests for
a higher discount rate had been with-
drawn. During July, one Reserve Bank
proposed a reduction of %2 percentage
point in the rate against the background
of weaknesses in the regional economy
and uncertainties about the broader out-
look for the national economy. The pro-
posed reductions were disapproved by the
Board at meetings in mid-July and late
July. The Board concluded that prevailing
economic and financial conditions did not
warrant a lower discount rate.

In mid-August and again late in that
month, the Board turned down requests
by one Reserve Bank to increase the
basic rate by Y4 percentage point. After
review the Board concluded that, while
a higher rate might well become desir-
able in the near term, current economic
and financial developments and the be-
havior of the monetary aggregates did
not call for an immediate increase. Sub-
sequently, in early September, the

Board approved an increase of Y2 per-
centage point in the basic rate, to 6 per-
cent. A sharp rise in long-term interest
rates, notably in the early days of Sep-
tember, along with increasing commod-
ity prices and some indications of
stronger economic growth had raised
questions about the outlook for inflation.
The dollar was also under renewed
downward pressure in foreign exchange
markets. In these circumstances the
Board concluded that the increase would
be desirable as a signal of the System’s
intent to deal effectively and in a timely
way with potential inflationary pres-
sures. In particular, the increase might
be helpful as a means of moderating
inflationary expectations and relieving
pressures on the dollar in foreign ex-
change markets, with beneficial implica-
tions for domestic long-term interest
rates and the sustainability of the
expansion.

Following the sharp decline in stock
prices in mid-October, one Reserve
Bank requested a reduction of ' per-
centage point in the basic rate while the
other Reserve Banks indicated a prefer-
ence for maintaining the existing rate. In
its review of the proposal for a lower
rate, the Board took account of the po-
tentially adverse but quite uncertain ef-
fect that unsettled conditions in financial
markets might have on the economic
expansion. The lower stock prices were
associated with sizable declines in mar-
ket interest rates after mid-October, and
on balance, despite some continuing
volatility in equity and debt markets,
financial conditions appeared to have lit-
tle discernible influence on overall busi-
ness activity during the closing weeks of
the year. In the circumstances, with the
dollar also remaining under downward
pressure, the Board decided to take no
action on the proposed rate reduction,
which remained pending through the end
of the year.
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Renewal of Temporary Seasonal
Credit Program

On January 28, 1987, the Board ap-
proved the renewal for 1987 of its tem-
porary, simplified seasonal credit pro-
gram. This program was originally
approved and implemented in 1985 as a
means of making funds available at the
discount window to agricultural banks
experiencing unusually strong loan de-
mands. The program was intended to
complement the longstanding regular
seasonal credit program and thereby to
help ensure that small- and medium-size
banks did not face liquidity constraints
in accommodating their farm borrowers
over the planting and production cycle.
Under this temporary program, eligible
banks could borrow from the Federal
Reserve to fund one-half of their loan
growth in excess of 2 percent over a base
level; such borrowing could not exceed
5 percent of their deposits. The borrow-
ings are available under either a fixed-
rate or variable-rate option.

Extended Credit Program

On June 10, 1987, the Board, in the
interest of simplification, approved a re-
structuring of the interest rates that are
charged for credit advanced to deposi-
tory institutions for an extended period
for other than seasonal purposes. The
structure then existing involved a mix-
ture of fixed and flexible rates that de-
pended on the amount of time the credit
had been outstanding and the amount
that was borrowed. The new, simplified
structure uses the basic discount rate for
the first 30 days of borrowing and a
flexible rate for any period after 30 days.
The flexible rate is to be somewhat
above the rates on market sources of
short-term funds to depository institu-
tions but at least 50 basis points above
the basic discount rate.

The new structure of rates took effect

year the flexible rate was adjusted bi-
weekly and ranged from 7.5 percent to
8.50 percent.

Structure of Discount Rates

The basic discount rate noted in this
report is the rate charged on loans to
depository institutions for short-term ad-
justment credit.?> The basic rate also ap-
plies to most seasonal credit, including
the regular seasonal program; under that
program, credit may be provided for pe-
riods longer than those permitted under
adjustment credit to assist smaller insti-
tutions in meeting regular needs arising
from certain seasonal movements in
their deposits and loans. Credit is also
provided at the basic discount rate under
the variable-rate option of the temporary
seasonal program and at a rate 2 per-
centage point above the basic rate under
the fixed-rate option of the temporary
seasonal program.

Another category of discount-window
credit relates to loans made over ex-
tended periods to depository institutions
that are under sustained liquidity pres-
sure. Such extended credit may also be
provided when exceptional circum-
stances or practices adversely affect a
particular depository institution. As
noted above, the interest rate on ex-
tended credit is set at the basic rate for
the first 30 days of borrowing and be-
comes a higher, market-related rate
thereafter.

As of December 31, 1987, the struc-
ture of discount rates was as follows: a
basic rate of 6 percent for short-term
adjustment credit and for credit under
the regular seasonal program. A small

3. However, on exceptionally large adjust-
ment-credit borrowings that arise from computer
breakdowns or other operating problems, the rate
charged will be the highest established for loans to
depository institutions, unless the operating prob-
lem clearly is beyond the reasonable control of the
borrowing institution.
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volume of loans was outstanding at the
basic rate under the temporary seasonal
program at year-end. That rate also ap-
plied to the first 30 days of borrowing on
an extended basis. The flexible rate on
extended credit of more than 30 days
was 7.70 percent at the end of 1987. No
borrowings were outstanding under the
large-borrowings program at year-end.

Votes on Reserve Bank Requests
to Change the Discount Rate

Under the provisions of the Federal Re-
serve Act, the boards of directors of
Federal Reserve Banks are required to
establish rates on loans to depository
institutions at least every 14 days and to
submit such rates to the Board of Gover-
nors for review and determination. Since
late July 1987, Reserve Bank actions on
the discount rate have included requests
initially to establish and then to renew
the formula for calculating the flexible
rate on extended credit. The Board votes
listed below are those that involved
changes in the basic discount rate, the
renewal of the temporary seasonal credit
program, and the simplification of the
extended credit program. Votes involv-
ing the reestablishment of existing rates
or the setting of market-related rates
under the extended credit program are
not shown. All of those votes were
unanimous.

Votes on the Basic Discount Rate

July 13, 1987. The Board disap-
proved an action taken by the directors
of the Federal Reserve Bank of Dallas on
July 9 to reduce the basic discount rate
from 5 percent to 5 percent.

Votes for this action: Mr. Volcker, Ms.
Seger, Messrs. Angell, Heller, and
Kelley. Votes against this action: None.
Absent and not voting: Mr. Johnson.'

July 27, 1987. The Board disap-

of the Federal Reserve Bank of Dallas on
July 23 to reduce the basic discount rate
to 5 percent.

Votes for this action: Messrs. Volcker and
Johnson, Ms. Seger, Messrs. Angell,
Heller, and Kelley. Votes against this ac-
tion: None.'

August 17, 1987. The Board disap-
proved an action taken by the directors
of the Federal Reserve Bank of Cleve-
land on August 13 to increase the basic
discount rate to 6 percent.

Votes for this action: Messrs. Greenspan
and Johnson, Ms. Seger, Messrs. Angell,
Heller, and Kelley. Votes against this ac-
tion: None.'

August 31, 1987. The Board disap-
proved an action taken by the directors
of the Federal Reserve Bank of Cleve-
land on August 27 to increase the basic
discount rate to 6 percent.

Votes for this action: Messrs. Greenspan,
Johnson, Angell, and Kelley. Votes
against this action: None. Absent and not
voting: Ms. Seger and Mr. Heller.!

September 4, 1987. Effective Sep-
tember 4, 1987, the Board approved ac-
tions taken by the directors of the Fed-
eral Reserve Banks of New York,
Philadelphia, Cleveland, Atlanta, Chi-
cago, and Kansas City to raise the basic
discount rate from 5% to 6 percent.

Votes for this action: Messrs. Greenspan,
Johnson, Angell and Kelley. Votes
against this action: None. Absent and not
voting: Ms. Seger and Mr. Heller."

The Board subsequently approved
similar actions taken by the directors of
the Federal Reserve Bank of Richmond
effective September 5; Minneapolis ef-
fective September 8; Boston, St. Louis,
and San Francisco effective September
9; and Dallas effective September 11,
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Vote on Seasonal Credit Program

On January 28, 1987, the Board re-
newed the temporary, simplified sea-
sonal credit program for 1987.

Votes for this action: Messrs. Volcker and
Johnson, Ms. Seger, Messrs. Angell and
Heller. Votes against this action: None.
Absent and not voting: None.?

Vote on Extended Credit Program
On June 10, 1987, the Board approved a

new, simplified structure of interest rates
on borrowings on an extended basis,
including use of the basic discount rate
for the first 30 days on such borrowing
and a flexible rate somewhat above mar-
ket rates for borrowing beyond 30 days.

Votes for this action: Messrs. Volcker and
Johnson, Ms. Seger, Messrs. Heller and
Kelley. Votes against this action: None.
Absent and not voting: Mr. Angell.!
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Record of Policy Actions of the
Federal Open Market Committee

The record of policy actions of the Fed-
eral Open Market Committee is pre-
sented in the ANNUAL REPORT of the
Board of Governors pursuant to the re-
quirements of section 10 of the Federal
Reserve Act. That section provides that
the Board shall keep a complete record
of the actions taken by the Board and by
the Federal Open Market Committee on
all questions of policy relating to open
market operations, that it shall record
therein the votes taken in connection
with the determination of open market
policies and the reasons underlying each
such action, and that it shall include in
its ANNUAL REPORT to the Congress a
full account of such actions.

The pages that follow contain entries
relating to the policy actions at the meet-
ings of the Federal Open Market Com-
mittee held during the calendar year
1987, including the votes on the policy
decisions made at those meetings as well
as a résumé of the basis for the deci-
sions. The summary descriptions of eco-
nomic and financial conditions are based
on the information that was available to
the Committee at the time of the meet-
ings, rather than on data as they may
have been revised later.

It will be noted from the record of
policy actions that in some cases the
decisions were made by unanimous vote
and that in other cases dissents were
recorded. The fact that a decision in
favor of a general policy was by a large
majority, or even that it was by unani-
mous vote, does not necessarily mean
that all members of the Committee were
equally agreed as to the reasons for
the particular decision or as to the pre-

cise operations in the open market that
were called for to implement the general
policy.

During 1987 the policy record for
each meeting was released a few days
after the next regularly scheduled meet-
ing and was subsequently published in
the Federal Reserve Bulletin.

Policy directives of the Federal Open
Market Committee are issued to the Fed-
eral Reserve Bank of New York as the
Bank selected by the Committee to exe-
cute transactions for the System Open
Market Account. In the area of domestic
open market activities, the Federal Re-
serve Bank of New York operates under
two separate directives from the Open
Market Committee: an Authorization for
Domestic Open Market Operations and a
Domestic Policy Directive. (A new Do-
mestic Policy Directive is adopted at
each regularly scheduled meeting.) In
the foreign currency area, the Commit-
tee operates under an Authorization for
Foreign Currency Operations and a For-
eign Currency Directive. These four in-
struments are shown below in the form
in which they were in effect at the begin-
ning of 1987. Changes in the instru-
ments during the year are reported in the
records for the individual meetings.

Authorization for Domestic
Open Market Operations

In Effect January 1, 1987

1. The Federal Open Market Committee au-
thorizes and directs the Federal Reserve
Bank of New York, to the extent necessary
to carry out the most recent domestic policy
directive adopted at a meeting of the
Comnmittee:
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(a) To buy or sell U.S. Government
securities, including securities of the Federal
Financing Bank, and securities that are direct
obligations of, or fully guaranteed as to prin-
cipal and interest by, any agency of the
United States in the open market, from or to
securities dealers and foreign and interna-
tional accounts maintained at the Federal Re-
serve Bank of New York, on a cash, regular,
or deferred delivery basis, for the System
Open Market Account at market prices, and,
for such Account, to exchange maturing
U.S. Government and Federal agency secur-
ities with the Treasury or the individual
agencies or to allow them to mature without
replacement; provided that the aggregate
amount of U.S. Government and Federal
agency securities held in such Account (in-
cluding forward commitments) at the close
of business on the day of a meeting of the
Committee at which action is taken with re-
spect to a domestic policy directive shall not
be increased or decreased by more than
$6.0 billion during the period commencing
with the opening of business on the day fol-
lowing such meeting and ending with the
close of business on the day of the next such
meeting;

(b) When appropriate, to buy or sell in
the open market, from or to acceptance
dealers and foreign accounts maintained at
the Federal Reserve Bank of New York, on a
cash, regular, or deferred delivery basis, for
the account of the Federal Reserve Bank of
New York at market discount rates, prime
bankers acceptances with maturities of up to
nine months at the time of acceptance that (1)
arise out of the current shipment of goods
between countries or within the United
States, or (2) arise out of the storage within
the United States of goods under contract of
sale or expected to move into the channels of
trade within a reasonable time and that are
secured throughout their life by a warehouse
receipt or similar document conveying title
to the underlying goods; provided that the
aggregate amount of bankers acceptances
held at any one time shall not exceed $100
million;

(c) To buy U.S. Government securities,
obligations that are direct obligations of, or
fully guaranteed as to principal and interest
by, any agency of the United States, and
prime bankers acceptances of the types au-
thorized for purchase under 1(b) above, from
dealers for the account of the Federal Re-
serve Bank of New York under agreements
for repurchase of such securities, obliga-

tions, or acceptances in 15 calendar days or
less, at rates that, unless otherwise expressly
authorized by the Committee, shall be deter-
mined by competitive bidding, after applying
reasonable limitations on the volume of
agreements with individual dealers; provided
that in the event Government securities or
agency issues covered by any such agree-
ment are not repurchased by the dealer pursu-
ant to the agreement or a renewal thereof,
they shall be sold in the market or trans-
ferred to the System Open Market Account;
and provided further that in the event bank-
ers acceptances covered by any such agree-
ment are not repurchased by the seller, they
shall continue to be held by the Federal
Reserve Bank or shall be sold in the open
market.

2. In order to ensure the effective conduct
of open market operations, the Federal
Open Market Committee authorizes and di-
rects the Federal Reserve Banks to lend
U.S. Government securities held in the
System Open Market Account to Govern-
ment securities dealers and to banks partici-
pating in Government securities clearing
arrangements conducted through a Federal
Reserve Bank, under such instructions as
the Committee may specify from time to
time.

3. In order to ensure the effective conduct
of open market operations, while assisting in
the provision of short-term investments for
foreign and international accounts main-
tained at the Federal Reserve Bank of New
York, the Federal Open Market Committee
authorizes and directs the Federal Reserve
Bank of New York (a) for System Open
Market Account, to sell U.S. Government
securities to such foreign and international
accounts on the bases set forth in paragraph
1(a) under agreements providing for the re-
sale by such accounts of those securities
within 15 calendar days on terms comparable
to those available on such transactions in the
market; and (b) for New York Bank account,
when appropriate, to undertake with dealers,
subject to the conditions imposed on pur-
chases and sales of securities in paragraph
1(c), repurchase agreements in U.S. Govern-
ment and agency securities, and to arrange
corresponding sale and repurchase agree-
ments between its own account and foreign
and international accounts maintained at
the Bank. Transactions undertaken with such
accounts under the provisions of this para-
graph may provide for a service fee when
appropriate.

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



FOMC Policy Actions 79

Domestic Policy Directive
In Effect January 1, 1987*

The information reviewed at this meeting
suggests that economic activity continues to
grow at a moderate pace in the current
quarter. Total nonfarm payroll employment
grew appreciably further in October and No-
vember, and employment in manufacturing
also rose after declining on balance in pre-
vious months. The civilian unemployment
rate remained at 7.0 percent in November for
the third consecutive month. Industrial pro-
duction picked up considerably in No-
vember. Total retail sales rose moderately
last month after changing little on balance
over September and October. Housing starts
have weakened and business capital spend-
ing generally appears to have remained slug-
gish. Preliminary data for the U.S. merchan-
dise trade deficit in October suggest a
moderate narrowing. Broad measures of
prices have firmed somewhat in recent
months due to developments in food and
energy markets. Labor cost increases this
year have remained moderate compared with
other recent years.

Growth of M2 slowed substantially in No-
vember, while growth of M3 remained mod-
erate. Expansion of these two aggregates for
the year through November has been just
below the upper end of their respective
ranges established by the Committee for
1986. In November growth of M1 acceler-
ated to a very rapid rate. Expansion in total
domestic nonfinancial debt remains appreci-
ably above the Committee’s monitoring
range for 1986. Short-term interest rates
have risen somewhat since the November 5
meeting of the Committee, while long-term
rates have declined on balance. In foreign
exchange markets the trade-weighted value
of the dollar against other G-10 currencies
has declined moderately on balance since the
November meeting.

The Federal Open Market Committee
seeks monetary and financial conditions that
will foster reasonable price stability over
time, promote growth in output on a sustain-
able basis, and contribute to an improved
pattern of international transactions. In fur-
therance of these objectives the Committee
agreed at the July meeting to reaffirm the
ranges established in February for growth of
6 to 9 percent for both M2 and M3, measured
from the fourth quarter of 1985 to the fourth

1. Adopted by the Committee at its meeting on
Dec. 15-16, 1986.

quarter of [986. With respect to MI, the
Committee recognized that, based on the ex-
perience of recent years, the behavior of that
aggregate is subject to substantial uncertain-
ties in relation to economic activity and
prices, depending among other things on the
responsiveness of M1 growth to changes in
interest rates. In light of these uncertainties
and of the substantial decline in velocity in
the first half of the year, the Committee de-
cided that growth of M1 in excess of the
previously established 3 to 8 percent range
for 1986 would be acceptable. Acceptable
growth of M1 over the remainder of the year
would depend on the behavior of velocity,
growth in the other monetary aggregates,
developments in the economy and financial
markets, and price pressures. Given its rapid
growth in the early part of the year, the
Committee recognized that the increase in
total domestic nonfinancial debt in 1986 may
exceed its monitoring range of 8 to 11 per-
cent, but felt an increase in that range would
provide an inappropriate benchmark for eval-
uating longer-term trends in that aggregate.

For 1987 the Committee agreed on tenta-
tive ranges of monetary growth, measured
from the fourth quarter of 1986 to the fourth
quarter of 1987, of 5% to 84 percent for M2
and M3. While a range of 3 to 8 percent for
MI in 1987 would appear appropriate in the
light of most historical experience, the Com-
mittee recognized that the exceptional uncer-
tainties surrounding the behavior of M1 ve-
locity over the more recent period would
require careful appraisal of the target range at
the beginning of 1987. The associated range
for growth in total domestic nonfinancial
debt was provisionally set at 8 to 11 percent
for 1987.

In the implementation of policy for the
immediate future, the Committee seeks to
maintain the existing degree of pressure on
reserve positions. This action is expected to
be consistent with growth in M2 and M3 over
the period from November to March at an
annual rate of about 7 percent. Growth in M1
will continue to be appraised in the light of
the behavior of M2 and M3 and the other
factors cited below. Slightly greater reserve
restraint or somewhat lesser reserve restraint
would be acceptable depending on the be-
havior of the aggregates, taking into account
the strength of the business expansion, de-
velopments in foreign exchange markets,
progress against inflation, and conditions in
domestic and international credit markets.
The Chairman may call for Committee con-
sultation if it appears to the Manager for
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Domestic Operations that reserve conditions
during the period before the next meeting are
likely to be associated with a federal funds
rate persistently outside a range of 4 to 8
percent.

Authorization for Foreign
Currency Operations

In Effect January 1, 1987

1. The Federal Open Market Committee au-
thorizes and directs the Federal Reserve
Bank of New York, for System Open Market
Account, to the extent necessary to carry out
the Committee’s foreign currency directive
and express authorizations by the Committee
pursuant thereto, and in conformity with
such procedural instructions as the Commit-
tee may issue from time to time:

A. To purchase and sell the following
foreign currencies in the form of cable
transfers through spot or forward transac-
tions on the open market at home and abroad,
including transactions with the U.S. Trea-
sury, with the U.S. Exchange Stabilization
Fund established by Section 10 of the Gold
Reserve Act of 1934, with foreign monetary
authorities, with the Bank for International
Settlements, and with other international fi-
nancial institutions:

Italian lire

Japanese yen
Mexican pesos
Netherlands guilders
Norwegian kroner
Swedish kronor
Swiss francs

Austrian schillings
Belgian francs
Canadian dollars
Danish kroner
Pounds sterling
French francs
German marks

B. To hold balances of, and to have
outstanding forward contracts to receive or to
deliver, the foreign currencies listed in para-
graph A above.

C. To draw foreign currencies and to
permit foreign banks to draw dollars under
the reciprocal currency arrangements listed
in paragraph 2 below, provided that draw-
ings by either party to any such arrangement
shall be fully liquidated within 12 months
after any amount outstanding at that time was
first drawn, unless the Committee, because
of exceptional circumstances, specifically
authorizes a delay.

D. To maintain an overall open position
in all foreign currencies not exceeding $10.0
billion. For this purpose, the overall open
position in all foreign currencies is defined as
the sum (disregarding signs) of net positions
in individual currencies. The net position in a
single foreign currency is defined as holdings

of balances in that currency, plus outstanding
contracts for future receipt, minus outstand-
ing contracts for future delivery of that cur-
rency, i.e., as the sum of these elements with
due regard to sign.

2. The Federal Open Market Committee
directs the Federal Reserve Bank of New
York to maintain reciprocal currency ar-
rangements (“swap” arrangements) for the
System Open Market Account for periods up
to a maximum of 12 months with the follow-
ing foreign banks, which are among those
designated by the Board of Governors of the
Federal Reserve System under Section 214.5
of Regulation N, Relations with Foreign
Banks and Bankers, and with the approval of
the Committee to renew such arrangements
on maturity:

Amount

Foreign bank (millions of
dollars equivalent)
Austrian National Bank ... ................. 250
National Bank of Belgium .................. 1,000
BankofCanada....................... ... 2,000
National Bank of Denmark . . ................ 250
Bankof England . .................. ... ... 3,000
Bankof France .......................... 2,000
German Federal Bank. . . ................... 6,000
Bankofltaly................. ... ... ... 3,000
Bankoflapan.................. ... ... ... 5,000
Bankof Mexico. . ............ . ... ... ... 700
Netherlands Bank .. .................... .. 500
Bankof Norway .............. ... ... .... 250
Bankof Sweden ......................... 300
Swiss National Bank .. .................... 4,000
Bank for International Settlements
Dollars against Swiss francs . . ............. 600
Dollars against authorized European
currencies other than Swiss francs . ... ... 1,250

Any changes in the terms of existing swap
arrangements, and the proposed terms of any
new arrangements that may be authorized,
shall be referred for review and approval to
the Committee.

3. All transactions in foreign currencies
undertaken under paragraph 1(A) above
shall, unless otherwise expressly authorized
by the Committee, be at prevailing market
rates. For the purpose of providing an invest-
ment return on System holdings of foreign
currencies, or for the purpose of adjusting
interest rates paid or received in connection
with swap drawings, transactions with for-
eign central banks may be undertaken at non-
market exchange rates.

4. It shall be the normal practice to arrange
with foreign central banks for the coordina-
tion of foreign currency transactions. In
making operating arrangements with foreign
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central banks on System holdings of foreign
currencies, the Federal Reserve Bank of New
York shall not commit itself to maintain any
specific balance, unless authorized by the
Federal Open Market Committee. Any
agreements or understandings concerning the
administration of the accounts maintained by
the Federal Reserve Bank of New York with
the foreign banks designated by the Board of
Governors under Section 214.5 of Regula-
tion N shall be referred for review and ap-
proval to the Committee.

5. Foreign currency holdings shall be in-
vested insofar as practicable, considering
needs for minimum working balances. Such
investments shall be in liquid form, and gen-
erally have no more than 12 months remain-
ing to maturity. When appropriate in connec-
tion with arrangements to provide investment
facilities for foreign currency holdings, U.S.
Government securities may be purchased
from foreign central banks under agreements
for repurchase of such securities within 30
calendar days.

6. All operations undertaken pursuant to
the preceding paragraphs shall be reported
promptly to the Foreign Currency Subcom-
mittee and the Committee. The Foreign Cur-
rency Subcommittee consists of the Chair-
man and Vice Chairman of the Committee,
the Vice Chairman of the Board of Gover-
nors, and such other members of the Board
as the Chairman may designate (or in the
absence of members of the Board serving on
the Subcommittee, other Board Members
designated by the Chairman as alternates,
and in the absence of the Vice Chairman of
the Committee, his alternate). Meetings of
the Subcommittee shall be called at the re-
quest of any member, or at the request of the
Manager for Foreign Operations, for the pur-
poses of reviewing recent or contemplated
operations and of consulting with the Man-
ager on other matters relating to his responsi-
bilities. At the request of any member of the
Subcommittee, questions arising from such
reviews and consultations shall be referred
for determination to the Federal Open Market
Committee.

7. The Chairman is authorized:

A. With the approval of the Committee,
to enter into any needed agreement or under-
standing with the Secretary of the Treasury
about the division of responsibility for for-
eign currency operations between the System
and the Treasury;

B. To keep the Secretary of the Treasury
fully advised concerning System foreign cur-
rency operations, and to consult with the

Secretary on policy matters relating to for-
eign currency operations;

C. From time to time, to transmit ap-
propriate reports and information to the Na-
tional Advisory Council on International
Monetary and Financial Policies.

8. Staff officers of the Committee are au-
thorized to transmit pertinent information on
System foreign currency operations to appro-
priate officials of the Treasury Department.

9. All Federal Reserve Banks shall partici-
pate in the foreign currency operations for
System Account in accordance with para-
graph 3 G(1) of the Board of Governors’
Statement of Procedure with Respect to For-
eign Relationships of Federal Reserve Banks
dated January 1, 1944.

Foreign Currency Directive
In Effect January 1, 1987

1. System operations in foreign currencies
shall generally be directed at countering dis-
orderly market conditions, provided that
market exchange rates for the U.S. dollar
reflect actions and behavior consistent with
the IMF Article [V, Section 1.

2. To achieve this end the System shall:

A. Undertake spot and forward pur-
chases and sales of foreign exchange.

B. Maintain reciprocal currency
(“swap”) arrangements with selected foreign
central banks and with the Bank for Interna-
tional Settlements.

C. Cooperate in other respects with cen-
tral banks of other countries and with interna-
tional monetary institutions.

3. Transactions may also be undertaken:

A. To adjust System balances in light of
probable future needs for currencies.

B. To provide means for meeting Sys-
tem and Treasury commitments in particular
currencies, and to facilitate operations of the
Exchange Stabilization Fund.

C. For such other purposes as may be
expressly authorized by the Committee.

4. System foreign currency operations
shall be conducted:

A. In close and continuous consulta-
tion and cooperation with the United States
Treasury;

B. In cooperation, as appropriate, with
foreign monetary authorities; and

C. In a manner consistent with the obli-
gations of the United States in the Interna-
tional Monetary Fund regarding exchange ar-
rangements under the IMF Article 1V.
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Meeting Held on
February 10-11, 1987

Domestic Policy Directive

The information reviewed at this meet-
ing suggested on balance that economic
activity was continuing to grow at a
moderate pace. Nonfarm payroll em-
ployment expanded sharply in January,
partly reflecting unusual seasonal devel-
opments. Industrial production rose con-
siderably in December and over the
fourth quarter as a whole. However,
consumer spending in real terms
changed little during the last quarter of
1986 and business capital spending gen-
erally appears to have remained slug-
gish. Activity in the housing sector
picked up toward year-end. The deficit
in the merchandise trade balance appar-
ently increased slightly in the fourth
quarter; however, net exports of goods
and services, after adjusting for changes
in prices, improved somewhat during
the quarter. Basic trends in wage and
price inflation still appear to have been
moderate in recent months, although
prices of oil and some other industrial
commodities have turned up.

Total nonfarm payroll employment
rose almost %2 million further in Jan-
uary, after picking up in the latter part of
the year. Service-producing industries
were responsible for much of this
growth. Outside the service-producing
sector, the construction industry ac-
counted for the balance of job growth in
January, reflecting favorable weather
conditions during the survey reference
week. Manufacturing employment was
essentially unchanged in January, after
some improvement in the fourth quarter.
The civilian unemployment rate held at
6.7 percent.

The industrial sector of the economy
expanded appreciably in the latter part of
the year. The index of industrial produc-
tion rose 0.5 percent in December and

for the fourth quarter as a whole in-
creased at an annual rate of 3% percent,
the largest quarterly advance since late
1984. Recent gains were widespread,
with particularly sharp increases in
home goods and in defense and space
equipment. Production of business
equipment, however, remained lacklus-
ter. Capacity utilization in manufactur-
ing, mining, and utilities rose 0.2 per-
centage point in December to 79.6
percent, but was still below its level at
the end of 1985.

Consumer spending declined slightly
in real terms in the fourth quarter as new
car and truck sales slumped. Auto sales
revived temporarily in December, when
consumers took advantage of sales tax
deductions that were to be eliminated
after year-end, but fell dramatically in
January. Consumer expenditures on
items other than autos continued to rise
somewhat at the end of 1986 but at a
pace considerably slower than that expe-
rienced earlier in the year.

Business investment appears to have
remained sluggish. On the equipment
side, capital outlays were depressed in
the fourth quarter by the drop in motor
vehicle purchases. However, that drop
was almost offset by a pickup in spend-
ing on other equipment, which was mo-
tivated in part by efforts to take advan-
tage of the favorable depreciation
schedules for some types of equipment
placed in service before January 1,
1987. Leading indicators of investment
spending suggested that overall outlays
will remain sluggish in the early months
of 1987. New orders for nondefense
capital goods other than aircraft dropped
in the last quarter of 1986. Also, outlays
for nonresidential construction have
continued to trend down in recent
months, and the value of construction
put-in-place in December was more than
10 percent below a year earlier.

Activity in the housing sector picked
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up at the end of the year. Housing starts
rose to an annual rate of 1.8 million
units in December, after drifting lower
since late spring. Single-family starts
were near the pace recorded earlier in
the year. In addition, sales of both new
and existing homes rose in December
partly in response to lower mortgage
interest rates. Multifamily starts re-
bounded in December, but declined for
the fourth quarter as a whole as
high vacancy rates and recent tax
changes constrained construction of
rental housing.

Price and wage increases remained
relatively moderate in the latter part of
1986, although the prices of a number of
commodities, including oil, have posted
large gains in recent months. Consumer
prices rose 0.3 percent in November and
0.2 percent in December, remaining
within the range of monthly increases
evident since last summer. World crude
oil prices rose in mid-December follow-
ing the latest agreement by the Organi-
zation of Petroleum Exporting Countries
(OPEC) to restrict output, and that rise
pushed retail energy prices up in De-
cember. At the same time, increases in
consumer food prices slowed after sev-
eral months of sharp advances. Con-
sumer prices, apart from food and en-
ergy, continued to rise about in line with
the pace registered for 1986 as a whole.
Wage increases slowed in 1986 from the
rates in other recent years.

The trade-weighted value of the dollar
against other G-10 currencies declined
about 7% percent, on balance, since the
December 15-16 FOMC meeting. Since
that meeting, the dollar has depreciated
10 percent against the mark and about 6
percent against the yen. Over the period,
exchange rates were affected in part by
data on the U.S. trade balance for No-
vember. However, the announcement
by the German Federal Bank in late Jan-
uary of a cut in the discount rate and the

improvement in U.S. trade figures
shown when preliminary December data
were released, along with indications of
a stronger U.S. economy, tended to re-
lieve downward pressures on the dollar,
which had rebounded from its lows in
late January. Indicators of economic ac-
tivity in the major foreign industrial
countries still showed low rates of ex-
pansion. Available data for the U.S.
merchandise trade deficit in the fourth
quarter suggested a slight increase from
the third quarter as nonpetroleum im-
ports increased more than exports. How-
ever, after allowing for price changes,
net exports of goods and services im-
proved somewhat during the quarter.

At its meeting in December, the
Committee adopted a directive that
called for maintaining the existing de-
gree of pressure on reserve positions.
This action was expected to be consis-
tent with growth in both M2 and M3 at
an annual rate of about 7 percent from
November to March. The Committee
agreed that the growth in M1 would
continue to be evaluated in light of the
behavior of the broader monetary aggre-
gates and other factors. The members
also decided that slightly greater or
somewhat lesser reserve restraint would
be acceptable depending on the behavior
of the monetary aggregates, taking into
account the strength of the business ex-
pansion, developments in foreign ex-

1. These growth rates and all subsequent data on
the monetary aggregates reflect annual bench-
marks and seasonal factors as published on Febru-
ary 12, 1987.

The monetary aggregates are defined as follows:
M1 comprises demand deposits at commercial
banks and thrift institutions, currency in circula-
tion, travelers checks of nonbank issuers, negoti-
able order of withdrawal (NOW) and automatic
transfer service (ATS) accounts at banks and thrift
institutions, and credit union share draft accounts.
M2 contains M1 and savings and small-denomina-
tion time deposits (including money market de-
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change markets, progress against infla-
tion, and conditions in domestic and
international credit markets. The inter-
meeting range for federal funds was
maintained at 4 to 8 percent.’

Growth of M2 and M3 accelerated in
December before slowing a little in Jan-
uary. Expansion of these two aggregates
for 1986 as a whole was near the upper
end of their respective ranges estab-
lished by the Committee for the year.
M1 growth slowed in January from an
exceptionally rapid pace in late 1986.
Growth of the monetary aggregates was
boosted by an unusually large volume of
transactions around year-end prompted
in part by incentives to complete certain
types of transactions before the new tax
law took effect at the start of 1987. As a
result of these transactions, demand de-
posits rose at an unprecedented rate from
mid-December through early January;
by late January the bulge in such de-
posits had run off. In addition, banks
stepped up their issuance of managed
liabilities, especially CDs, over the past
two months to help fund the rise in
credit.

Paralleling the bulge in transaction
balances around year-end, growth in
total reserves surged in December, but
then subsided during January. Excess
reserves also increased rapidly in De-
cember. The federal funds rate rose
sharply at year-end and adjustment plus

posit accounts (MMDAG) at all depository institu-
tions, overnight repurchase agreements (RPs) at
commercial banks, overnight Eurodollars held at
foreign branches of U.S. banks by U.S. residents
other than banks, and money market mutual fund
shares other than those restricted to institutions).
M3 is M2 plus large-denomination time deposits at
all depository institutions, large-denomination
term RPs at commercial banks and savings and
loan associations, institution-only money market
mutual funds, and term Eurodollars held by U.S.
residents in Canada and the United Kingdom and
at foreign branches of U.S. banks elsewhere.

seasonal borrowing averaged around
$900 million in the statement period
ending December 31. Borrowing re-
ceded to $290 million in the first half of
January but bulged again in the second
half, reflecting another rise in excess
reserves. The federal funds rate dropped
back to 6 percent or a little above after
early January.

Most other short-term rates rose ar-
ound year-end as credit demands inten-
sified and the federal funds market tight-
ened, but subsequently those increases
were largely reversed. On balance, rates
on short-term Treasury securities were
up about 25 basis points over the inter-
meeting period, while rates on private
obligations were narrowly mixed. In
long-term markets, yields on Treasury
securities also were higher than at the
time of the December meeting, reflect-
ing market reactions to incoming eco-
nomic data, but rates in corporate and
mortgage markets declined into more
typical alignment with Treasury rates.
Stock prices soared to new highs over
the intermeeting period.

The staff projections presented at this
meeting suggested that real gross na-
tional product would continue to grow at
a moderate rate through the end of 1987.
A key element shaping the forecast con-
tinued to be the prospects for an im-
provement in real net exports of goods
and services. Export growth was ex-
pected to accelerate and import growth
to slow as U.S. competitiveness in-
creased. At the same time, the growth in
domestic demand was expected to be
moderate, primarily reflecting the
damping influence of higher import
prices on real income gains, a less ex-
pansive fiscal policy, and the weakness
in nonresidential construction. In con-
trast, equipment spending was projected
to grow moderately as domestic produc-
tion expanded, and residential construc-
tion was expected to provide some stim-
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ulus to economic activity over the
projection horizon. The rate of inflation
was anticipated to rise somewhat as a
result of the depreciation of the dollar
and a firming in world oil prices. How-
ever, the remaining margins of slack in
labor and product markets were ex-
pected to exert a moderating influence
on prices and wages during the year.

In the Committee’s discussion of the
economic situation and outlook, most of
the members viewed recent develop-
ments as pointing on balance toward
continuing expansion at a moderate
pace, in line with that experienced on
average over the past two to three years.
The members generally agreed that spe-
cial factors—the delayed effects of the
dollar’s depreciation and the turnaround
in oil prices—were likely to contribute
to a modest upturn in the rate of inflation
during 1987. The members acknowl-
edged that there were appreciable risks
that economic activity and prices might
deviate significantly from current expec-
tations, especially given the uncertain-
ties stemming from persisting—though
hopefully diminishing—imbalances in
the federal budget and the balance of
trade. Financial strains associated with
weaknesses in important sectors of the
economy such as agriculture and energy
and generally rising debt burdens also
were cited as sources of vulnerability in
the economy.

In keeping with the usual practice at
meetings when the Committee considers
its long-run objectives for monetary
growth, the members of the Committee
and the Federal Reserve Bank presidents
not currently serving as members had
prepared specific projections of eco-
nomic activity, the rate of unemploy-
ment, and the overall level of prices. For
the period from the fourth quarter of
1986 to the fourth quarter of 1987, the
forecasts for growth of real GNP had a
central tendency of 2% to 3 percent and

a full range of 2 to 4 percent. Forecasts
of nominal GNP centered on growth
rates of 5% to 6Y: percent and ranged
from 4% to 7% percent. Estimates of the
civilian rate of unemployment in the
fourth quarter of 1987 were in a range of
6% to 6% percent. With regard to the
rate of inflation, as indexed by the GNP
deflator, the projections centered on
rates of 3 to 32 percent and had an
overall range of 2% to 4 percent. In
making these forecasts, the members
took account of the Committee’s objec-
tives for monetary growth in 1987. The
members also assumed that future fluc-
tuations in the foreign exchange value of
the dollar would not be of sufficient
magnitude to have any significant effect
on the projections. In addition, the
members anticipated that considerable
progress would be made in reducing the
size of the federal budget deficit.

As they had at previous meetings,
members emphasized that sustained eco-
nomic expansion would depend to an
important extent on the achievement of
significant improvement in the nation’s
balance of trade. While indications of
some improvement in net exports were
multiplying, the members expressed a
range of views regarding prospects for
the year ahead. On the export side, sev-
eral observed that the outlook for rela-
tively sluggish economic activity in key
industrial nations—and indeed around
the world more generally—suggested
that continuing gains in exports might be
relatively limited. Nonetheless, reports
from many parts of the country indicated
that the depreciation of the dollar and the
concomitant improvement in the com-
petitive position of U.S. firms were
being reflected in new exporting oppor-
tunities, if not in a substantial increase in
actual exports to date.

With regard to imports, some
members saw considerable potential for
the substitution of domestic goods for
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foreign imports as prices of the latter
rose. In this view the more recent depre-
ciation of the dollar would tend to be felt
more fully in import prices because for-
eign suppliers had less room than earlier
to absorb a depreciated dollar through
reductions in their profit margins. Other
members were less optimistic about the
outlook for imports. In their view, for-
eign competitors would tend to hold
down their prices to maintain their sales,
especially given the ample availability
of production resources worldwide.
Moreover, the import penetration into
U.S. markets had become embedded in
contractual and other trading arrange-
ments that were difficult to change, and
competitive gains against imports would
be restrained to the extent that domestic
producers responded to rising import
prices by raising their own prices, as had
already occurred in a major U.S. in-
dustry. However, as in the case of ex-
ports, a growing number of business
contacts were reporting increasing op-
portunities to compete with imports on
the basis of price, including examples of
actual or prospective sales to domestic
firms that previously had tended to look
abroad to meet their outsourcing
requirements.

With regard to domestic develop-
ments bearing on the outlook, several
members commented that the evidence
of the last few months suggested, on the
whole, that the expansion retained mo-
mentum despite its comparative longev-
ity. To some extent, the favorable year-
end statistics undoubtedly reflected
tax-related spending that had been
moved up from 1987 into late 1986, and
a number of members observed that the
recent statistics should therefore be
viewed with a degree of caution. Look-
ing ahead, members observed that over-
all demands from domestic sectors
might moderate over the year. They re-
ferred in particular to the possibility that

growth in consumer spending, which
had been a mainstay of the expansion,
might provide less stimulus, especially
in the context of an already low saving
rate. One member noted that the under-
lying demand for new automobiles ap-
peared to be relatively weak, after al-
lowing for the year-end surge related to
tax considerations and for the impact of
temporary sales incentive programs.
Another commented, however, that re-
duced withholdings of personal income
taxes were seen by some business firms
as a positive development for retail
sales.

In the Committee’s discussion of the
prospects for inflation, the members
generally agreed that the outlook re-
mained basically favorable even though
rising import prices and the apparent
turnaround in oil prices could be ex-
pected to result in somewhat higher
average prices over the next several
quarters. Price competition remained in-
tense in many industries, notably those
subject to competition from abroad, and
recent labor contract settlements contin-
ued favorable in terms of holding down
business costs. Moreover, many busi-
ness firms were still making vigorous
efforts to improve their operating effi-
ciencies and otherwise to curb costs.
Nonetheless, several members sug-
gested that the risks of a deviation, if
any, from current inflation forecasts ap-
peared to be in the direction of more
inflation. Some referred to the risk that
rapid monetary growth and buildup of
liquidity might exert a delayed impact
on future prices, though there was no
current evidence of such an impact. One
member expressed the view that a key
uncertainty in the outlook for inflation
was not so much the direct effects of
rising import prices, but the price re-
sponses of competing domestic pro-
ducers. Members also noted that for
technical reasons the rise in import and
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oil prices, to the extent that they oc-
curred, would have a relatively large
effect on consumer prices. The latter,
because of their high visibility, could
exacerbate inflationary expectations,
with adverse implications for future
price and wage decisions. Disappointing
progress toward reducing the federal
budget deficit also could tend to fuel
inflationary sentiment.

At this meeting the Committee com-
pleted the review, begun at the De-
cember meeting, of the ranges for
growth in the monetary and debt aggre-
gates in 1987; those ranges had been set
on a tentative basis in July in keeping
with the requirements of the Full Em-
ployment and Balanced Growth Act of
1978 (the Humphrey-Hawkins Act).?
The tentative ranges included growth of
5Y2 to 812 percent for both M2 and M3
for the period from the fourth quarter of
1986 to the fourth quarter of 1987. In the
case of M1 the Committee had indicated
in July on a more tentative basis than
usual that it might retain the 1986 range
of 3 to 8 percent for 1987, but there had
been considerable sentiment against
using any numerical range for M1 at the
December meeting. The associated
range for growth in total domestic nonfi-
nancial debt had been set provisionally
in July at 8 to 11 percent for 1987.

During the Committee’s discussion of
appropriate ranges for growth of M2 and
M3 in 1987, most of the members ex-
pressed a preference for retaining the
tentative range of 5% to 8% percent for
both of the broader aggregates. That
range represented a reduction of 2 per-
centage point from the one that had been
targeted for 1986. Several members
stressed the importance of some modera-

2. The review for 1987 was prepared as a Mon-
etary Policy Report pursuant to this legislation and
transmitted to the Congress on February 19, 1987.

tion in money growth and the desirabil-
ity of adopting reduced ranges from the
standpoints of both the substance and the
perception of an appropriately anti-infla-
tionary monetary policy. Moreover, a
substantial slowing in money growth—
perhaps to around the middle of the
ranges—could well be consistent with
satisfactory economic performance,
given the assessment of the economy by
Committee membérs and assuming con-
siderably less movement in interest rates
than had been experienced in recent
years. Members also commented that
the ranges in question were likely to
provide adequate room for any policy
adjustments that might be needed
during the year, assuming that develop-
ments bearing on policy formulation
did not diverge greatly from current
expectations.

While a range of 5% to 8%z percent for
M2 and M3 was acceptable to all of the
members, there was some sentiment for
slightly higher or lower ranges. Reten-
tion of the slightly higher 6 to 9 percent
ranges employed in 1986 would accom-
modate more comfortably the possibility
of another sizable decline in the veloci-
ties of the broader aggregates (that is,
the ratios of nominal GNP to the aggre-
gates). Such a decline might be induced
if substantial further reductions in inter-
est rates were needed to sustain eco-
nomic expansion. On the other hand,
slightly lower ranges would provide
more leeway on the downside in the
event that velocity growth rebounded
from the previous marked declines. In-
sofar as the risks were on the side of
greater inflation, a rebound in velocity
appeared more likely and in such cir-
cumstances a lower range could provide
needed scope for a policy designed to
maintain progress toward price stability.

Turning to M1, the members recog-
nized that its prospective behavior re-
mained subject to exceptional uncertain-
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ties. To a greater extent than for the
broader aggregates, the demand for M1
balances had become highly sensitive to
movements in interest rates over the
course of recent years; this development
evidently reflected in considerable
measure the deregulation of deposit rate
ceilings and a related increase in the
interest-bearing components of M1 as a
repository for savings as well as for
transactions funds. Adaptations to de-
regulation were probably not completed
and in conjunction with an accelerated
pace of other financial innovations and
a surging volume of financial transac-
tions, it had become very difficult to
assess or predict the implications of spe-
cific rates of M1 growth for the future
course of business activity and the rate
of inflation.

Accordingly, while most members
clearly wished to take account of
changes in M1 in reaching policy judg-
ments, they felt the meaning of fluctua-
tions in M1 could only be appraised in
the light of other economic develop-
ments. Consequently, they did not want
to specify a numerical target range for
this aggregate, at least at this time.
Some slowing in 1987 was expected and
was felt to be necessary to sustain pro-
gress toward price stability, but the ap-
propriate amount of slowing was diffi-
cult to predict, given the uncertainties
about velocity behavior. These members
felt that it would not be meaningful to
establish a range that was so wide that it
would cover all foreseeable circum-
stances or a conventional range that
might well need to be exceeded in either
direction. For example, relatively slow
growth in M1 might be desirable—and
might require some firming of reserve
conditions—if in the context of expand-

.ing economic activity, inflation ap-
peared to be worsening, possibly be-
cause of a weakening dollar, and the
broader monetary aggregates were

growing rapidly. Conversely, relatively
rapid expansion in M1 might be indi-
cated—and accommodated—in a situa-
tion in which economic activity was rel-
atively sluggish, progress was being
maintained toward achieving eventual
price stability and a sustainable pattern
of international transactions, and inter-
est rates were declining.

A few of the members preferred that a
specific, numerical range be established
for M1 growth in 1987, although they
also wanted to make clear that growth
outside the range might be desirable or
acceptable under some circumstances.
These members gave considerable em-
phasis to the possible usefulness of tar-
geting on a narrow monetary aggregate,
as well as on the broader aggregates, in
underscoring the System’s longer-run
commitment to an anti-inflationary pol-
icy. They also felt the Committee might
well want to increase emphasis on M1 in
the future, and that a current target
would represent appropriate continuity.
Moreover, a specific range would have
the advantage of indicating the Commit-
tee’s best judgment regarding appro-
priate M1 growth if economic and finan-
cial conditions did not deviate markedly
from current expectations. In contrast,
one member felt that M1 provided little
or no useful information at present and a
more predictable relationship between
MI and economic performance was not
likely to be reestablished. Conse-
quently, the Committee should concen-
trate instead on other broad financial ag-
gregates including the measure for
liquidity.

After discussion, the members agreed
that the Committee would need to moni-
tor and evaluate M1 developments
closely in the light of the behavior of its
velocity, the performance of the econ-
omy, including the nature of emerging
price pressures, and conditions in do-
mestic and international financial mar-
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kets. While the precise circumstances
under which M1 developments might
directly influence operating decisions
could not be predicted, the members
contemplated the possible desirability of
reintroducing M1 explicitly during the
year as a benchmark, along with the
broader monetary aggregates, for mak-
ing short-run operating decisions. For
now, the Committee would indicate in
broad terms that the operational signifi-
cance of M1 could only be judged in the
perspective of concurrent economic and
financial developments, including the
behavior of M2 and M3.

The Committee members also agreed
on the desirability of continuing to mon-
itor the growth of total domestic nonfi-
nancial debt. The growth in total debt
had exceeded the expansion in nominal
GNP by substantial margins in recent
years, and some members expressed
concern about the resulting increase in
the financial vulnerability of the econ-
omy. One member observed that under
some circumstances a further rapid
growth in debt might lend some weight
toward implementing some policy re-
straint that also was deemed to be advis-
able for other reasons. The growth in
total domestic nonfinancial debt was ex-
pected to moderate considerably in
1987, but it appeared likely to remain in
excess of the expansion in nominal
GNP. The members agreed that the ten-
tative range of 8 to 11 percent contem-
plated last July for 1987 continued to
encompass likely developments.

At the conclusion of the Committee’s
discussion, all of the members indicated
that they favored, or could accept, the
ranges for M2 and M3 and the monitor-
ing range for total debt that had been
adopted on a tentative basis in July. No
numerical range would be established
for M1 growth in 1987, but M1 develop-
ments would receive careful evaluation
in the context of emerging economic and

financial conditions and the behavior of
the broader monetary aggregates. It was
understood that under some circum-
stances M1 might again be targeted ex-
plicitly during the year to provide a
guide, along with M2 and M3, for the
short-run implementation of monetary
policy.

Thereupon, the Committee approved
the following paragraphs relating to its
objectives for monetary and debt aggre-
gates in 1987:

The Federal Open Market Committee
seeks monetary and financial conditions that
will foster reasonable price stability over
time, promote growth in output on a sustain-
able basis, and contribute to an improved
pattern of international transactions. In fur-
therance of these objectives the Committee
established growth ranges of 5% to 8 per-
cent for both M2 and M3, measured from the
fourth quarter of 1986 to the fourth quarter of
1987. The associated range for growth in
total domestic nonfinancial debt was set at 8
to 11 percent for 1987.

With respect to M1, the Committee recog-
nized that, based on experience, the behavior
of that aggregate must be judged in the light
of other evidence relating to economic activ-
ity and prices; fluctuations in M1 have be-
come much more sensitive in recent years to
changes in interest rates, among other fac-
tors. During 1987, the Committee anticipates
that growth in M1 should slow. However, in
the light of its sensitivity to a variety of
influences, the Committee decided not to es-
tablish a precise target for its growth over the
year as a whole at this time. Instead, the
appropriateness of changes in M1 during the
course of the year will be evaluated in the
light of the behavior of its velocity, develop-
ments in the economy and financial markets,
and the nature of emerging price pressures.

In that connection, the Committee be-
lieves that, particularly in the light of the
extraordinary expansion of this aggregate in
recent years, much slower monetary growth
would be appropriate in the context of con-
tinuing economic expansion accompanied by
signs of intensifying price pressures, perhaps
related to significant weakness of the dollar
in exchange markets, and relatively strong
growth in the broad monetary aggregates.
Conversely, continuing sizable increases in
M1 could be accommodated in circum-
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stances characterized by sluggish business
activity, maintenance of progress toward un-
derlying price stability, and progress toward
international equilibrium. As this implies,
the Committee in reaching operational deci-
sions during the year, might target appro-
priate growth in M1 from time to time in the
light of circumstances then prevailing, in-
cluding the rate of growth of the broader
aggregates.

Votes for this action: Messrs. Volcker,
Corrigan, Angell, Guffey, Heller, John-
son, Keehn, Melzer, Morris, and Ms.
Seger. Votes against this action: None.
Absent and not voting: Mrs. Homn. Mr
Keehn voted as alternate for Mrs. Horn.

In the Committee’s discussion of pol-
icy implementation for the weeks imme-
diately ahead, most of the members in-
dicated that they were in favor of
directing open market operations, at
least initially, toward maintaining the
existing degree of pressure on reserve
positions. One member preferred to
move promptly toward somewhat firmer
reserve conditions. A number of others
observed that they would be prepared to
accept some firming later if recent indi-
cations of some strengthening in eco-
nomic activity were to persist in the con-
text of further rapid monetary expansion
and signs of growing inflationary pres-
sures. However, these members felt that
the desirability of an immediate move
toward restraint had not been estab-
lished. In particular, they felt that eco-
nomic and financial developments in the
period around the year-end needed to be
interpreted with caution, especially be-
cause of the tax effects that were proba-
bly involved, and that confirming evi-
dence should be awaited before any
adjustments in policy implementation
were undertaken.

The members anticipated that current
conditions in reserve markets were
likely to be associated with slower
growth in M2 and M3 over the period
ahead than the average pace in recent

months. To a considerable extent, the
anticipated slowing would represent a
reversal of special factors that had con-
tributed to faster expansion-—including
a bulge in Ml—around the year-end.
Because of the distortions created by
year-end developments, the members
generally agreed that use of a January
base, instead of November as in the pre-
vious directive, or December, would
convey more meaningful information
regarding the Committee’s expectations
for growth of the broader aggregates
through the remainder of the first
quarter. Given the uncertainties that
were involved and in keeping with the
Committee’s decision on the longer-run
targets, the members accepted a pro-
posal not to indicate a numerical expec-
tation for the growth of M1 over the
period immediately ahead, but to note in
a general way that the expansion of this
aggregate was likely to moderate sub-
stantially. Over a longer perspective, the
growth of the aggregates, especially
M1, might display a moderating trend as
the effects of earlier declines in interest
rates subsided.

With regard to possible adjustments
during the intermeeting period, the
members generally felt that policy im-
plementation should be especially alert
to the potential need for some firming of
reserve conditions. In this view, some-
what greater reserve restraint would be
warranted if monetary growth did not
slow in line with current expectations
and there were concurrent indications of
intensifying inflationary pressures
against the background of stronger eco-
nomic data. One indicator of the possi-
bility of potential pressures on prices
might be a further tendency for the dol-
lar to weaken. One member preferred a
directive that did not contemplate any
easing during the weeks ahead, but most
of the members did not want to rule out
the possibility of some slight easing dur-

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



FOMC Policy Actions 91

ing the intermeeting period, although
they did not view the conditions for such
a move as likely to emerge.

At the conclusion of the Committee’s
discussion, all but one member indicated
that they could vote for a directive that
called for no change in the current de-
gree of pressure on reserve positions.
The members expected this approach to
policy implementation to be consistent
with some reduction in the growth of M2
and M3 to annual rates of about 6 to 7
percent over the two-month period from
January to March. Over the same inter-
val, growth in M1 was expected to mod-
erate substantially from an extraordinar-
ily high rate in the closing months of
1986. The members indicated that some-
what greater reserve restraint would be
acceptable, and slightly less reserve re-
straint might be acceptable, over the in-
termeeting period depending on the be-
havior of the monetary aggregates,
taking into account the strength of the
business expansion, the performance of
the dollar in foreign exchange markets,
progress against inflation, and condi-
tions in domestic and international credit
markets. The members agreed that the
intermeeting range for the federal funds
rate, which provides a mechanism for
initiating consultation of the Committee
when its boundaries are persistently ex-
ceeded, should be left unchanged at 4 to
8 percent.

At the conclusion of the meeting, the
following domestic policy directive was
issued to the Federal Reserve Bank of
New York:

The information reviewed at this meeting
suggests on balance that economic activity
continues to grow at a moderate pace. Total
nonfarm payroll employment grew sharply in
January in part reflecting unusual seasonal
developments. The civilian unemployment
rate remained at 6.7 percent in January. In-
dustrial production increased considerably in
December and over the fourth quarter as a

whole. Total retail sales rose substantially in
December, largely reflecting a year-end
surge in automobile sales, but were little
changed on balance in the fourth quarter.
Housing starts also strengthened in De-
cember after trending lower since late spring.
Business capital spending generally appears
to have remained sluggish. Available data
for the U.S. merchandise trade deficit in the
fourth quarter suggest a slight increase from
the third quarter; however, after allowing for
price changes, net exports of goods and ser-
vices improved somewhat during the quarter.
In late 1986 consumer and producer prices
generally were continuing to rise at moderate
rates, although prices of crude oil and some
other industrial commodities firmed. Labor
cost increases were more restrained in 1986
than in other recent years.

Growth of M2 and M3 picked up substan-
tially in December before slowing a little in
January. For 1986 as a whole, expansion of
these two aggregates was near the upper end
of their respective ranges established by the
Committee for the year. Growth of M1
slowed in January from an exceptionally
rapid pace in late 1986. Expansion in total
domestic nonfinancial debt remained appre-
ciably above the Committee’s monitoring
range for 1986. Although short-term interest
rates generally firmed around year-end, on
balance interest rates have shown small
mixed changes since the December 15-16
meeting of the Committee; rates on Treasury
securities, including bonds, have risen a little
over the period while rates on most private
obligations have declined slightly. In foreign
exchange markets the trade-weighted value
of the dollar against the other G-10 curren-
cies has declined substantially on balance
since the December meeting.

The Federal Open Market Committee
seeks monetary and financial conditions that
will foster reasonable price stability over
time, promote growth in output on a sustain-
able basis, and contribute to an improved
pattern of international transactions. In fur-
therance of these objectives the Committee
established growth ranges of 5% to 8% per-
cent for both M2 and M3, measured from the
fourth quarter of 1986 to the fourth quarter of
1987. The associated range for growth in
total domestic nonfinancial debt was set at 8
to 11 percent for 1987.

With respect to M1, the Committee recog-
nized that, based on experience, the behavior
of that aggregate must be judged in the light
of other evidence relating to economic activ-
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ity and prices; fluctuations in M1 have be-
come much more sensitive in recent years to
changes in interest rates, among other fac-
tors. During 1987, the Committee anticipates
that growth in M1 should slow. However, in
the light of its sensitivity to a variety of
influences, the Committee decided not to es-
tablish a precise target for its growth over the
year as a whole at this time. Instead, the
appropriateness of changes in M1 during the
course of the year will be evaluated in the
light of the behavior of its velocity, develop-
ments in the economy and financial markets,
and the nature of emerging price pressures.

In that connection, the Committee be-
lieves that, particularly in the light of the
extraordinary expansion of this aggregate in
recent years, much slower monetary growth
would be appropriate in the context of con-
tinuing economic expansion accompanied by
signs of intensifying price pressures, perhaps
related to significant weakness of the dollar
in exchange markets, and relatively strong
growth in the broad monetary aggregates.
Conversely, continuing sizable increases in
M1 could be accommodated in circum-
stances characterized by sluggish business
activity, maintenance of progress toward un-
derlying price stability, and progress toward
international equilibrium. As this implies,
the Committee in reaching operational deci-
sions during the year, might target appro-
priate growth in Ml from time to time in the
light of circumstances then prevailing, in-
cluding the rate of growth of the broader
aggregates.

In the implementation of policy for the
immediate future, the Committee seeks to
maintain the existing degree of pressure on
reserve positions. This action is expected to
be consistent with growth in M2 and M3 over
the period from January through March at
annual rates of about 6 to 7 percent. Growth
in M1 is expected to slow substantially from
the high rate of earlier months. Somewhat
greater reserve restraint would, or slightly
lesser reserve restraint might, be acceptable
depending on the behavior of the aggregates,
taking into account the strength of the busi-
ness expansion, developments in foreign ex-
change markets, progress against inflation,
and conditions in domestic and international
credit markets. The Chairman may call for
Committee consultation if it appears to the
Manager for Domestic Operations that re-
serve conditions during the period before the
next meeting are likely to be associated with
a federal funds rate persistently outside a
range of 4 to 8 percent.

Votes for the short-run operational para-
graph: Messrs. Volcker, Corrigan, An-
gell, Guffey, Heller, Johnson, Keehn,
Morris, and Ms. Seger. Vote against this
action: Mr. Melzer. Absent and not vot-
ing: Mrs. Horn. Mr. Keehn voted as al-
ternate for Mrs. Horn.

Mr. Melzer favored some tightening
of reserve conditions. He noted the
strong growth in bank loans in the No-
vember through January period and the
firm federal funds rate that had prevailed
despite the extraordinary pace of reserve
growth. In addition, he cited the recent
declines in the foreign exchange value of
the dollar. Finally, looking ahead, he
pointed out the potential for a further
rise in inflationary expectations and, ac-
cordingly, he believed that prompt ac-
tion toward restraint might avert the
need for more substantial tightening
later.

At a telephone conference on Febru-
ary 23, the Committee heard a report
from the Chairman regarding the delib-
erations in Paris during the previous
weekend of the Ministers of Finance and
Central Bank Governors of several
major industrial countries. The Commit-
tee members discussed the possible im-
plications of the decisions reached in
Paris for U.S. intervention in the foreign
exchange markets.

Meeting Held on
March 31, 1987

1. Domestic Policy Directive

The information reviewed at this meet-
ing suggested that economic activity has
risen at a faster pace so far this year than
in the fourth quarter of 1986, while the
rate of price increase has accelerated
slightly. The expansion in output appar-
ently has reflected a rebuilding of inven-
tories and some improvement in the ex-
ternal sector. Important components of
domestic final demands seem to have
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eased off in the early months of 1987
after a surge late in 1986. The pickup in
inflation primarily has reflected a re-
bound in crude oil prices; wage pres-
sures have remained subdued.

Data on employment and production
suggested a sizable advance in output in
early 1987. Total nonfarm payroll em-
ployment rose more than 300,000 per
month over the first two months of the
year, appreciably faster than in 1986;
large gains were reported in construc-
tion, trade, and services. In addition, the
average workweek has lengthened, and
total hours worked by production and
nonsupervisory personnel have risen
sharply from the fourth quarter. The
civilian unemployment rate was 6.7
percent in February for the third con-
secutive month as increases in the labor
force matched the strong expansion in
employment.

The index of industrial production
rose 0.5 percent in February to a level
about 1 percent above its fourth-quarter
1986 average. Increased production of
motor vehicles accounted for most of the
gain, but output of defense and space
equipment, construction supplies, and
nondurable materials also posted further
appreciable increases. Reflecting the re-
cent strengthening in the industrial sec-
tor, the capacity utilization rate in-
creased 0.2 percentage point in February
to 79.8 percent.

On the demand side, both consump-
tion and business fixed investment have
been relatively weak. Purchases of auto-
mobiles, after a sharp drop in January,
have recovered somewhat over the past
two months, but are still well below the
fourth-quarter pace. Automakers have
trimmed assembly schedules and have
renewed sales incentive programs, but
dealer inventories have been building
up. Consumer spending on goods other
than autos has advanced at a moderate
rate. Business investment spending ap-

pears to have weakened in recent
months. Shipments of nondefense capi-
tal goods fell on balance over the first
two months of the year after the tax-re-
lated surge in equipment outlays late last
year. New orders also have moved lower
and outlays for nonresidential construc-
tion fell further in January, maintaining
the downtrend that began early last year.

The large fluctuations in final sales
that occurred around the turn of the year
have been mirrored in changes in inven-
tories. Stocks rose sharply in January,
after being drawn down late last year.
Notable swings in inventories occurred
for autos and machinery, where tax in-
centives may have had a greater effect
on the timing of purchases than on pro-
duction. In addition, some stockbuilding
was evident in manufacturing industries
in which production has been relatively
strong.

Activity in the housing sector re-
mained vigorous in January and Febru-
ary, with starts averaging more than 1.8
million units at an annual rate in both
months. The strength in starts appeared
to reflect unusually good weather in the
Midwest. Single-family starts have been
particularly robust. Multifamily starts,
by contrast, have remained weak be-
cause of high vacancy rates and a less
favorable tax environment for construc-
tion of rental units.

Inflation picked up early this year,
largely reflecting the pass-through of
higher crude oil prices into prices of
final energy products. The CPI rose 0.4
percent in February, after a 0.7 percent
increase a month earlier. Prices of gaso-
line and fuel oil posted further sizable
increases last month. Consumer food
prices in February continued to rise at
the pace that has prevailed since last
September. Excluding food and energy,
increases in consumer prices slowed a
bit in February. Spot prices for industrial
materials have essentially leveled off in
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recent weeks after rising late last year.
Wage increases have remained moderate
so far this year.

Economic activity in major foreign
industrial countries remained generally
weak in the fourth quarter of 1986 and
early 1987, except in the United King-
dom. Debt-servicing problems beset
several important developing countries
but progress was made in the negotia-
tions of a number of such countries with
commercial banks.

The trade-weighted value of the dol-
lar against other G-10 currencies
changed little in the period following the
February 10-11 meeting of the Commit-
tee until mid-March. The stability ap-
parently was fostered to a considerable
extent by the announcement that the
major industrial countries at a meeting in
Paris on February 22 had agreed to sup-
port the prevailing structure of exchange
rates. Since mid-March, however, the
dollar has come under strong downward
pressure, particularly against the Japa-
nese yen, apparently triggered in part by
intensified trade frictions between the
United States and Japan. An improved
fiscal picture for the United Kingdom
contributed to a sharp rise in sterling. As
a result, the Bank of England cut its
lending rates around mid-March; several
other European countries also lowered
official lending rates as their currencies
strengthened against the German mark.

At its meeting in February, the Com-
mittee adopted a directive that called for
maintaining the existing degree of pres-
sure on reserve positions. M2 and M3
were expected to grow at annual rates of
about 6 to 7 percent from January
through March, while growth in M1 was
expected to slow substantially from the
high rates of previous months. The
members decided that somewhat greater
reserve restraint would, or slightly lesser
reserve restraint might, be acceptable
depending on the behavior of the aggre-

gates, taking into account developments
in the economy and in foreign exchange
and domestic credit markets. The inter-
meeting range for federal funds was left
unchanged at 4 to § percent.

Growth of the monetary aggregates
slowed sharply in February and March,
and over the two months expansion in
M2 and M3 was somewhat below the
Committee’s expectations. In March,
these aggregates appeared to be around
the lower bounds of the 5% to 8Y: per-
cent ranges established by the Commit-
tee for the year. Some of the slower
growth in the aggregates so far this year
appears to be related to a reversal of the
bulge in deposits and bank lending asso-
ciated with the surge in transactions be-
fore year-end, but a more general mod-
eration in the expansion of money
balances also might be associated with
completion of portfolio adjustments to
earlier declines in interest rates. Total
and nonborrowed reserves fell slightly
over the past two months, as required
reserves leveled off after the year-end
bulge in transaction deposits, and excess
reserves edged lower in line with their
usual seasonal pattern. In the three com-
plete reserve maintenance periods after
the February FOMC meeting, adjust-
ment plus seasonal borrowing averaged
about $280 million. At the same time,
the federal funds rate edged off from 6Y4
percent to around 6 percent or a bit
higher.

Other interest rates changed little over
most of the intermeeting period before
firming somewhat recently. Over the
past few days concern about the dollar
contributed to some pressure on rates,
particularly in long-term markets in
which Treasury bond yields have risen
about 20 basis points. On balance, pri-
vate short-term rates rose about 15 basis
points over the intermeeting period,
while Treasury bill rates were about un-
changed to 20 basis points lower; the
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differential probably reflected height-
ened concerns about credit quality relat-
ing to debt-servicing problems of devel-
oping countries and a paydown of bills
by the Treasury. Equity prices rose
markedly over the period.

As at other recent meetings the staff
projections suggested that real GNP
would grow at a moderate rate through
the end of 1987. The rise in net exports
remained critical to sustaining growth.
In response to the increased competitive-
ness of U.S. goods, growth in exports
was expected to continue to boost de-
mands on domestic production and
growth of imports was anticipated to
slow. Gross domestic purchases were
expected to be sluggish, reflecting in
part the effects of a less expansive fiscal
policy and the influence of rising import
prices on real income growth and con-
sumption. Business equipment spending
was projected to resume a moderate up-
trend; however, construction of single-
family homes was expected to edge
down from the current pace, and activity
in office building and multifamily hous-
ing could weaken substantially in re-
sponse to overbuilding of such structures
in many areas and the effects of the new
tax law. Inflation was likely to pick up
reflecting the effects of the recent re-
bound of crude oil prices as well as the
projected acceleration of import prices.
However, remaining margins of slack
in product and labor markets were
expected to limit overall inflationary
pressures.

In their discussion of the economic
situation and outlook, Committee
members generally agreed that recent
developments on the whole were consis-
tent with continuing expansion at a mod-
erate pace. Comments on business con-
ditions in several parts of the country
tended to support a somewhat brighter
picture than had been reported at earlier
meetings. Business confidence appeared

to have improved in many areas, buoyed
by greater success in meeting foreign
competition. Overall, economic activity
seemed to have picked up in early 1987,
though the improvement was due impor-
tantly to a buildup of inventories. Do-
mestic final demands were expected to
grow at a relatively slow pace over the
year, with business spending for equip-
ment and nonresidential construction
likely to be retarding influences. Con-
sumer spending on automobiles was
mentioned as another potentially weak
area of the economy, and problems per-
sisted in agriculture and energy. The
members concluded as at previous meet-
ings that the prospects for sustaining a
moderate rate of expansion would de-
pend to an important extent on the
achievement of significant gains in net
exports.

The members saw encouraging signs
that the trade deficit was narrowing in
real terms if not yet in current dollar
terms. Business contacts in several parts
of the country reported that the dollar’s
depreciation was fostering growing de-
mand for their products in export mar-
kets, although that experience was not
shared by businesses in all areas. On the
import side, many domestic producers
indicated an increased ability to compete
with foreign goods. Nonetheless, the
outlook for foreign trade remained sub-
ject to a great deal of uncertainty. Gen-
erally weak economic growth abroad
was cited as a negative factor. Members
acknowledged that the dollar’s deprecia-
tion might help U.S. producers, but sub-
stantial further weakness in the dollar
carried considerable risks. A large addi-
tional decline would tend to damp de-
mands and economic growth abroad,
especially in the absence of stimulative
policy actions in other major industrial
countries. It could lead to substantially
greater inflationary pressures in the
United States, with adverse impacts on
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credit markets. While a few members
were of the view that the dollar sooner or
later might need to decline somewhat
further to correct the nation’s trade im-
balance—and such a decline should be
accepted if it occurred—most expressed
concern about the implications of con-
tinuing dollar depreciation under pre-
vailing circumstances.

Members already were anticipating
that the earlier depreciation of the dollar
along with the rebound in energy prices
would be reflected in a somewhat higher
rate of inflation this year. Tending to
support that view were indications in
some parts of the country that prices of a
number of products and services were
rising somewhat more rapidly than ear-
lier. Nevertheless, the still ample avail-
ability of production resources in most
industries and continuing competition
from abroad were viewed as likely to
limit price increases, assuming the ab-
sence of a substantial further drop in the
dollar. It also was noted that recent labor
contract settlements were generally fa-
vorable in terms of their impact on busi-
ness costs.

At its meeting in February the Com-
mittee had agreed on policy objectives
that called for monetary growth ranges
for the period from the fourth quarter of
1986 to the fourth quarter of 1987 of 5%2
to 8%z percent for both M2 and M3. The
associated range for growth in total do-
mestic nonfinancial debt was set at 8 to
11 percent. The Committee anticipated
that growth in M1 would slow in 1987
from its very rapid pace in 1986 but the
members decided not to establish a nu-
merical target for the year; instead, the
appropriateness of M1 changes would be
evaluated during the year in the light of
the behavior of M1 velocity, develop-
ments in the economy and financial mar-
kets, and the nature of emerging price
pressures.

In their discussion at this meeting,

Committee members agreed that domes-
tic business and financial conditions and
growth of the monetary aggregates did
not call for any change in the current
degree of pressure on reserve positions,
at least at the start of the intermeeting
period. With regard to the weeks ahead,
a number of members noted that, while
other developments in the economy and
financial markets would need to be taken
into account, continuing weakness in the
dollar would suggest the possibility that
some limited adjustment in policy im-
plementation in a firming direction
would be appropriate.

In the course of the Committee’s dis-
cussion, a good deal of attention was
devoted to the implications for policy of
the currently strong downward pressure
on the dollar in foreign exchange mar-
kets. Members agreed that the conduct
of open market operations needed to be
especially sensitive to any tendency for
the dollar to weaken significantly fur-
ther. Some commented that, within the
framework of basically unchanged con-
ditions of reserve availability, open
market operations should be conducted
with special caution to minimize unin-
tended market impacts at times when the
dollar was under particular downward
pressure. Several also indicated that if
pressures increased enough so that inter-
vention in the foreign exchange markets
was not effective in stabilizing the dol-
lar, policy implementation might need to
be adjusted to reduce reserve availability
somewhat during the intermeeting pe-
riod. In appraising the need for some
firming, the Committee would be mind-
ful of the adverse effects that a further
slide in the dollar could have on domes-
tic interest rates, on inflation expecta-
tions, and on the economy more gener-
ally over the longer run. The members
also recognized that the problem was
multilateral in nature and that the effec-
tiveness of any policy steps in the United
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States would be greatly enhanced by
complementary actions abroad.

There was some divergence of views
regarding the circumstances under
which any tendency for the dollar to fall
appreciably further should be resisted
through a reduced availability of re-
serves. Some members emphasized the
desirability of relatively prompt, if lim-
ited, action to enhance the prospects for
more stable exchange rates and also to
reduce the need for stronger measures in
the future. If successful, that approach
would minimize the rise in domestic in-
flation and interest rates over time and
perhaps facilitate a reversal of interest
rates. One member noted that the suc-
cess of such an approach in stabilizing
the dollar might be realized more
promptly and certainly if the markets
were alerted to any firming action the
Federal Reserve might undertake. Some
other members preferred to move with
relative caution, if at all, in countering
any further weakening in the dollar.
These members acknowledged that fail-
ure to arrest a considerable further de-
cline in the dollar might result in sub-
stantial upward pressures on longer-term
domestic interest rates, especially given
current market anxieties. At the same
time, they stressed the uncertainties sur-
rounding the relationship between U.S.
interest rates and the behavior of the
dollar and also the negative impact that a
firmer policy could have on a possibly
fragile economic expansion, not only in
the United States but around the world.

With regard to the monetary aggre-
gates, the members generally viewed the
recent slowdown in monetary growth as
a welcome development in light of the
previously rapid expansion over an ex-
tended period. In their assessment of the
outlook for the months immediately
ahead, the members took account of an
analysis which suggested some accelera-
tion in the growth of M2 and M3 to rates

approximating the expansion in nominal
income if interest rates remained around
current levels. Most of the members felt
that more restrained monetary growth
would be acceptable, especially if it oc-
curred against the background of further
downward pressures on the dollar.
While continued slow money growth
that held the broad aggregates below the
lower ends of their long-run ranges
could be a basis for concern, some
shortfall in the growth of M2 and M3
would not seem to call for a more gener-
ous provision of reserves in the period
immediately ahead, given the earlier
monetary expansion, continuing moder-
ate growth of the economy, and weak-
ness of the dollar in foreign exchange
markets. On the other hand, the
members would not welcome a resump-
tion of relatively rapid growth under
current conditions. Some members sug-
gested that the Committee specify rates
of acceptable growth of around 6 percent
for M2 and M3 from March to June.
Other members, reflecting the Commit-
tee’s discussion that some shortfall in
monetary growth would be of less con-
cern than an overshoot under current
circumstances, suggested various ranges
of growth for the broader aggregates,
with the ranges extending further below
than above 6 percent. All the members
were able to accept a specification of 6
percent or less on the understanding that
the Committee would need to reconsider
its stance should monetary growth be
extremely weak, especially in the con-
text of a more sluggish economy than
was currently anticipated.

At the conclusion of the Committee’s
discussion, all of the members indicated
that they favored or could accept a di-
rective that called for no change in the
degree of pressure on reserve positions
in the immediate future. There was a
consensus in favor of allowing for possi-
ble limited adjustments during the inter-
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meeting period toward some firming of
reserve conditions, with excessive
weakness in the dollar recognized as the
potential development most likely to
make such an adjustment appropriate. In
particular, the members agreed that
somewhat greater reserve restraint might
be acceptable depending on the perfor-
mance of the dollar in foreign exchange
markets, but also taking into account the
behavior of the monetary aggregates, the
strength of the business expansion,
progress against inflation, and condi-
tions in credit markets. This approach to
policy implementation was expected to
be consistent with growth in M2 and M3
at annual rates of around 6 percent or
less over the three-month period from
March to June. Over the same period
growth in M1 was expected to remain
substantially below its pace in 1986. Be-
cause the behavior of M1 remained sub-
ject to unusual uncertainty, the Commit-
tee decided to continue its practice of not
specifying a numerical expectation for
its growth. The members agreed that the
intermeeting range for the federal funds
rate, which provides a mechanism for
initiating consultation of the Committee
when its boundaries are persistently ex-
ceeded, should be left unchanged at 4 to
8 percent.

At the conclusion of the meeting, the
following domestic policy directive was
issued to the Federal Reserve Bank of
New York:

The information reviewed at this meeting
suggests on balance that economic activity
has been expanding at a faster pace than in
the fourth quarter, with output apparently
strengthened by a rebuilding of business in-
ventories and some improvement in foreign
trade. Total nonfarm payroll employment
rose strongly again in February. The civilian
unemployment rate remained at 6.7 percent
for the third consecutive month. Industrial
production also increased appreciably further
in February. Total retail sales have continued
to fluctuate substantially from month to

of automobile sales, but on balance overall
consumer spending has been relatively flat
over the past several months. Housing starts
strengthened further in February after rising
in December and January to their highest
level since late spring. Business capital
spending appears to have weakened in early
1987. Consumer and producer prices rose
more rapidly in early 1987, primarily reflect-
ing sizable increases in energy prices. Labor
cost increases have remained relatively mod-
erate in recent months.

Growth of M2 and M3 has slowed sub-
stantially from the pace in December and
January, and for 1987 to date expansion of
these two aggregates appears to have been
around the lower ends of their respective
ranges established by the Committee for the
year. Growth of M1, after moderating in
January from an exceptionally rapid pace in
late 1986, also has slowed markedly further.
Expansion in total domestic nonfinancial
debt appears to have moderated appreciably
since year-end. Interest rates generally have
fluctuated in a relatively narrow range since
the February 10-11 meeting of the Commit-
tee, although they have firmed somewhat
recently. At a meeting in the latter part of
February, the Finance Ministers and Central
Bank Governors of major industrial countries
agreed to cooperate closely to foster stability
of exchange rates around then-current levels.
However, after mid-March, the trade-
weighted value of the dollar against the other
G-10 currencies declined further on balance,
including a sizable decline against the yen.

The Federal Open Market Committee
seeks monetary and financial conditions that
will foster reasonable price stability over
time, promote growth in output on a sustain-
able basis, and contribute to an improved
pattern of international transactions. In fur-
therance of these objectives the Committee at
its February meeting established growth
ranges of 5%2 to 82 percent for both M2 and
M3, measured from the fourth quarter of
1986 to the fourth quarter of 1987. The asso-
ciated range for growth in total domestic
nonfinancial debt was set at 8 to 11 percent
for 1987.

With respect to M1, the Committee recog-
nized that, based on experience, the behavior
of that aggregate must be judged in the light
of other evidence relating to economic activ-
ity and prices; fluctuations in M1 have be-
come much more sensitive in recent years to
changes in interest rates, among other fac-
tors. During 1987, the Committee anticipates
that growth in M1 should slow. However, in
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the light of its sensitivity to a variety of
influences, the Committee decided at the
February meeting not to establish a precise
target for its growth over the year as a whole.
Instead, the appropriateness of changes in
M1 during the course of the year will be
evaluated in the light of the behavior of its
velocity, developments in the economy and
financial markets, and the nature of emerging
price pressures.

In that connection, the Committee be-
lieves that, particularly in the light of the
extraordinary expansion of this aggregate in
recent years, much slower monetary growth
would be appropriate in the context of con-
tinuing economic expansion accompanied by
signs of intensifying price pressures, perhaps
related to significant weakness of the dollar
in exchange markets, and relatively strong
growth in the broad monetary aggregates.
Conversely, continuing sizable increases in
M1 could be accommodated in circum-
stances characterized by sluggish business
activity, maintenance of progress toward un-
derlying price stability, and progress toward
international equilibrium. As this implies,
the Committee in reaching operational deci-
sions during the year, might target appro-
priate growth in M1 from time to time in the
light of circumstances then prevailing, in-
cluding the rate of growth of the broader
aggregates.

In the implementation of policy for the
immediate future, the Committee seeks to
maintain the existing degree of pressure on
reserve positions. Somewhat greater reserve
restraint might be acceptable depending on
developments in foreign exchange markets,
taking into account the behavior of the ag-
gregates, the strength of the business expan-
sion, progress against inflation, and condi-
tions in credit markets. This approach is
expected to be consistent with growth in M2
and M3 over the period from March through
June at annual rates of around 6 percent or
less. Growth in M1 is expected to remain
substantially below its pace in 1986. The
Chairman may call for Committee consulta-
tion if it appears to the Manager for Domestic
Operations that reserve conditions during the
period before the next meeting are likely to
be associated with a federal funds rate persis-
tently outside a range of 4 to 8 percent.

Votes for this action: Messrs. Volcker,
Corrigan, Angell, Boehne, Boykin,
Heller, Johnson, Keehn, Ms. Seger, and

Mr. Stern. Votes against this action:
None.

2. Authorization for Domestic
Open Market Operations

Effective April 22, 1987, the Committee
approved a temporary increase of $3 bil-
lion, to $9 billion, in the limit between
Committee meetings on changes in
System Account holdings of U.S. gov-
emment and federal agency securities
specified in paragraph 1(a) of the Au-
thorization for Domestic Open Market
Operations. Subsequently, effective
May 6, 1987, the Committee approved a
further increase of $2 billion, to $11
billion, in the intermeeting limit. These
increases were effective for the re-
mainder of the intermeeting period end-
ing with the close of business on May
19, 1987.

Votes for the April 22 action: Messrs.
Volcker, Corrigan, Angell, Boehne,
Boykin, Heller, Johnson, Keehn, Ms.
Seger, and Mr. Stern. Votes against this
action: None.

Votes for the May 6 action: Messrs.
Volcker, Corrigan, Angell, Boehne,
Boykin, Heller, Johnson, Keehn, and
Ms. Seger. Votes against this action:
None. Absent and not voting: Mr. Stern.

The increases were approved on the
recommendation of the Manager for Do-
mestic Operations. The Manager had
advised on April 22 that outright pur-
chases of securities in the intermeeting
interval through April 21 had reduced
the leeway under the usual $6 billion
limit to about $1% billion. On May 6,
the Manager advised that the leeway had
been reduced under the April 22 ceiling
to a little over $100 million. Additional
purchases of securities in excess of these
leeways were necessary chiefly because
of unusually steep increases in Treasury
balances at the Federal Reserve Banks.
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Meeting Held on
May 19, 1987

Domestic Policy Directive

The information reviewed at this meet-
ing suggested that economic activity has
been expanding at a moderate pace, de-
spite some weakness in the industrial
sector. However, the rate of inflation has
risen in recent months, reflecting espe-
cially the impact of higher prices for
energy and non-oil imports.

Labor demands grew at a brisk pace in
April. The household survey indicated a
sharp increase in employment and an
unusually large decline in unemploy-
ment. As a result, the unemployment
rate fell to 6.3 percent, 0.4 percentage
point below its first-quarter average.
Payroll employment rose considerably
in April with gains concentrated again in
trade and services. Manufacturing em-
ployment has changed little on balance
so far this year, and the factory work-
week dropped sharply in April, partly
because of the observance of religious
holidays during the survey week.

The industrial production index de-
clined 0.4 percent in April following a
smaller drop in March. Most of the de-
cline in output in April was associated
with cutbacks in motor vehicles, al-
though small but widespread reductions
were evident in other areas. Cutbacks in
auto production and a pickup in sales
slowed the growth in dealer stocks, but
the level of stocks remained high. Out-
side of autos, trade inventories did not
appear excessive, while inventory—sales
ratios in manufacturing were near record
lows.

As a result of the higher auto sales,
real consumer spending appeared to be
strong. Excluding autos and noncon-
sumer items, retail sales rose moderately
in April. Housing starts were down
somewhat from their first-quarter aver-

age. Total starts were at an annual rate of
1.7 million units in April. Single-family
starts rose during the month, but multi-
family starts fell sharply as high vacancy
rates and the elimination of some tax
advantages for investment in income
properties continued to depress apart-
ment construction.

Business fixed investment has shown
signs of improvement from the de-
pressed level early in the year. Ship-
ments of nondefense capital goods rose
and orders inched up in February and
March. Outlays for construction of com-
mercial and industrial structures have
continued trending down in recent
months. New commitments, however,
have firmed recently.

Inflation rates have been higher so far
this year. The CPI rose at a 6.2 percent
annual rate between December and
March, compared with a rate of 2.5 per-
cent in the fourth quarter. Much of the
first-quarter acceleration was caused by
the rebound in energy prices, which now
appear to have adjusted to the bulk of the
year-end runup in the price of imported
crude. Larger price increases also were
posted for a number of consumer goods,
probably reflecting the influence of
higher import prices. At the producer
level, too, large price increases were
posted in a few industries that had been
subject to strong import competition,
such as chemicals and paper. Commod-
ity prices began moving higher in the
latter part of 1986 and have risen notice-
ably since the Committee’s meeting on
March 31. However, wage growth has
continued at relatively moderate rates,
with the index for average hourly earn-
ings rising at about the same pace as in
1986.

In foreign exchange markets, the dol-
lar was under heavy downward pressure
over much of the intermeeting period,
and intervention purchases were sub-
stantial. In the latter part of the period,
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the dollar was bolstered by slightly
firmer monetary conditions in the United
States and by easier conditions in Japan,
Germany, and the United Kingdom. On
balance, the dollar dropped 1 percent,
with declines of about 4 percent against
the yen and 32 percent against sterling,
the two strongest major currencies over
this interval. Economic activity in most
major foreign industrial nations contin-
ued to be relatively sluggish in the first
quarter, except in the United Kingdom
and Italy. In March, the merchandise
trade deficit was close to the average for
January and February and about the
same as the fourth-quarter rate.

At its meeting in March, the Commit-
tee adopted a directive that called ini-
tially for maintaining the existing degree
of pressure on reserve positions. The
members decided that somewhat greater
reserve restraint might be acceptable de-
pending on developments in foreign ex-
change markets, taking into account the
behavior of the monetary aggregates, the
strength of the business expansion,
progress against inflation, and condi-
tions in domestic credit markets. M2 and
M3 were expected to grow at annual
rates of about 6 percent or less from
March through June, while growth in
M1 was expected to slow substantially
from the pace in 1986. The intermeeting
range for federal funds was left un-
changed at 4 to 8 percent.

In light of downward pressures on the
dollar, the provision of reserves was
cautious at times during the intermeeting
period, and open market operations were
adjusted in a slightly less accommoda-
tive direction in late April. At the same
time, uncertainty associated with trans-
actions related to a huge volume of tax
payments in mid-April complicated the
management of reserves during the in-
termeeting period. Demands for re-
serves strengthened substantially, re-
flecting increases in required reserves

associated with a steep rise in transac-
tions balances near midmonth. In the
second half of the month, as these pay-
ments cleared, Treasury balances at Fed-
eral Reserve Banks rose sharply and ab-
sorbed reserves, at times more rapidly
than had been estimated. This decline in
reserves was largely offset by a sizable
volume of outright purchases of U.S.
government securities, whic