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The FOMC in 1987: The Effects of
a Falling Dollar and the Stock

Market Collapse

MONG the economic events that influenced
the Federal Open Market Committee’s (hereafter
“Comumitiee”) determination of domestic mone-
tary policy during 1987, the falling value of the
dollar on foreign exchange markets and the col-
lapse of stock prices on October 19 stand out”
During the year's first 10 months, the Committee
looked on the declining dollar with guarded opti-
mism. On one hand, the decline could be ex-
pected to lead to a reduction in the nation's bur-
geoning trade deficit, a reduction that many
viewed as crucial in prolonging the economic
expansion.’ On the other hand, the dollar’s depre-
ciation would raise the price paid by US. residents
for imported goods and could adversely impact
the prices of competing goods produced domesti-
cally. That, together with a rebound in oil prices
early in the year, could be detrimental to the suc-
cess of the Committee's anti-inflationary policies.

While exchange rate developments played an
important role in monetary policymaking during
the first 10 months of 1987, the stock market crash
of October 19 and the attendant uncertainty in
domestic financial markets caused the Committee
1o focus its energies on the domestic economy’s
immediate liquidity needs. Indeed, the tremen-
dous decrease in wealth following the market
plunge raised the possibility that business and
consumer spending would slow dramatically and
lead to much weaker growth in economic activity.

This article examines the monetary policy deci-
sions made by the Federal Open Market Commit-
tee in 1987, Because such decisions hinge on the
poticymakers’ views with regard to the outlook for
economic activity and prices, special emphasis
will be placed on the changing economic environ-
ment in which the decisions were made.

NOTE: Citations referred to as “Record” are to the “Record of
Policy Actions of the Federal Reserve Open Market Committee™
found in various issues of the Federal Reserve Bulletin. Citations
referred to as “Report” are to the “Monetary Policy Report to the
Congress,” also found in various issues of the Bufletin. Dates
reported in parentheses refer to the Bullstin.

'For a description of the Committee’s membership during 1887,
see pagesSand 7.

2A common reference foung in the Record is “improvement in
the external sector was projected [by the staff] to provide
substantial impetus for real growth as changes in the foreign
exchange value of the dollar boosted U.S. exports and damped
import growth.” Record (January 1988), p. 42. Similarly, “the
rise in net exports remained critical to sustaining growth [in real
GNPL.” Record (July 1987), p. 592.




LONG-RUN POLICY OBJECTIVES

The Full Employvment and Balanced Growth Act
of 1978 (also known as the Humphrev-Hawkins
Act) requires the Comimitiee to report to Congress
semiannually on the annual growth rate targets
for the monetary and credit aggregates. The act
also refers to broad obiectives to be considered
when forming policy, such as low unemployment,
stable prices and output growth.

The Committee establishes the growth rate tar-
gets for the current year at its February meeting.
In July, it reviews the progress in meeting growth
rate objectives for the first half of the year and sets
tentative growth rate targets for the following year.
Annual targets are stated in terms of fourth quar-
ter to fourth quarter growth rates?

Annual Targels for M2 and M3

The Commitiee established 1987 growth ranges
of 3.5 percent to 8.5 percent for both M2 and M3 at
its February meeting, reaffirming the tentative
ranges set at the July 1986 mid-vear review (see
table 1. It was decided that no range would be set
for M1 isee shaded insert on opposite page). The

1987 target ranges reflect a one-half percentage-
point reduction in the 1986 targets established at
the February 1986 meeting and reaffirmed at the
July meeting. Members argued that reducing the
growth targets would be needed "if the economy

"is to achieve non-inflationary growth and external

equilibrivm.” The dramatic movements in interest
rates in recent years were not anticipated for 1987.
With more stable market rates, Committee mem-
bers did not foresee any marked changes in the
velocity of M2 or M3 during the year. Members
therefore expected that growth rates for these two
measures around the midpoints of their ranges
would continue the progress toward the goal of
non-inflationarv growth.

By the time of the Committee’s mid-year review,
the growth rates of M2 and M3 were at or below
the lower boundary of their ranges. M2 had in-
creased at onlv a 4.4 percent rate during the first
half of the year, while M3 had grown at a 5.5 per-
cent rate. In the absence of further increases in
market interest rates, both aggregates might in-
crease at a faster pace during the remainder of the
year. Moreover, several other factors mitigated any
immediate response to restore the aggregates

3The use of fourth-quarter-to-fourth-quarler targets ostensibly
reduces the problem of base drift, which ocours when the
target range is established at each meeting, thus allowing the
base to "drift” through the year. Use of fourth-quarter-to-fourth-
quaner targets eliminates intra-year base drift but does not do
away with inter-year drift.

‘Report {April 1987), p. 241,




within their specified ranges. First, with business
aclivity showing a moderate rate of growth and
the velocity of these aggregates increasing —
largely due to rising interest rates - some memni-
bers felt that the shortfall in the M2 aggregate’s
growth was acceptable. Second, an analysis by the

Federal Reserve Board's economic staff suggested
that “special factors” stemming from recent tax
legislation may have depressed M2 growth. The
Board’s staff argued that, in addition to these spe-
cial factors, M3 growtih did not meet expectations
because of "some unusual patterns in funding







asset expansion at deposifory institutions.” Third,
and perhaps most important, it appeared that
deposit interest rates failed to adjust as rapidly as
rising market rates. Once these deposit rates be-
gan to catch up to market rates, the growth of M2
and M3 could be expected to strengthen over the
remainder of the year.

Under these circumstances, the Committee
voted to retain the 1987 growth ranges for M2 and
M3 (table 1). In discussing the events thus far and
the expectations for the remainder of the year, the
Committee viewed growth of the aggregates
around the lower boundary of the ranges as ac-
ceptable. It also established tentative ranges for
1988 at this meeting. As shown in table 1, the
members voted (with one dissent) to lower tenta-
tively the M2 and M3 ranges by one-half percenlt-
age point for 1988. Although there was some dis-
cussion of lowering the range for M2 by a full

percentage point and widening the band, the ma-
jority agreed on the tentative ranges reported in
table 1.

Actual Growth of M2 and M3

Table 2 reports the Committee’s target ranges
and actual growth rates for M2 and M3 in 1987,
The data indicate that M2 grew at only a 4.1 per-
cent rate in 1987, below the Committee's lower
bound. The growth rate of M3, 5.4 percent, was
right at the lower bound.

The annual rates reported in table 2 mask the
intra-year growth patterns. For example, quarterly
data reveal a pattern of sharply slowing M2 growth
during 1171987 and a steady increase throughout
the remainder of year. The actual quarterly growth
rates for M2, from first quarter through fourth
quarter are: 6.6 percent, 2.3 percent, 3.1 percent
and 4.4 percent. The pattern of M3 growth is rela-
tively more stable. Increasing at a 6.6 percent rate
in /1987, M3 growth slowed 1o a 4.3 percent rate
in i1/1987. For the second half of the year, M3 in-
creased at 4.9 percent and 5.8 percent rates during
111/1987 and IV/1987.

SHORT-HUN POLICY OBJECTIVES

The Committee held eight regularly scheduled
meetings during 1987 to review economic condi-
tions and determine changes in the immplementa-
tion of short-run policy actions. At each meeting, a
policy directive was issued by the Committee to
guide the day-to-day implementation of monetary

sRecord {October 1987}, p. 793.




policy during the intermeeting period. The Man-
ager for Domestic Operations of the System Open
Market Account is responsible for carrying out the
directive's orders.

The directives during 1987, as in 1986, were
stated in terms of the “degree of pressure on re-
serve positions.” The Commitiee also indicated
the growth rates of the monetary aggregates that it
believed consistent with the desired reserve pres-
sure. The following is a chronological discussion
of the Committee’s decisions and the factors that
influenced them.

February 10-11 Meeling

The economic data reviewed at this meeting
and the analysis presented by the staff suggested
that real economic activity would continue to
grow moderately. During the fourth quarter of
1986, industrial production had increased at a 3.25
percent annual rate. Several Committee members
commented that the favorable vear-end statistics
“undoubtedly reflected tax-related spending that
had been moved up from 1987 into late 1986.° The
Committee cautiously viewed the January increase

fRecord (June 1887), p. 446.
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it total nonfarm payroll employment of almost
300,000 workers as evidence of a stronger
economy.

Comimittee members questioned the sustainabil-
ity and breadth of the current expansion, however.
One source of concern came from the so-called
twin deficits: the domestic federal budget deficit
and the balance of trade deficit. The persistence of
these deficits led members to acknowledge "that
there were appreciable risks that economic activity
and prices might deviate significantly from current
expectations.’”

More so than in recent years, developments in
international markets playved an important role in
shaping menetary policy. The extent of the impor-
tance stemmed from two opposing effects. One
was the impact of a decline in the doliar’s toreign
exchange vahue on the demand for real net exports
of goods and services. As noted at the February
meeting, “a key element shaping the forecast [for
real GNP} continued to be the prospects for an
improvement in real net exports of goods and
services.”* The other factor was the etfect of a de-
clining dollar on domestic inflation. Committee
members expressed the concern that a continuing
fall in the dollar, along with recent increases in
crude oil prices, ". . . would have a relatively large
effect on consumner prices. The latter, because of
their high visihility, could exacerbate inflationary
expeclations” and translate into increasing nomi-
nal interest rates”

The Committee thus faced the problem of set-
ting policy amid uncertainty about the dollar's
behavior and its effect on the economy. H is clear
from the Record that the inflationary effect of a
lower dollar was of considerable concern. In keep-
ing with its traditional role, the Committee sought
to ward off potential inflation: "One indicator of
the possibility of potential pressures on prices
might be a further tendency for the dollar to
weaken.”"

In its directive, the Committee called for main-
taining the existing degree of reserve pressure as
shown in table 3. it believed that this action was
consistent with growth rates of 6 percent to 7 per-
cent for M2 and M3 for the Januarv-to-March pe-
riod. By establishing these ranges, the Committee
hoped to slow the growth of the monetary aggre-
gates, which in late 1986 had been growing at rates
near the upper end of their target ranges."

March 31 Meeting

Information reviewed at this meeting suggested
that real economic activity was growing at a laster
pace in /1987 than in 1V/1986.% Consumer prices
had risen in January and Februarv at annual rates
of 8.3 percent and 5.2 percent, respectively, both
considerably iarger than the previous year’s price
increase of 1.3 percent (chart 2} Interest rates had
remained fairly stable during the early part of 1987
(chart 5}: the three-month Treasury bill rate fluc-
tuated around 3.6 percent, the federal funds rate,
after reaching its peak in late 1988, hovered
around 6 percent; and the 30-vear Treasury bond
rate showed a slight inerease during the first quar-
ter of the year.

An extended discussion ensued at this meeting
about the implications of a continuing strong
downward pressure on the dollar. Since the first of
the year, the dollar had tallen about 5 percent
against major foreign currencies.” Some members
commented that open market operations shouid
be conducted in such a way to "minimize unin-
tended market impacts af times when the dollar
was under particular downward pressure.”" Oth-
ers noted that, if intervention into the foreign ex-
change market was inelfective in halting the slide
of the dollar, monetary policy actions during the
intermeeting period “might need to be adjusted to
reduce reserve availabilily somewhat.”"”

‘The notion of reducing reserve availability Lo
help stabilize the dollar's foreign exchange value

"Ibid., p. 445,
slbid.

sIbid., p. 446.
lbid., p. 449.

“For example, M2 increased at about a 10 percent rate during
the second half of 1986. Though not an official target, M1 also
had shown rapid growth during this period, increasing at about
a 20 percent rate.

?Later data woutd indicate that reat GNP grew at a 4.4 percent
rate in ¥1987, compared with a 1.5 percent rate in IV/1986
{chart 1).

3The index used is the Federal Reserve Board's trade-weighted
measure, based on the currencies of 10 industrial couniries.
The countries included in the G-10 index are Belgium, Canada,
France, Germany, ialy, Japan, the Netherlands, Sweden,
Switzerland and the United Kingdom {chart 3).

“Hecord {July 19873, p. 584.
sthid.
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was viewed differently by different members. Some
members viewed this policy as limiting the future
increases in interest rates and inflation. For exam-
ple, . .. that approach would minimize the rise in
demestic inflation and interest rates over time ...
and "failure to arrest a considerable further de-
cline in the dollar might result in substantial up-
ward pressures on longer-term domestic interest
rates.”"

Given the economic environment and the con-
cern voiced by some members over “the uncer-
tainties surrounding the relationship between US.

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,”
the Committee voted to maintain the existing de-
gree of pressure on reserve positions.” This policy
was believed consistent with growth in the M2
and M3 aggregates during the March-to-June pe-
riod of around 6 percent or less.

May 19 Meefing

As shown in table 4, M2 and M3 increased at
rates far below the Committee’s expected ranges
in the Januarv-to-March period. Incoming data,

"1bid.

ibid.




however, indicated a surge in the monetary aggre-
gates during April: M1 increased at a 19 percent
rate and M2 and M3 increased at a 5.8 percent
rate. This faster money growth was not surprising
as individuals increased their transaction balances
to make tax payments. The outlook for real eco-
nomic activity continued to suggest expansion at a
moderate pace. Weakness in industrial produc-
tion, however, renewed concern that the expan-
sion was becoming sluggish, even though evi-
dence from the labor market continued to indicate
a brisk demand for labor.

The foreign exchange value of the dollar de-
clined throughout much of the intermeeting pe-
rind. On a trade-weighted basis, for example, the
dollar fell about 1 percent against the G~10 curren-
cies. Against the Japanese ven and the British
pound, however, the dollar lost roughly 4 percent
and 3.5 percent of its value, respectively (chart 3:.

The dollar's continuing decline was being
reflected in increased inflationary expectations
and, hence, rising interest rates (chart 5). While the
three-month Treasury bill rate remained relatively
stable, other rates showed marked increases dur-
ing the March-May intermeeting period. For in-
stance, the 30-day comimercial paper rate had
increased about 55 basis points, the five-year Trea-
sury securities rate had risen about 170 basis
points and the corporate Aaa bond rate had
jumped almost 90 basis points.

The discussion at this meeting turned to the
darker side of the dollar’s effects on the domestic
economy. While the evidence suggested a contin-
ued, moderate economic expansion, there were

signals thal inflationary expectations were wors-
ening, in part because of the dollar's continued
slide. It was noted that:

The prospective behavior of the dollar in foreign

exchange markels was a key unceriainty bearing

on the outlook for inflation and on that lor overall

business activity. {Flurther dollar depreciation, if it

oecurred, would add to further inflation pres-

sures.
This specter of higher future inflation caused most
members to increase their attention toward reduc-
ing inflationary expectations. As the Commiltee’s
discussion reveals, it became a matter of weighing
the relative risks of higher inflation or lower out-
put growth:

Most members saw a lesser and relatively limited

risk to the expansion under current economic

conditiens and one that needed to be accepted

given the pressures on the dollar and the potential
for inflation.”

The Committee’s directive called for an increase
in the degree of reserve pressure (table 3). The
directive stated that an increase in the degree of
reserve pressure would be acceptable depending
upoen indications of inflationary pressures and
developments in foreign exchange markets. As
always, such actions were conditional on the state
of the business expansion and the behavior of the
monetary aggregates. Although the call for firmer
reserve positions was actually a continuance of
recent policy actions, including the Committee's
recent response to tax-related conditions, the
policy's thrust was to give greater emphasis (o
counteracting a potential increase in future in-
flation. Moreover, the Committee made it clear
that an intermeeting adjustment of policy, if

'2Record {(September 1987), p. 713.

wibid., p. 714.
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needed, would occur primarily in the event of a
change in intlationary expectations -— exhibited
by rising interest rates — or a further decline in
the dollar.®

July 7 Meefing

At the time of its midyear review meeting, the
problems that plagued the Committee at the pre-
vious meeting had lessened. Economic data indi-
cated that the expansion had continued to move
forward with the most recent figure {(Mayi on in-
dustrial production again registering positive
growth {a 7.8 percent annual ratel. More impor-
tanily, both producer and consumer price in-
creases had slowed. For example, after increasing
at about a 5 percent rate during the first four
moths of the yvear, producer prices increased at
only a 2.5 percent rate in May. Similarly, consumer
prices rose al a 4 percent rate in May, down ap-
preciably from the 6 percent average rate of in-
crease during the previcus four months {chart 21,

The foreign exchange markets also provided
some welcome news: The foreign exchange value
of the dollar had strengthened since the May
meeting, gaining 3.75 percent against the G-10
currencies (chart 3). More importantly, the dollar
gained 7.75 percent against the Japanese yen and
3.75 percent against the deutsche mark. It thus
appeared that the fears expressed at the May
meeting had been alleviated.

One troublesome piece of news was the fact that
M2 growih would be well below the Committee's
March-June target. As shown in table 4, the Com-
mittee expected M2 to increase at a rate around 6
percent, but the actual figure turned out to be
only 2.2 percent. In contrast, M3 growth for the

period was 5.8 percent, basically the rate expected.

The growth of M1, though not targeted, increased
at a 3.9 percent rate during this period, up from
the 1.5 percent rate of growth for the January-
March period.

Under these more favorable economic condi-
tions, the Comrnittee adopted a directive that
maintained the existing degree of pressure on
reserve positions. As shown in table 3, this policy
stance was expected to be associated with M2

growth around 5 percent and M3 growth around
7.3 percent for the June-to-September period.

Indications of easing inflationary pressures, a
rising dollar and continuing growih in real eco-
nomic activity prompted the Committee to choose
a muore eclectic view of intermeeting policy adjust-
ments. At the May meeting, the Committee indi-
cated that possible intermeeting adjustments in
reserve pressure should depend especially on
indications of inflationary pressure and stability of
the dollar's foreign exchange value. The Commit-
tee stated at the July meeting, however, that any
intermeeting change in the degree of reserve pres-
sure would depend on “developments in the ag-
gregates and the strength of the business expan-
sion,” as well as on inflationary pressure.*

August 18 Meeting

The cautious optimism evident at the July meet-
ing resurfaced at the August meeting. Earlier con-
cern of inflation due to a falling dollar had given
way to the possible inflationary risks associated
with increased econormic activity. Indeed, the data
seemed to support such a re-orientation: price
increases continued to moderate from earlier
months {chart 2), interest rates had shown no
tendency to rise from current levels (chart 3), the
unemployment rate continued its descent, reach-
ing 6.0 percent in July, and the dollar's value in
foreign exchange markets was, on net, basically
unchanged during the intermeeting period (chart
3). Also, the preliminary data on real GNP showed
the economy 1o be growing at a 2.6 percent rate in
the second quarter {chart 1), With the weight of
recent data behind them, several members noted
that “the chances of any deviation from such ex-
pectations [about real growth] were on the side of
faster economic growth with attendant risks of
intensifying inflationary pressures.”™

The economic data from the previous few
months did not budge the Committee from its
anti-inflation stance; the data did alter the Com-
mittee's focus on potential sources of inflationary
pressures, however. The importance placed on
changes in the dollar's foreign exchange value that
might trigger an intermeeting policy adjustment

@Specifically, . . . the members generally agreed that both
inflationary developments and the doflar shouid receive special
emphasis. In particular, should inflation or inflationary expecta-
tions seem to be intensifying or the doilar come under renewed
downward pressure, the Committee would be ready to see
some prompt further firming of reserve conditions.” tbid.

“Record (October 1987}, p. 796.
*Record (November 1987), p. 864.
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was lower in this meeting than earlier. While the
Committee “remained sensitive” to developments
in the dollar, such developments "would need to
be interpreted with particular care” and
in this view a judgment would need to be made as
to whether any weakness in the dollar related
more to uncertainties about oil market develop-
ments than to fundamental concerns aboul under-
lying inflationary pressures on the economy.®

In light of this changing economic environment,
the Committee voled for a directive that called for
no change in reserve pressure. As table 3 shows,
maintaining the present course was expected to
produce M2 growth around 5 percent from June
to September. For the same period, M3 growth
also was expected to be around 5 percent, down
from the 7.5 percent rate expected at the July
meeting.

September 22 Meefing

Several pieces of economic news and actions by
the Committee during the intermeeting period
laid the foundation for the discussion at this meet-
ing. In terms of positive news, the economy ap-
peared to be expanding at a4 reasonable pace in
the third quarter, with the industrial sector post-
ing solid gains. Indeed, the actual growth rate of
real GNP would turn out to be more than 4 per-
cent {chart 1}, Price increases continued to ease
with consumer prices increasing at about a 4 per-
cent rate during the previous few months, down
from about a 6 percent rate earlier in the vear
{chart 2}.

On the negative side, the trade-weighted value
of the doHar resumed its decline, falling about 2.5
percent against the G-10 currencies immediately
following the August meeting (chart 3). Preliminary
data indicated that the reduction in the dollar's
exchange value did not appreciably alter the trade
deficit: although the July merchandise trade de-
ficit was essentially unchanged from its June level,
it was larger than its second-quarter average [chart
4}, Also, interest rates across the maturity spec-
trum were beginning to show signs of upward
movemernt following the last meeting (chart 3J.

In light of these developments, the decision was
made early in September to reduce marginally
reserve availability. 'This action was taken because
of "the potential for greater inflation, associated in
part with weakness in the dollar.”™ On September

4, the Federal Reserve Board also announced a 50
basis-point increase in the discount rate to 6 per-
cent.

Considerable uncertainty about the inflation
outlook pervaded the discussion in the September
22 meeting. While some members noted that in-
creased inflationary expectations had been evi-
denced in recent financial market developments,
the available data showed no appreciable upturn
in inflation. The uncertainty expressed by some
members stemmed from the faet that the economy
had reached a level of production and labor utili-
zation associated with upward pressure on wages
and prices. This belief, along with the recent fall of
the dollar and the increase in M2 growth, led to a
directive that called for maintaining the degree of
reserve pressure sought in recent weeks. More-
over, for the first time since the july §-9, 1986,
meeting, the intermeeting federal funds rate range
was changed, increasing from 4 percent to 8 per-
cent to 5 percent to 9 percent (table 3). This action
was viewed as a "technical adjustment,” taken to
center the intermeeting range more nearly around
the existing federal funds rate.

The Committee expected these actions to be
associated with slightly slower M2 growth during
the last few months of the vear. As shown in table
3, M2 growth for the August-to-December period
was expected to be around 4 percent with M3
growth around 6 percent. The data in table 4 show
that Committee expectations about M2 and M3 for
the June-September period came quite close to
the actual growth rates.

November 3 Meefing

To understand the discussion and decisions at
this meeting, it is best to briefly identify the his-
toric events of the intermeeting period. This is
done by examining the period from September 22
to the stock market crash on October 19, then the
period from October 19 to the date of the meeting.

Septermnber 22 to Octaber 19 — Following the
September 22 meeting, interest rates continued
their upward climb tchart 5). Rising interest rates
were accompanied by a continuing fadl in the dol-
lar's value in exchange markets (chart 3). Although
the dollar edged down in early October, its decline
quickened following the QOctober 14 release of U5,
trade data, which indicated that the U.S. merchan-

*hid., p. 866.
“Record (January 1988}, p. 41.
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dise trade deficit for July-August was slightly
greater than in the second quarter. Even though
exports had risen sharply, a surge in oil imports
had helped imports to increase relative to ex-
ports.®

5tock prices, measured by broad market in-
dexes, had declined appreciably during the first
halt of October {chart 6). For instance, the Dow
Jones average of 30 industrial stocks began the
month of October at a level of 263%.20. The index
declined from this point on, reaching 2246.74 on
Friday, October 16. This decline and the increase
in interest rates suggests changes in market per-
ceptions about the possible tightening of mone-
tary policy "in an environment of firmer policy
abroad, concerns about the dollar, and pessimism
about the prospects for domestic inflation "

October 19 to November 3 — The Dow Jones
industrial stock price index fell a record 508 points
on Monday, October 19. This decline, a 22.6 per-
cent plunge, took place amid frenzied trading that
pushed the one-day trading volume to 604 million
shares.® More importantly, it raised the fear of a
recession.

The immediate impact of the markel crash was
to heighten uncertainty over the future course of
interest rates, the value of the dollar and the eco-
nomic expansion. Monetary policymakers re-
sponded by ensuring adequate liquidity to the
financial market. The Committee conferred by
telephone to review developments in domestic
and foreign markets everv business day from Octo-
ber 19 to 30. Members agreed "on the need to
meet promptly any unusual liquidity require-
ments of the economic and financial system in
this period,” an approach whereby "reserves were
provided generously on a daily basis, often at an
atypically early hour.”® Open markel operations
following the crash theretfore were directed fo-
ward lessening the reserve pressure sought at the
September 22 meeting®

In response to the market crash and the easing
of reserve availability, interest rates plummeted in

the second half of Cctober (chart 51, The three-
month Treasury bill rate fell 184 basis points dur-
ing the last two weeks of October. During this pe-
riod, the rates on five-vear and 30-vear Treasury
securities fell 135 and 108 basis points, respec-
tively. These interest rate declines, the Commitiee
thought, would partially offset some of the adverse
effect on consummers and businesses of the sharply
lower equity prices. Similarly, the continued fall in
the dollar after some initial stability would buoy
the economy. The possible inflationary conse-
quences of lower interest rates and a lower dollar
now took a back seat to the more immediate con-
cern about the effect on economic activity from
the stock market crash and related developments
in financial markets. Indeed, projections made hy
the Committee’s staff and professional forecasters
generally indicated that the reduction in equity
values would lead to much lower economic
grawth in 1988, with the major brunt of the effect
appearing in the first half of the year.

The Actual Meeting — The discussion at the
November 3 meeting focused on the economic
implications of the stock market crash. The finan-
cial markets’ turbulence increased the uncertainty
about the effect of recent policies and the extent
to which such policies should be continued. At
this meeting, ensuring the viability of the financial
system and ofisetting the negative economic ef-
fects of the recent events remained paramount.
The Committee agreed that policy would follow
economic and financial developments on a rela-
tively more timely basis, *giving more weight than
usual to money market conditions in order to
{acilitate the return to a more normal functioning
of financial markets.™ A number of Committee
members viewed the possible risks inherent in
such policy — namely, the increased risk of a fur-
ther decline in the dollar and its impact on the
economny — as manageable.

The policy directive was approved unanimousty
and called for a maintenance of the reserve pres-
sure sought in recent days. This policy was
deemed consistent with September-to-December

it has been noted that these monthly trade statistics are subject
to significant measurement problems, thus lessening the im-
portance that one shouid place on their month-to-month
changes. See, for exampie, Ott (1887).

%“Record (February 1988), p. 113.

“For purposes of comparison, the average daily volume in
September was 177 million shares,

=Record {February 1988}, p. 114.

*Not only was reserve pressure lessened, but "the Federal
Reserve assisted the Treasury market! by relaxing some of the
constraints on its collateralized lending of Treasury securities
to primary dealers. Committee members agreed on a tempo-
rary suspension of the size limits imposed on loans of securi-
ties 1o individual dealers and the requirement that such loans
not be related to short sales.” Ibid. This temporary liberalization
ended November 19, 1987,

bid., p. 1186.
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growth rates of M2 and M3 of about 6 percent to 7
percent (table 3}. Moreover, in light of recent devel-
opments and the recent thrust of policy, the inter-
meeting federal funds rate range was lowered
from 5 percent to 9 percent to 4 percent to 8 per-
cent. Thus, while cognizant that policy had be-
come much easier relative to previous directives,
most members of the Committee believed that

in light of the uncertainties that continued to

dominate financial markets and the risks that the

recent developments could depress husiness

activity . . . policy implementation should remain

especially alert to developments that might call for

somewhat easier reserve conditions.®

December 16 Meeting

At the final meeting of 1987, the Commiltee
faced a reappearance of the major factors that had
plagued policymakers throughout the year. Em-
ployment and industrial production posted strong
gains over the October-November period. The
Committee interpreted incoming data as suggest-
ing that fourth-quarter growth would fall slightly
below the third-quarter pace. More importantly,
the data supported the notion that a recession,
brought on by the recent stock market collapse,
was not imminent. Meanwhile, inancial markets
continued to exhibit relatively large daily fluctua-
tions, and the trade-weighted dollar fell consider-
ably against the major industrial currencies fol-
lowing an unanticipated large merchandise trade
deficit report for Qctober (chart 4}, Finallv, con-
sumer price information showed inflation running
at about the same rate as early 1987, slightly above
recent price level changes {chart 2).

Data on the monetary aggregates indicated that
growth was re-established at rates comparable to
those observed just before the financial market
crisis. The surge in money growth following the
stock market decline, thus, was a temporary re-
sponse to the unusual financial market conditions
and did not represent a shift toward prolonged
easier money growth. This transitory increase is
reflected in monthly M2 growth: 5.6 percent in
September, 7.1 percent in October and — 0.6 per-
cent in November. More dramatic, the respective
growth rates for M1 are 0.3 percent, 16.5 percent
and —6.3 percent.

The Committee elected {with two dissents) to

maintain the existing degree of pressure on re-
serve positions at the December meeting. With
regard to the uncertainty in financial markets, the
directive stated "the Committee recognizes that
still sensitive conditions in finanecial markets and
uncertainties in the economic outlook may con-
tinue to call for a special degree of flexibility in
open market operations.”* Although the directive
explicitly declared maintaining reserve pressure as
the policy objective, it also indicated a willingness
to respond flexibly to new developments.

JONCLUSTON

The falling value of the doHar plaved an increas-
ingly important role in influencing monetary pol-
icy decisions during most of 1987. The dollar’s fall
was a mixed blessing: while its declining value
abroad could have induced a turnaround in the
trade deficit, it also could have raised prices on
imports and increased inflation. The balancing of
the risks of slowing the expansion or reigniting
inflation was foremost in the Committee's discus-
S10711.

That focus changed with the historic events on
Wall Street, The stock market collapse on October
19 shifted the Commitlee’s concern away from
foreign exchange to the liquidity demands of the
domestic financial market. The Committee at the
last meetings of the vear sought to remain flexible
in its policy stance, attune to the uncertainties
that prevailed in financial markets and the risks of
a downturn in economic activity,
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