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Monetary Policy and Financial Markets

Monetary policy in 1980 continued to
aim for expansion of money and
credit consistent with progress toward
a reduction in inflationary pressures.
Monthly and quarterly movements in
the money stock were unusually
volatile over the year, in large part
because of the wide swings in ag-
gregate economic activity. Nonethe-
less, growth rates of the monetary ag-
gregates for the year as a whole were
close to the ranges established by the
Federal Open Market Committee
(FOMC) for 1980.

Credit flows also varied consid-
erably during the year, in response
not only to changing economic activi-
ty but also to special policies affecting
credit growth. On balance they de-
clined somewhat from 1979; although
credit demands by governments rose,
both businesses and households re-
duced their credit usage last year in an
environment of credit costs generally
well above those of 1979.

Interest rates fluctuated over an ex-
traordinarily wide range last year,
reflecting the impact of sharp
movements in economic activity and
in prices on demands for money and
credit, as well as shifting expectations
about the economic and financial
outlook. Early in 1980, short-term
rates rose to new peaks as accelerat-
ing growth in money and bank credit
created demands for reserves in ex-
cess of the amounts consistent with
the FOMC's targeted ranges for
growth in the aggregates. The move-
ment in short-term rates intensified
pressures on long-term rates that had
accompanied a worsening of inflation
expectations. In March, turbulence in

bond and commodity markets in-
creased, and a special credit restraint
program was initiated to supplement
traditional monetary policy meas-
ures.

The imposition of the credit re-
straint program and the un-
precedented contraction in real
economic activity contributed to a
substantial falloff in money and
credit flows in the second quarter. In-
terest rates plunged from peaks
reached around the end of March, as
the narrow monetary aggregates,
M-l A and M-1B, dropped in the early
spring to below their designated
ranges. In view of unusual factors
reducing the public's demand for
transaction balances and the greater
relative strength in the broader ag-
gregates, M-2 and M-3, the Federal
Reserve decided against pursuing
policies that would quickly return the
narrowly defined monetary aggre-
gates to their ranges for fear of aggra-
vating inflationary pressures. As a
result, M-l A and M-1B remained
below the System's announced targets
for several months, while the broader
aggregates remained within target
ranges in the first half of the year.

With the decline in the cost of
credit to the lowest level in two years
and the phasing-out of the special
credit restraint program in early sum-
mer, economic activity began expand-
ing again. As inflationary pressures
also intensified, demands for money
and credit strengthened and interest
rates rose sharply through the second
half of the year; the monetary ag-
gregates expanded above target
ranges, and the provision of nonbor-
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14 Monetary Policy

Interest Rates

Short-term

Percent per annum

Long-term
16

State and local government bonds

1974 1976

Monthly averages except for Federal Reserve dis-
count rate and conventional mortgages (based on
quotations for one day each month). Yields: U.S.
Treasury bills, market yields on three-month issues;
prime commercial paper, dealer offering rates; con-
ventional mortgages, rates on first mortgages in
primary markets, unweighted and rounded to nearest
5 basis points, from U.S. Department of Housing and

1978 1980

Urban Development; Aaa utility bonds, weighted
averages of new publicly offered bonds rated Aaa, Aa,
and A by Moody's Investors Service and adjusted to
Aaa basis; U.S. government bonds, market yields ad-
justed to 20-year constant maturity by U.S. Treasury;
state and local government bonds (20 issues, mixed
quality), Bond Buyer.

rowed reserves fell progressively short
of the requirements of depository in-
stitutions. Most interest rates once
again reached record levels in Decem-
ber, and monetary growth slowed in
the final months of the year.

Monetary Aggregates
and Interest Rates

The monetary aggregates, particularly
the transaction-related measures
M-1A and M-1B, exhibited unusual

volatility during 1980, as the
destabilizing effects on money de-
mand of sharp quarterly swings in the
pace of economic activity were ex-
acerbated by atypical movements in
the aggregates relative to income and
interest rates during the year.
Although the ranges established for
the aggregates by the FOMC implied
some slowdown in 1980 from the
growth rates recorded in 1979, the
considerable strength that developed
in the second half brought expansion
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Monetary Policy 15

in the narrow aggregates to near the
pace of a year earlier. Overall growth
in M-1A and M-1B, however, was
maintained well below that of
nominal GNP, as monetary policy
continued to exert a substantially
restrictive influence. Growth in M-2
picked up a bit in 1980, while M-3 in-
creased at about the same pace as in
1979. Bank credit expansion over
1980, also exceptionally volatile, was

considerably below the pace of 1979
and, for the year, was near the mid-
point of its range.

Long-term interest rates soared to
record levels early in 1980. Infla-
tionary fears were generated by large
increases in major price indexes, by
indications of further increases in the
federal budget deficit, and by un-
favorable international political
developments. Borrowing in anticipa-

Reserves and Monetary Aggregates
Based on seasonally adjusted data unless otherwise noted, in percent1

Item 1978 1979 1980
1979

Q4

1980

Ql Q2 Q3 Q4

Member bank reserves 2

Total
Nonborrowed
Required
Monetary base 3

Concepts of money 4

M-1A
M-1B..
M-2
M-3

Nontransaction components of M-2
Total (M-2 minus M-IB).

Small time deposits
Savings deposits
Money market mutual funds

shares (n.s.a.)
Overnight RPs and overnight

Eurodollar deposits (n.s.a.)

MEMO (change in billions of dollars)
Managed liabilities at commercial banks . .

Large time deposits, gross
Nondeposit funds

Net due to foreign related institutions
Other 5

U.S. government deposits at
commercial banks

6.2
6.3
6.3
9.2

7.4
8.2
8.4

11.3

8.5
16.2
- . 5

163.9

25.4

77.8
50.4
27.4
6.9

20.5

3.3

2.6
.3

2.4
7.8

5.0
7.7
9.0
9.8

7.1
7.8
6.8

11.6
5.1

10.4
9.3

4.3
3.3
5.1
7.8

.4 6.7 16.5
7.4 12.4 7.2

.7 5.8 15.2
5.2 9.9 11.2

5.0 4.5
7.3 4.9
9.8 7.2
9.9 9.1

4.6 - 4 . 4 11.5 8.1
5.8 - 2 . 6 14.6 10.8
7.3 5.6 16.0 9.1
8.0 5.8 13.0 11.6

9.4 10.7 7.9 7.9 8.3 16.4 8.5
23.1 15.3 25.8 17.4 23.7 1.0 16.3

-11.9 - 4 . 6 -21.4 -20.3 -23.3 27.8 - . 9

324.2

17.2

90.3 120.0

21.8 -33.1

151.9 82.7 75.7 -15.5

9.0 -57.4 135.6 15.4

57.7 12.4
19.6 22.0
38.1 - 9 . 6
25.1 -23.4
13.0 13.8

10.5
10.7
- . 2
0

- . 2

11.3
6.3
5.0

- 2 . 3
7.3

- 3 . 3
6.2

-9 .5
- 8 . 6
- . 9

-12.5
- 4 . 3
-8 .2

-11.5
3.2

17.0
13.8
3.2

- 1 . 0
4.2

1.5 .6 - 4 . 0 1.6 -1 .6 2.9 -2 .3

1. Changes are calculated from the average amounts
outstanding in each quarter.

2. Annual rates of change in reserve measures have
been adjusted for regulatory changes in reserve re-
quirements.

3. Consists of total reserves (member bank reserve
balances in the current week plus vault cash held two
weeks earlier), currency in circulation (currency out-
side the U.S. Treasury, Federal Reserve Banks, and
the vaults of commercial banks), and vault cash of
nonmember banks.

4. M-1A is currency plus private demand deposits net
of deposits due to foreign commercial banks and of-
ficial institutions. M-1B is M-1A plus other checkable
deposits (negotiable order of withdrawal accounts, ac-
counts subject to automatic transfer service, credit

union share draft balances, and demand deposits at
mutual savings banks). M-2 is M-1B plus overnight
repurchase agreements (RPs) issued by commercial
banks, overnight Eurodollar deposits held by U.S.
nonbank residents at Caribbean branches of U.S.
banks, money market mutual fund shares, and savings
and small time deposits at all depository institutions.
M-3 is M-2 plus large time deposits at all depository in-
stitutions and term RPs issued by commercial banks
and savings and loan associations.

5. Consists of borrowings from other than commer-
cial banks through federal funds purchased and
securities sold under repurchase agreements plus loans
sold to affiliates, loans sold under repurchase agree-
ments, and other borrowings. 1980 Q4 estimated.

n.s.a. Not seasonally adjusted.
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16 Monetary Policy

tion of further increases in prices and
more stringent conditions in credit
markets spurred the growth of short-
and intermediate-term credit in the
early months of the year, and expan-
sion in commercial bank credit was
well in excess of rates consistent with
its annual growth range. Midway
through the first quarter, M-1A and
M-1B also began to accelerate, and
the levels of these aggregates ap-
proached the upper ends of their
longer-run ranges. As required
reserves of commercial banks began
to exceed the System's provision of
nonborrowed reserves and as the path
of nonborrowed reserves was reduced
from previously targeted levels in
response to the excessive growth of
money and credit, short-term interest
rates began to rise rapidly. The dis-
count rate was raised 1 percentage
point in mid-February, and short-
term market rates reached record
levels.

In light of these developments, a
broad governmental program de-
signed to curb inflationary forces was
announced on March 14. As part of
this effort, the Federal Reserve in-
itiated a series of extraordinary ac-
tions—some taken under the authori-
ty of the Credit Control Act of 1969,
which was invoked by a President for
the first time. The act provides that
"Whenever the President determines
that such action is necessary or ap-
propriate for the purpose of prevent-
ing or controlling inflation generated
by the extension of credit in an ex-
cessive volume, the President may
authorize the Board to regulate and
control any or all extensions of
credit."

The special credit restraint
measures adopted by the Board were
intended to supplement and reinforce

the more general measures of mone-
tary and credit control, and they were
viewed as temporary. A major part of
the program was a request that bank-
ing institutions and finance com-
panies voluntarily limit expansion of
their total loans to U.S. borrowers in
1980 to a rate that did not exceed 6 to
9 percent, consistent with the an-
nounced growth ranges for money
and credit. No numerical guidelines
for specific types of loans were pro-
vided; rather, the institutions were
asked to avoid certain types, such as
loans for speculative or purely finan-
cial purposes, but to place no special
restraint on certain others, such as
loans to small businesses, farmers,
homebuilders and homebuyers, and
auto dealers and buyers.

In addition, in order to discourage
lending by commercial banks using
purchased funds, the marginal
reserve requirements on managed
liabilities of large banks, originally
imposed in October 1979, were in-
creased and the reserve-free bases of
these banks were reduced; a similar
requirement for large nonmember
banks was imposed in the form of
special deposit requirements on in-
creases in their managed liabilities.
Also, a surcharge of 3 percentage
points was added to the basic dis-
count rate on frequent borrowings
from Federal Reserve Banks by large
member banks having deposits of
$500 million or more. To restrain ex-
pansion of consumer credit, a special
deposit requirement of 15 percent on
increases above base-period levels
was imposed on credit extended
through credit cards, check-credit
overdraft plans, unsecured personal
loans, and secured credit when the pro-
ceeds were not used to finance the col-
latere.l. Finally, money market funds
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Monetary Policy 17

Monetary, Bank Credit, and Reserve Aggregates

Billions of dollars Billions of dollars

Targeted and actual M-1BTargeted and actual M l A

Targeted and actual bank credit

380

360

1600

1500

1200

1100

400

380

Targeted and actual M-3

9/2%

2000

1800

Reserve aggregates

40

Required
reserves 36

Nonborrowed reserves

1979 1980

The shaded lines reflect adjustments to the original
ranges for M-1A and M-1B to allow for larger-than-
anticipated shifts to ATS and related accounts from
existing demand deposits included in M-1A and from
savings deposits and other instruments not included in
M-1B. By allowing for these unanticipated shifts, the
shaded ranges in an economic sense more accurately
represent the intentions underlying the original
targets.

1979 1980

Special borrowings consist of credit provided to
institutions through the discount window to assist
them in dealing with relatively severe and persistent
liquidity problems. Because there is not the same
pressure to repay such borrowing promptly as with
normal adjustment credit, the broader economic im-
pact of special borrowing is similar to that of nonbor-
rowed reserves.
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18 Monetary Policy

were directed to put up special depos-
its equal to 15 percent of the net in-
creases in their assets after March 14.

Reflecting the substantial increase
in the opportunity costs of holding
transaction balances and the onset of
a severe economic downturn, the nar-
row monetary aggregates contracted
in late March and fell sharply further
in April, to well below the lower end
of their longer-run ranges. Although
growth resumed in May and June, on
average in the second quarter these
aggregates declined to levels substan-
tially below what would have been ex-
pected on the basis of the historical
relationship among money, income,
and interest rates. In view of the
reduced pace of credit expansion, the
Federal Reserve on May 22 announced
a partial phaseout of the special credit
restraint measures that had been in
place since March, and on July 2 an-
nounced plans to complete the phase-
out. (See "Record of Policy Ac-
tions of the Board of Governors,"
page 77.)

Partly in recognition of the special
factors acting to slow money growth
and also out of concern to avoid pro-
moting inflationary forces, the provi-
sion of nonborrowed reserves in the
second quarter was not designed to
foster a rapid return of M-1A and
M-1B to rates consistent with the
FOMC's longer-run ranges for these
aggregates. Even so, both short- and
long-term interest rates dropped
precipitously as money and credit
demands fell off and signs of eco-
nomic decline multiplied. The dis-
count rate was reduced a full percent-
age point in May and again in June.

Although interest rates declined in
the second quarter to their lowest
levels in two years, outflows from
savings deposits accelerated at both
commercial banks and thrift institu-

tions. At the same time, shifts into
small-denomination time deposits
rose above the pace of the first
quarter. The bulk of this growth was
in 2 Vi-year, small-saver certificates as
investors sought to lock in their
higher yields. (Effective January 1,
1980, commercial banks and thrift in-
stitutions were authorized to offer
time deposits of any size having a
minimum maturity of 2Vi years and a
maximum yield tied to that on
Treasury securities.) Shares of money
market mutual funds (MMMFs) con-
tinued to grow at a very rapid, al-
though reduced, rate, and M-2 ex-
panded further in the second quarter,
even though its M-1B component
contracted. Despite the collapse of
demands for bank credit in the sec-
ond quarter, large banks responded
to the more rapid decline in domestic
interest rates relative to Eurodollar
yields by continuing to issue large-de-
nomination time deposits in volume
and by transferring a substantial pro-
portion of the funds raised to foreign
branches and foreign head offices.

After the unprecedented decline in
the cost of credit during the spring
and the termination of the special
credit restraint program in July,
economic expansion resumed in the
summer—a turnaround that occurred
much sooner and more strongly than
most analysts had anticipated. These
developments, combined with an ap-
parent reversal of the special factors
operating to damp monetary growth
in the second quarter, produced a
substantial boost to M-1A and M-1B,
and both aggregates expanded in the
third quarter at record rates. M-1A
rose above the lower end of its range
by midquarter, and M-1B exceeded
its upper bound by September. M-2
expanded at a 16 percent annual rate
in the third quarter, boosted in large
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Monetary Policy 19

measure by a reversal of the substan-
tial savings outflows of the previous
quarter. The rapid growth in core
deposits enabled banks and thrift in-
stitutions to reduce their reliance on
large certificates of deposit, so that
the acceleration in M-3 was somewhat
less than that in M-2.

As demands for total reserves
responded to strengthening monetary
growth during the summer months
and as concerns about inflation inten-
sified in light of the surprising sharp-
ness of the economic recovery, up-
ward pressure on interest rates began
to develop. Short-term rates turned
upward midway through the third
quarter and the discount rate was in-
creased a full percentage point in late
September. By that time, long-term
rates had retraced a considerable part
of their decline during the spring and
early summer months. This process
was extended through most of the
fourth quarter as money continued to
expand at rates above targeted
ranges. Near the end of the year,
many interest rates reached levels ex-
ceeding those of the spring. As the
federal funds rate rose rapidly, the
discount rate was increased a full
percentage point in both November
and December, and the System reim-
posed a surcharge for large banks
that borrow frequently from the dis-
count window.

In response to the higher interest
rates, growth in M-1A and M-1B
slowed from month to month in the
fourth quarter, and these money
stock measures actually declined in
December. Nevertheless, for the
quarter as a whole, growth in these
aggregates was vigorous, bringing an-
nual expansion of M-l A to 5 percent,
about the midpoint of its longer-run
range; growth in M-1B, at 7!4 per-
cent for the year, was VA percentage

point above the upper end of its
longer-run range.

The difference between the annual
growth rates of these two aggregates
was considerably greater than the Vi
percentage point that was originally
assumed and that was reflected in the
stated growth ranges. That difference
was based on expectations about the
extent to which growth in automatic
transfer service (ATS) accounts and
negotiable orders of withdrawal
(NOWs) in 1980 would draw funds
from both demand deposits (depres-
sing M-l A) and savings deposits
(boosting M-1B). With the passage in
March of the Depository Institutions
Deregulation and Monetary Control
Act of 1980 (MCA), which provided
for establishment of nationwide
NOW accounts as of December 31,
1980, banks began to promote ATS
accounts more vigorously. As a
result, actual growth in ATS and
NOW accounts was greater than
originally anticipated. Adjusted for
current estimates of actual experience
with transfers into ATS and NOW ac-
counts, growth rates for both M-l A
and M-1B were close to the upper end
of the ranges set at the beginning of
the year.

M-2 growth fell in the fourth
quarter, to a 9 percent annual rate,
as faster growth in small-denom-
ination time deposits was more than
offset by a sharp slowdown in the ex-
pansion of savings deposits and over-
night Eurodollars and repurchase
agreements (RPs) and by a runoff of
MMMFs. For the year as a whole,
M-2 grew about 10 percent, 1 percent-
age point above the upper end of the
FOMC's target range. Much of the
growth in the nontransaction compo-
nent of M-2 in 1980 occurred in those
assets offering market-related yields.
As of December, such assets ac-
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20 Monetary Policy

counted for 45 percent of the non-
transaction component of M-2, com-
pared with 28 percent a year earlier.
M-3 expansion slowed less than that
of the other aggregates in the fourth
quarter, owing to heavy issuance of
certificates of deposit to fund robust
growth in bank loans. Growth of M-3
for the year, 10 percent, was Vi
percentage point above the upper end
of its longer-run range.

As in the early months of the year,
the strong expansion in bank credit at
year-end reflected in part a diversion
of borrowing from the bond markets
to shorter-term credit sources. In ad-
dition, bank credit was made more at-
tractive relative to other short-term
sources of funds by the tendency for
bank lending rates to lag rapidly ris-
ing money market rates and by more
aggressive pricing for large business
loans. Nevertheless, growth in bank
credit for the year was well within its
longer-run range.

In the fourth quarter of 1980, the
reserve requirement provisions of the
MCA went into effect. The act im-
poses federal reserve requirements on
virtually all institutions offering
transaction accounts or nonperson-
al time deposits, including U.S.
branches and agencies of foreign
banks. Reserve requirements will
become equal among all institutions
for each type of deposit once the pro-
visions are fully phased in over a
period ending September 1987. This
feature is expected to have major
benefits in terms of promoting equity
among financial institutions and
enhancing the effectiveness of the
FOMC's monetary control tech-
niques. In addition, any depository
institution holding reservable transac-
tion accounts or nonpersonal time
deposits is entitled under the act to
the same access to the discount win-

dow as Federal Reserve member
banks. The act further requires a
competitive set of prices to be at-
tached to Federal Reserve services,
such as check clearing and the provi-
sion of coin and currency. Access to
these services, which previously had
been supplied without charge to
member banks, will be extended
under the act to all depository institu-
tions as pricing of services is im-
plemented. Finally, the act created
the Depository Institutions Deregula-
tion Committee, and directed it to
develop an orderly phaseout of all in-
terest rate ceilings on time and sav-
ings deposits during the six-year
period beginning March 31, 1980.

Aggregate Flows of Funds

Net credit flows to nonfinancial sec-
tors totaled approximately $363 bil-
lion in 1980, a decrease of about 8
percent from the previous year. Early
in 1980, credit flows increased as
economic activity remained strong
and demands for credit were aug-
mented by both an acceleration in
prices and an increase in borrowing
by businesses in anticipation of
rumored credit controls. In the
spring, however, credit flows con-
tracted sharply when production and
sales activity weakened, and mone-
tary restraint, supplemented by the
special credit restraint measures
adopted in mid-March, contributed
to tauter credit terms and reduced
availability of funds at many lenders.
The phasing-out of the credit
restraint program, the upswing in
economic activity, and the persistence
of rapid inflation led to a moderate
increase in credit flows in the second
half of 1980.

The Treasury raised a sizable vol-
ume of funds in credit markets in 1980
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Monetary Policy 21

to finance the combined deficits of the
federal government and off-budget
agencies. For the year, net Treasury
borrowing amounted to about $79
billion, more than twice the total of
the previous year. The Treasury con-
tinued to meet most of its net financ-
ing needs by sales of marketable
securities, and Treasury bills ac-
counted for a larger proportion of the
net cash borrowing from the public
than in previous years. Acquisitions
of U.S. government securities by
households dropped, in part because

of a contraction in savings bonds
outstanding as market interest rates
soared above yields available on these
instruments. In contrast, commercial
banks and other private nonbank fi-
nancial institutions increased their net
purchases of Treasury securities.

Net funds raised by state and local
governments rose to about $21 billion
in 1980. The increase reflected in part
a surge in the issuance of tax-exempt
revenue bonds to purchase single-
family mortgages, as conventional
mortgage rates rose to record levels.

Net Funds Raised and Supplied in Credit and Equity Markets
Billions of dollars

Sector 1978 1979 1980P
1980 '

Ql Q2 Q3 Q4 P

Net Funds Raised

Total, all sectors

U.S. government
State and local govenment
Foreign

Private domestic nonfinancial
Business
Household

Domestic financial
Private intermediaries
Sponsored credit agencies
Mortgage pool securities

482

54
24
32

291
128
163

81
40
23
18

483

37
16
21

321
156
165

36
24
28

434

79
21
30

234
133
101

71
23
24
23

497

62
21
24

303
163
140

32
34
21

253

67
12
35

119
79
40

20
- 16

16
20

454

99
24
27

231
133

72
33
12
28

533

89
27
33

281
155
126

104
44
36
24

Net Funds Supplied

Total, all sectors .

U.S. government
State and local government .
Foreign

Private domestic nonfinancial
Business
Household

Domestic financial
Private intermediaries

Commercial banking
Thrift institutions
Insurance and pension funds
Other 2

Sponsored credit agencies .
Mortgage pool securities . .
Federal Reserve System . . .

482

20
15
40

51
_ j

52

356
305
129
76
84
16

26
18
7

483

23
13

- 6

81
10
71

373
308
121
56
90
41

29
28

434

26
20
22

28
10
18

338
285
104
57
98
26

25
23

5

497

29
18

74
8

66

385
315
117
35

103
60

40
21
9

253

30
2

47

- 5 3
- 1 2
- 4 1

224
179
- 2
27

108
46

6
20
20

454

24
36
22

53
20
33

318
293
129
74
93

- 3

533

21
26
27

39
25
14

423
353
171
94
86
2

24 32
28 24

- 2 6 15

1. Seasonally adjusted annual rates.
2. Includes finance companies, money market

funds, real estate investment trusts, open-end invest-
ment companies, and security brokers and dealers.

P Preliminary.
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22 Monetary Policy

Late in the year offerings of such
securities increased in response to
federal legislation that restricts their
issuance beginning in 1981 before
barring them outright after 1983.
Tax-exempt yields moved broadly in
concert with taxable market interest
rates in 1980, but the net rise in
municipal bond rates over the year
was proportionately greater than that
of taxable yields. The increased sup-
ply of tax-exempt securities, together
with reduced demands by casualty in-
surance companies, contributed also
to the upward pressure on interest
rates for longer-term tax-exempt
obligations in 1980. Commercial
banks increased their net acquisitions
of tax-exempt securities, and issuers
were induced to shorten the average
maturities of their offerings because
banks are less inclined to purchase
longer-term tax-exempt issues.

The household sector reduced its
borrowings sharply in 1980 from the
record amount in the previous year.
High interest rates and reduced credit
availability, prompted in some states
by restrictive usury ceilings, slowed
the growth of installment credit early
in the year. Installment credit then
contracted in the spring by the largest
amount in the postwar period, as fur-
ther credit-tightening measures by
lenders, a result in part of the special
deposit and other features of the
credit restraint program, curtailed the
supply of credit. At the same time,
the psychological impact of the credit
restraint program was combined with
the moderating effect on consumer
spending of declining real incomes
and worsening employment pros-
pects. Installment credit began ex-
panding again in the second half of
the year, although at a relatively slow
pace that reflected both the continu-
ing low level of auto sales and restric-
tive terms by lenders.

Household borrowing in mortgage
markets also slowed sharply in 1980,
as many would-be homebuyers were
deterred by both the high cost of
mortgage credit and a stiffening of
nonrate terms by major lenders.
Average interest rates on new com-
mitments for fixed-rate conventional
home mortgages at savings and loan
associations climbed to a record 1614
percent in April. Reduced deposit
flows and shrinking earnings margins
as the costs of funds escalated
damped the lending activity of
depository institutions. The slowing
in mortgage lending was concentrated
in the residential sector early in the
year, but spread to other sectors of
the mortgage market in the spring.
Rising unemployment and declining
real incomes limited the willingness
and ability of households to take on
additional mortgage indebtedness,
while businesses reduced their use of
mortgage credit in association with
cutbacks in commercial construction
activity. Mortgage borrowing picked
up in the late summer and fall in con-
cert with the easing of mortgage in-
terest rates, the improvement of
deposit flows to thrift institutions,
and the spread of innovative mort-
gage instruments that permit interest
on loans to fluctuate with other
market yields.

Net funds raised by nonfinancial
business fell about 15 percent to $133
billion in 1980. Within the corporate
sector, the gap between capital ex-
penditures and gross internal funds of
nonfinancial firms remained sizable,
but a reduction in financial uses of
funds—including net extensions of
trade credit—lowered overall cor-
porate financing needs. Net funds
raised in markets by these corpora-
tions rose in the early months of
1980, when concern about the future
availability of credit apparently en-Digitized for FRASER 
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Financing Pattern of
Nonfinancial Corporations

Financing gap

Capital expenditures

Billions of dollars

Net funds raised in markets

1974 1976 1978 1980

Quarterly data at seasonally adjusted annual rates.

couraged many firms to build up their
liquid asset holdings with borrowed
funds. Borrowing then fell abruptly
in the spring in association with the
contraction in economic activity and
the credit restraint program. There-
after, credit demands rebounded as
economic activity began expanding
again.

The upward movement of bond
yields early in the year to then-
unprecedented levels discouraged ma-
jor industrial corporations from
publicly offering notes and bonds.
Although funds made available to
corporations through private place-
ments of bonds and mortgages in-
creased somewhat, life insurance
companies (the major lender in
private placements of corporate
securities) sharply curtailed new com-
mitment activity as policy loans and
unexpected deferrals of employer

contributions into some pension fund
accounts reduced investable funds of
these institutional investors. On
balance, nonfinancial corporations
concentrated their requirements on
shorter-term sources of funds in the
first quarter, especially bank loans
and commercial paper issuance.

The pattern of financing by non-
financial corporations shifted dra-
matically when interest rates de-
clined rapidly in the spring. Commer-
cial banks discouraged buiness bor-
rowing as they became concerned
about their earnings margins and
meeting the guidelines for loan
growth included in the special credit
restraint program. Adjustments in
the bank prime lending rate lagged
downward movements in market in-
terest rates; the relatively high cost of
bank credit coupled with a reduction
of short-term indebtedness by many
businesses resulted in an overall con-
traction in business loans at commer-
cial banks in the second quarter.
Although issuance of nonfinancial
commercial paper continued, total
short- and intermediate-term credit
showed virtually no growth, as a
record amount of notes and bonds
was publicly offered.

Businesses again relied heavily on
external sources of funds in the late
summer and fall, and the composi-
tion of the borrowing shifted back
toward commercial banks as mort-
gage and bond yields again climbed to
new highs. A large number of non-
financial corporations postponed
issues that were scheduled to be
publicly offered, while other com-
panies shortened the maturities of
their issues. Stock prices remained at
high levels, however, while new
equity offerings continued at a fast
pace and the volume of convertible
debt offerings by lower-rated in-
dustrial firms rose to a new high.
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Monetary Policy and Financial Markets

The principal objective of monetary
policy in 1981 was to exert continu-
ing resistance to inflationary pressures
through measured restraint on the
expansion of money and credit, and
thereby to lay the foundation for sus-
tained growth in real activity over the
longer term. Ranges for the mone-
tary aggregates that the Federal Re-
serve believed to be consistent with
this objective implied a deceleration
in money growth in 1981 from the
preceding year. Over the year, the
actual growth of the various mone-
tary measures exhibited divergent pat-
terns. Growth in the narrow money
stock was unusually weak; despite a
strong pickup late in the year, Ml
ended the year below its target range.
The broader aggregates grew at a
relatively rapid rate, exceeding the
upper limits of their specified ranges.

The differences in behavior among
the aggregates last year were consid-
erably greater than those indicated by
the historical relationships among
these measures, largely because of
rapid and fundamental changes that
were taking place in financial markets.
In particular, the public displayed
more sophistication in the use of cash
management techniques, as evidenced
by the growth nationwide of negoti-
able order of withdrawal (NOW) ac-
counts, the increased use of savings
instruments that pay market rates of
interest, and the explosive growth of
money market mutual funds. These
developments tended on balance to
damp growth of Ml while boosting
that of the broader measures. Such
changes in financial institutions and
cash management practices have

emerged largely in response to the
high interest rates of recent periods
and have been facilitated by regula-
tory changes that relaxed controls on
deposit interest rates and on the types
of instruments that may be offered by
banks and other depository institu-
tions.

Reflecting continued strong de-
mands for credit and concerns about
the inflation outlook, interest rates
fluctuated at generally high levels
during most of 1981, before moving
down in the fourth quarter. Short-
term interest rates began the year
close to record highs as the rebound
in the economy in late 1980 boosted
demands for money and credit above
amounts consistent with the targeted
ranges for growth in the aggregates.
After a dip early in the year, short-
term rates returned to near-record
levels in the spring. In the second
half, such rates moved down sharply,
reflecting the more accommodative
provision of reserves by the Federal
Reserve and reduced demands for
money associated with the weaken-
ing in economic activity.

Long-term interest rates fluctuated
around a distinct upward trend for
much of the year that produced new
highs by the end of the third quarter.
Given the prospect for substantial
federal budget deficits in coming
years, market participants remained
concerned about persistent pressures
on credit supplies and the implications
of deficit spending for the fight against
inflation. Such concerns continued de-
spite widespread weakening in eco-
nomic activity and indications of more
moderate rates of price increase.
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Thus, although yields on long-term
securities moved down briefly during
the fourth quarter, much of that de-
cline was reversed by early 1982.

Aggregate credit flows in 1981 re-
flected the changing pace of produc-
tion and income growth as well as
conditions in financial markets.
Households and businesses continued
to expand their borrowing throughout
the first three quarters, but their use
of credit contracted in the final
months with the cumulative weaken-
ing in the economy. High interest
rates discouraged financing in long-
term bond and mortgage markets;
consequently, credit needs in the pri-
vate sector were met largely through
shorter-term borrowing. Credit de-
mands of the federal government
reached record levels, as the deficit
was enlarged in part by the decline
in tax revenues and the rise in social
service expenditures that typically
accompany a cyclical downturn in
the economy, and by the tax cut late
in the year.

Monetary Aggregates
and Interest Rates

Money market conditions varied con-
siderably over the course of 1981,
reflecting pressures arising as the
Federal Reserve attempted to hold
growth in the monetary aggregates
close to its targets. At the beginning
of the year, short-term interest rates
were at, or only a bit below, record
highs, after having been on an up-
trend since mid-1980 as economic
activity rebounded and the System
sought to restrain monetary expan-
sion in the face of an upsurge in the
public's demand for money. Narrow
money (Ml) contracted at the end
of 1980, and after allowance for
shifts to NOW accounts, it remained

weak early in 1981. With the demand
for reserves falling relative to the
provision of nonborrowed reserves
consistent with the monetary targets
of the Federal Open Market Com-
mittee (FOMC), short-term rates
eased. By the end of the first quar-
ter, the federal funds rate was 6V2
percentage points below its January
peak, while other short-term rates
were down 2 to 3 percentage points.

At the beginning of the second
quarter, however, growth in money
accelerated sharply, renewing pres-
sures in the reserves market. These
pressures led to a rise in short-term
market interest rates. In early May,
the Federal Reserve increased both
the basic discount rate and the sur-
charge rate by 1 percentage point.
Although the narrow money stock
contracted in May and June, the
federal funds rate hovered near pre-
vious peaks in the summer months.
However, other short-term rates be-
gan to ease somewhat in midsummer.

By late summer, the cumulative
weakness in growth of Ml led to
efforts by the Federal Reserve to
increase supplies of nonborrowed re-
serves. As a consequence, the federal
funds rate declined through the fourth
quarter, and other short-term interest
rates also fell. In late September and
again in mid-October, the surcharge
was reduced 1 percentage point, and
in November it was eliminated. In
addition, the discount rate was re-
duced from 14 percent to 13 percent
in early November and to 12 percent
one month later.

Long-term rates moved quite dif-
ferently. Bond rates, like many short-
term rates, began the year only a bit
below the record highs that had been
established in December. However, in
contrast to the declines in yields on
short-term instruments, long-term
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14 Monetary Policy

rates generally rose over the first
quarter. Many participants in finan-
cial markets apparently were con-
cerned about the prospects for con-
tinuing large federal budget deficits
and the growing backlog of potential
long-term financing by corporations, in
the face of efforts to control inflation
with monetary restraint. These con-
cerns remained a prominent feature
of market sentiment during the sec-
ond and third quarters, and long-term

rates moved well above their previous
highs even as some short-term rates
retraced part of their earlier declines.
The decline in bond rates in the
fourth quarter, more moderate than
the drop in short-term interest rates,
seemed to reflect the widespread de-
terioration of economic activity and
some renewed optimism about the
prospects for reduced inflation
spurred by encouraging price data.
At year-end, however, these declines

Interest Rates

Short-term

Percent per annum

Long-term

Aaa

U.S. government bonds State and local government bonds

1975 1977
Monthly averages except for Federal Re-

serve discount rate and conventional mortgages
(based on quotations for one day each month).
Yields: U.S. Treasury bills, market rate on
three-month issues, discount basis; conven-
tional mortgages, rates on first mortgages in
primary markets, unweighted and rounded to
nearest 5 basis points, from U.S. Department
of Housing and Urban Development; Aaa

1979 1981

utility bonds, weighted averages of new pub-
licly offered bonds rated Aaa, Aa, and A by
Moody's Investors Service and adjusted to
Aaa utility basis by Federal Reserve staff; U.S.
government bonds, market yields adjusted to
20-year constant maturity by U.S. Treasury;
state and local government bonds (20 issues,
mixed quality), Bond Buyer.
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Reserves and Monetary Aggregates
Based on seasonally adjusted data unless otherwise noted; in percent except memo items
in billions of dollars x

Item 1979 1980 1981
1980

Q4

1981

Ql Q2 Q3 Q4

Member bank reserves2

Total
Nonborrowed
Required
Monetary base3

Concepts of money4

Ml
Ml-B shift adjusted
M2
M3

Nontransaction components of M2
Total (M2 minus Ml)

Small time deposits
Savings deposits
Money market mutual fund

component (n.s.a.)
Overnight RPs and overnight

Eurodollar deposits
(n.s.a.)

MEMO (change in billions of
dollars)

Managed liabilities at commercial
banks5

Large time deposits, gross
Nondeposit funds

Net due to foreign-related
institutions

Other6

U.S. government deposits at
commercial banks

2.5
.1

2.3
7.6

7.4
7.4
8.4
9.8

8.8
22.7

-11.8

7.1
7.8
6.8
8.8

7.3
7.3
9.2

10.0

4.3
6.8
4.6
4.9

5.0
2.3
9.5

11.4

9.8 11.0
14.5 15.9

-4 .6 -16 .3

14.3
4.7

13.0
10.6

11.1
11.1

8.8
10.7

8.0
12.3

.2

5.5 4.2
10.7 -2 .4
6.4 5.0
5.2 5.8

4.6 9.2
- . 9 5.7
7.5 12.0

11.1 12.2

8.5 12.9
21.1 10.2

-26.8 -7 .9

4.0
7.9
3.1
4.3

.3
- . 4
8.3

11.2

11.0
16.7

-22.8

3.2
10.5
3.5
3.9

5.7
4.7
8.8
9.2

9.9
12.4

-11.8

386.2 96.2 132.6 5.2 86.5 125.7 91.2 74.0

20.1 25.8 7.2 22.0 13.9 49.2 14.9 -44.1

57.1
20.7
37.4

25.1
12.3

.2

22.9 64.7
28.5 66.7

-5 .6 -2 .0

-22.9 - 6 . 2
17.3 4.2

23.6
16.4
7.2

- . 5
7.7

25.4 9.8
22.1 13.9

3.3 -4 .1

-2 .8 -1 .8
6.1 -2 .3

29.2
26.4

2.8

3.5
- . 7

.4 2.4 - . 9 .1 2.5 -2 .5

.3
4.3

- 4 . 0

- 5 . 1
1.1

2.2

1. Changes are calculated from the average
amounts outstanding in each quarter.

2. Annual rates of change in reserve mea-
sures have been adjusted for regulatory changes
in reserve requirements.

3. Consists of total reserves (reserve bal-
ances of depository institutions in the current
week plus vault cash held two weeks earlier),
currency in circulation (currency outside the
U.S. Treasury, Federal Reserve Banks, and the
vaults of depository institutions), and surplus
vault cash at depository institutions.

4. Ml consists of currency in circulation,
traveler's checks of nonbank issuers, demand
deposits at all commercial banks other than
those due to domestic banks, the U.S. govern-
ment, and foreign banks and official institu-
tions less cash items in the process of collection
and Federal Reserve float, and other checkable
deposits (OCD). OCD consists of negotiable
order of withdrawal and automatic transfer
service accounts at depository institutions,
credit union share draft accounts, and de-

mand deposits at mutual savings banks. M2
is Ml plus overnight repurchase agreements
(RPs) issued by commercial banks, overnight
Eurodollar deposits held by U.S. nonbank
residents at Caribbean branches of U.S. banks,
money market mutual fund shares other than
institution-only fund shares, and savings and
small time deposits (including retail RPs) at
all depository institutions. M3 is M2 plus large
time deposits at all depository institutions and
large term RPs issued by commercial banks
and thrift institutions and institution-only
money market mutual funds.

5. Managed liabilities have been adjusted
to include liabilities shifted to international
banking facilities in December 1981.

6. Consists of borrowings from other than
commercial banks through federal funds re-
purchased and securities sold under repurchase
agreements plus loans sold to affiliates, loans
sold under repurchase agreements, and other
borrowings.

n.s.a. Not seasonally adjusted.
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16 Monetary Policy

were in large part reversed as con-
cerns again mounted about federal
borrowing requirements over the
next few years.

Continued high interest rates in
1981 evidently stimulated more in-
tensive use of cash-economizing tech-
niques by businesses and households,
leading to an extraordinarily weak
demand for narrow money, given in-
come and interest rates, during most
of the year. The introduction at the
end of 1980 of NOW accounts na-
tionwide may have stimulated a gen-
eral reconsideration by households
of alternative deposit and nondeposit
instruments and thereby reinforced
the response to continued high inter-
est rates. Increasing familiarity with
money market mutual funds may also
have been a factor in the slow growth
of Ml.

As expected, NOW accounts at-
tracted a sizable volume of funds in
1981, amounting to roughly $51 bil-
lion, more than 80 percent of which
was at commercial banks. The flows
into NOW accounts were strong in
the first four months of the year
and then slowed substantially. Funds
were shifted into NOW accounts from
demand deposits and from interest-
earning assets included in M2, such
as savings accounts. Because shifts
from savings accounts and other non-
demand-deposit sources distort the
growth of Ml-B, the Federal Reserve
established its growth range for this
aggregate on a basis that abstracted
from such shifts, facilitating compari-
sons with earlier years. Adjustments
were estimated on the basis of various
surveys of depository institutions and
individuals, as well as by statistical
techniques. After account is taken of
these adjustments, Ml-B expanded in
1981 at a rate of only IVk percent,
the slowest growth for any year since

the early 1960s and below the range
of 3Vi to 6 percent adopted for this
aggregate by the FOMC.

While the narrow money stock was
unusually weak in 1981, the broader
monetary aggregates were above the
upper limits of their specified target
ranges. In past periods of rising in-
terest rates, the velocity of M2—de-
fined as the ratio of GNP to M2—has
risen because funds were diverted
from fixed-rate accounts at depository
institutions to higher-yielding market
instruments. But the composition of
M2 has changed markedly since
1978: its nontransaction component
now contains a variety of attractive
assets bearing market-related yields.
The volume of such instruments con-
tinued to expand rapidly in 1981,
insulating M2 from the damping ef-
fects of rising interest rates by en-
couraging investors to keep their
funds in financial intermediaries. The
growth of the money market mutual
fund component of M2—which was
revised in February 1982 to exclude
funds confined to institutional in-
vestors—was particularly strong, ac-
counting for almost 60 percent of the
increase in the nontransaction com-
ponent of M2 in 1981.

Inflows of savings and small-de-
nomination time deposits accounted
for a much smaller proportion of the
increase in the nontransaction com-
ponent of M2 in 1981 than in other
recent years. Outflows from savings
accounts were much greater in 1981
than in the preceding year, even after
adjusting for shifts into NOW ac-
counts, although late in the year run-
offs of savings deposits were reversed
as heightened uncertainty about the
economy apparently contributed to
greater liquidity preference. Net issu-
ance of six-month money market
certificates was only about a third of
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Monetary, Bank Credit, and Reserve Aggregates
Billions of dollars

Targeted and actual Ml-B shift adjusted Targeted and actual Ml-B

440

420

Billions of dollars

8'•':%

440

420

Targeted and actual M2 Targeted and actual M3

' w 180°

1700

2200

2100

2000

Targeted and actual bank credit Reserve aggregates

1300 Total reserves

1200

40

38

Nonborrowed reserves

'80 1981 '80 1981

Ml-B shift adjusted is adjusted for the im-
pact of nationwide NOW accounts.

Targets are ranges adopted by the FOMC
for 1980 Q4 to 1981 Q4.

Data for bank credit before February are
adjusted for a discontinuity in the series. The
December figure is adjusted for shifts of assets

into international banking facilities.
The reserve aggregate series have been ad-

justed to remove discontinuities associated
with changes in reserve requirement ratios and
the distorting effects of weekend reserve avoid-
ance activities in 1980. Nonborrowed reserves
include extended credit.

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

1981



18 Monetary Policy

that in 1980 as rates paid on these
certificates exceeded those available
on money market funds for only two
or three months in 1981. In addition,
flows into 21/i-year small savers cer-
tificates were quite weak until August,
when the cap on the ceiling rate
imposed in late 1980 was removed.

In October, tax-exempt all savers
certificates were introduced, attracting
$43 billion in the fourth quarter of
1981. Savings and loan associations
accounted for almost half of this flow,
while commercial banks and mutual
savings banks garnered 40 and 10
percent respectively. The all savers
certificates apparently augmented
overall deposit flows only moderately,
however; most of the funds are
thought to have come from savings
and other time deposits already in-
cluded in M2.

Finally, retail repurchase agree-
ments, which were included in M2
with the February 1982 revision,
edged up over the first few months
of 1981 and then advanced sharply
in the summer. (Retail repurchase
agreements are in denominations of
less than $100,000, mature in less
than 90 days, and are not subject to
interest rate limitations.) During the
third quarter of 1981, many deposi-
tory institutions actively promoted
this instrument, both to retain funds
they already held and to attract funds
that might later be rolled over into all
savers certificates.

M3 grew HVi percent in 1981,
Wi percentage points faster than in
1980 and 2 percentage points more
than M2. Large-denomination time
deposits, which account for the bulk
of the difference between M3 and
M2, increased rapidly in 1981 as de-
pository institutions expanded their
managed liabilities offered domesti-
cally to offset the weakness in core

deposits and a reduction in borrow-
ings from abroad. Commercial banks
in particular financed most of the
excess of strong credit expansion over
core deposit growth by issuing large-
denomination certificates of deposit.
The rapid growth of money market
mutual funds catering only to institu-
tional investors also accounted for a
sizable portion of the difference be-
tween M2 and M3.

Commercial bank credit, inclusive
of assets shifted from domestic bank-
ing offices to international banking
facilities (IBFs) in December, grew
8% percent in 1981, somewhat faster
than in 1980; exclusive of assets
shifted to IBFs, bank credit grew
SV4 percent, still a bit faster than in
the previous year. (IBFs are limited-
purpose facilities that were authorized
in early December to accept deposits
from and to extend credit to foreign
entities; the foreign deposit liabilities
of IBFs are not subject to reserve
requirements or to interest rate ceil-
ings, and in a number of states earn-
ings of IBFs have been granted favor-
able tax treatment.) The pickup in
expansion of bank credit in 1981 re-
flected stronger total loan growth,
including that at IBFs. Business lend-
ing of U.S. offices of commercial
banks accelerated as conditions in
bond and equity markets were un-
favorable for most of the year. In
addition, commercial and industrial
loans to U.S. residents booked at
foreign branches of U.S. banks, which
are not included in the standard meas-
ure of bank credit, increased substan-
tially more in 1981 than in 1980 as
the spread of the prime rate over
the London interbank offer rate
(LIBOR) remained large by histori-
cal standards during much of the year.
Many large banks include a LIBOR-
based rate as a pricing option in loan
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Monetary Policy 19

agreements with large corporate cus-
tomers, and some report that they
often book or rebook loans at their
foreign branches when customers
elect the LIBOR option. The pickup
in total loan growth at commercial
banks in 1981 also reflected a small
increase in lending to consumers and
nonbank financial institutions as well
as a stronger pace of security lending.
Faced with large loan demands, banks
markedly slowed their security acqui-
sitions in 1981; U.S. government obli-
gations accounted for the bulk of the
slowdown.

Aggregate Credit Flows

After a rapid rebound in the second
half of 1980, net credit flows to non-
financial sectors of the U.S. economy
continued strong in the first half of
1981, then fell sharply in the final
months of the year in response to the
weakening in economic activity. For
the year as a whole, net credit flows
to domestic nonfinancial sectors
totaled approximately $369 billion,
an increase of 12 percent from 1980,
but somewhat below the totals for
1978 and 1979.

Borrowing by households and
businesses rose only moderately in
1981 with virtually all of the increase
in the form of short- and interme-
diate-term credit obligations, includ-
ing bank loans, commercial paper
issues, and consumer installment
credit. The volume of corporate
bond financing, in contrast, remained
below the record levels of 1980 as
long-term interest rates generally
trended up through much of the year,
and activity in the already sluggish
mortgage markets weakened steadily
as the year progressed. In the public
sector, net borrowing by the U.S.
Treasury reached a new high as the

Funds Raised by
Domestic Nonfinancial Sectors

Billions of dollars

Total

Private sectors

Federal government
200

State and local

1977 1979 1981

Excludes equities. Data are semiannual
totals at seasonally adjusted annual rates.

government financed a $93 billion
combined deficit of the federal gov-
ernment and off-budget agencies. Net
issuance of state and local govern-
ment debt remained sizable during the
year despite sharply rising yields on
tax-exempt securities.

The U.S. Treasury raised approxi-
mately $87 billion in U.S. credit mar-
kets in 1981 and financed the re-
mainder of the combined federal
deficit by drawing down its cash bal-
ance and through nonmarket sources
of finance. The borrowing by the
Treasury was concentrated in mar-
ketable debt issuance that more than
offset redemptions of savings bonds
and nonmarketable debt in an amount
close to $10 billion. Net sales of
Treasury bills accounted for roughly
one-fourth of the funds raised in mar-
kets, and coupon issues accounted for
the remainder. Money market mutual
funds absorbed a substantial portion
of the net increase in short-term
Treasury debt; households, which
typically are attracted to open mar-
ket instruments in periods of high
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20 Monetary Policy

interest rates, also were major direct
purchasers of government securities
in 1981. On the other hand, com-
mercial banks greatly curtailed their
acquisitions of Treasury securities in
an environment of strong demand for
bank loans.

State and local governments experi-
enced increased financial pressures in
1981, resulting in part from cuts in
federal grants coupled with sluggish
growth in tax revenues. Although
many governmental units reduced
their activities in this environment,

capital requirements generally con-
tinued to rise, and demands for funds
in municipal markets remained siz-
able. Such demands were enlarged
further by increased use of tax-exempt
industrial revenue bonds to finance
private corporate needs.

On the supply-of-funds side, how-
ever, the market for tax-exempt se-
curities weakened perceptibly in 1981
as the primary institutional investors,
property and casualty insurance com-
panies and commercial banks, greatly
curtailed their acquisitions. Indeed,

Net Funds Raised and Supplied in Credit Markets
Billions of dollars

Sector
19811

Ql Q2 Q3 Q4 '

Net funds raised

Total, all sectors

U.S. government
State and local government
Foreign

Private domestic nonfinancial
Business
Household

Domestic financial
Private intermediaries —
Sponsored credit agencies
Mortgage pool securities .

476

37
18
20

318
147
171

82
34
24
24

418

79
25
27

226
124
102

61
18
24
19

478

87
22
31

259
153
107

78
35
30
13

468

128
30
33

233
113
120

44
18
9

17

537

43
22
38

317
190
127

117
65
40
12

510

58
12
16

284
168
117

139
63
65
11

397

120
26
37

203
140

63

12
- 7

5
14

Net funds supplied

Total, all sectors

U.S. Government
State and local government
Foreign

Private domestic nonfinancial
Business
Household

Domestic financial
Private intermediaries

Commercial banks
Thrift institutions
Insurance and pension funds
Other2

Sponsored credit agencies
Mortgage pool securities .
Federal Reserve System ..

476

19
17

- 6

93
8

85

418 478

24
24
20

32
4

28

354
292
121
56
66
49

319
270
100
58
80
32

29
24

8

25
19
5

25
21
12

60
12
48

361
308
103
26
84
95

31
13
9

468

31
34
50

11
- 5
16

341
321
70
42
69

140

10
17

- 7

537

29
12
26

103
25
78

367
321
134
42
90
56

42
12

- 8

510

20
14

- 2 5

86
16
70

414
321
112

8
84

117

66
11
16

397

19
23

- 5

38
12
26

322
267

98
12
92
65

6
14
34

1. Seasonally adjusted at annual rates.
2. Includes finance companies, money mar-

ket funds, real estate investment trusts, open-

end investment companies, and security bro-
kers and dealers,

p Preliminary.
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such investors provided only about
30 percent of net funds raised in mu-
nicipal markets in 1981 compared
with 85 percent in 1979 and 1980.
A lessening of the need for tax-
exempt income, because of reduced
earnings in the case of the insurance
companies and the availability of
other methods for sheltering income
from taxes in the case of banks, ap-
parently reduced the attractiveness of
municipal securities to these two
types of institutions and left individ-
uals as the primary purchasers of tax-
exempt securities in 1981. For their
part, individuals may have required
higher yields on such securities—
especially in the latter part of the
year—in light of forthcoming reduc-
tions in marginal income tax rates,
the introduction of the tax-exempt
all savers certificate, and the broad-
ened eligibility for individual retire-
ment accounts and the enlargement
of maximum contributions to Keogh
plans in 1982.

Reflecting all these factors, yields
on municipal securities rose consid-
erably more last year than did rates
on taxable debt issues. At year-end,
the ratio of tax-exempt to taxable
yields exceeded by 5 percentage
points its average level of the last 10
years. Even though yields on munici-
pal bonds rose to record levels, the
net volume of tax-exempt financing
remained substantial, buoyed in part
by a rebound in offerings of mortgage
revenue bonds in the final quarter.
For the year 1981, net funds raised
by state and local governments totaled
an estimated $22 billion, compared
with $25 billion in the previous year.

Net credit flows in the nonfinancial
business sector followed an uneven
pattern during 1981. At the begin-
ning of the year, strong growth in
corporate internal funds accompanied

the acceleration in real GNP growth
and greatly reduced corporate needs
for external financing. But as the
economy slowed, corporate profits
turned sluggish, while sizable un-
intended inventory accumulation
boosted requirements for financing.
Consequently, businesses undertook
an exceptionally large volume of
financing in the second and third
quarters, most of which was concen-
trated in short-term markets, espe-
cially at commercial banks and in the
commercial paper markets. The pace
of borrowing diminished considerably
in the final months of the year in
association with the contraction in
production and lower capital require-
ments, but on balance corporate
credit demands were about 20 per-
cent higher for the year than in 1980.
Although corporations issued a rec-
ord volume of new stock, net financ-
ing in equity markets was negative
in 1981 as retirements and cash pur-
chases of stock in connection with
merger activities exceeded the volume
of new issues.

The focus of business demands on
short-term sources of funds reflected
in large part the high cost of issuing
long-term debt in 1981. Yields on
corporate bonds trended up during
most of the year, with rates on high-
est-grade issues reaching record levels
above 17 percent in the fall. Although
the brief decline in long-term interest
rates in November produced a surge
in new bond issues, for the year as a
whole long-term debt issuance by
corporations was substantially below
the record volume of 1980. Thus cor-
porations made virtually no progress
in funding short-term liabilities in
1981, and the ratio of short-term to
total debt of the nonfinancial corpo-
rate sector rose to an unprecedented
level. Reflecting this development
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22 Monetary Policy

and the general deterioration in other
financial measures and profitability,
downgradings of corporate debt is-
suers accelerated in 1981, while the
number of bankruptcies and failures
rose sharply.

The household sector increased its
borrowing slightly in 1981 from the
low 1980 levels. All of the increase
reflected growth in consumer install-
ment credit, which had been severely
depressed during and immediately
after the credit restraint program of
1980. Increases in automobile loans
bolstered growth in installment credit
in the first and third quarters of 1981,
when manufacturers sought to stimu-
late car sales through rebates or other
incentive programs; financing of con-
sumer durable goods and other
nonauto goods also strengthened dur-
ing the spring and early summer.

Even with the pickup, consumer
installment debt expanded much
more slowly in 1981 than in 1978
and 1979. Partly as a result, the
financial position of the household
sector appeared to have improved in
some respects since the beginning of
1980. By late 1981 delinquency rates
on installment loans had fallen con-
siderably from 1980 peaks, and auto
finance companies were reporting
their lowest delinquency rates in al-
most a decade. At the same time,
however, delinquency rates on mort-
gages moved up.

Flows of home mortgage funds,
which form the major share of
household net borrowing, contracted

sharply in 1981, in consequence of
rising interest rates and tightening
supplies of mortgage credit. Weak
deposit flows and continued erosion
of earnings constrained the supply of
mortgage funds at thrift institutions,
and rates on new commitments for
conventional home mortgages at sav-
ings and loan associations rose per-
sistently during much of the year to
reach record levels above 18Vi per-
cent in October. Direct credit flows
from insurance companies and fed-
erally sponsored agencies remained
near 1980 levels, providing no offset
to the reduction in mortgage lending
from depository institutions. In ad-
dition, the flow of funds through
municipal units slowed because of
restrictions on the issuance of mort-
gage revenue bonds.

The taut mortgage credit condi-
tions encouraged use of so-called
"creative financing" techniques, in-
cluding wraparound loans, builder
buydown arrangements, and the as-
sumption of low-rate first trusts when
house sellers were willing to take back
a second mortgage. Adjustable-rate
instruments became a more common
feature of mortgage lending, facili-
tated by changes in federal regulations
and the evolution of secondary mar-
kets for such instruments. By year-
end, almost 40 percent of conven-
tional first mortgage home loans being
made carried some adjustable-rate
feature that spread the risks of future
fluctuations in interest rates between
borrower and lender.
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Monetary Policy and Financial Markets

Monetary policy in 1982 continued
to aim at moderating inflationary
pressures and, in the process, to
provide a basis for sustainable growth
in real economic activity. Early in
the year the Federal Open Market
Committee adopted target ranges for
growth in the monetary aggregates
believed to be consistent with these
objectives. Those ranges were reaf-
firmed at midyear, with the proviso
that growth above the targets might
have to be tolerated for a time if
unusual demands for money and
liquidity emerged, as seemed possi-
ble in light of prevailing economic
and financial uncertainties. In the
second half of the year, demands for
highly liquid assets did prove to be
appreciably greater than had been
anticipated, leading, for the year as
a whole, to growth in the aggregates
above the upper limits of their re-
spective target ranges. Indeed, over
the year the income velocities of the
monetary aggregates (defined as the
ratio of nominal gross national prod-
uct to money) declined at the sharp-
est rates of the postwar period.

The conduct of monetary policy in
1982 was complicated by financial
developments that greatly hindered
the interpretation of movements in
narrow money, Ml. Specifically, the
component consisting of other check-
able deposits (OCDs), which in-
cludes NOW accounts and similar
interest-bearing checking balances,
dominated the growth of Ml during
the year. OCDs are probably quite
sensitive to changes in the proportion
of savings that households want to
hold in highly liquid form for precau-
tionary purposes; transaction mo-

tives are likely to be not so telling
for OCDs as for demand deposits.
Moreover, shifts of funds associated
with the maturation of a substantial
volume of all savers certificates and
with the introduction of money mar-
ket deposit accounts distorted the
behavior of Ml in the fourth quarter.
Because the extent of these distor-
tions could not be anticipated, the
FOMC at its meeting in early Octo-
ber decided to deemphasize Ml, at
least temporarily, as an operating
guide for monetary policy, and in-
stead, to place greater emphasis on
M2 and M3 in the expectation that
these measures would be less af-
fected by developments in the fourth
quarter.

Interest rates declined substan-
tially on balance over 1982, mostly
after midyear. Yields on short-term
market instruments generally ended
the year 3 to 5 percentage points
below their levels of late 1981, and
long-term rates declined 3 to 4 per-
centage points. Although the weak-
ness in private credit demands asso-
ciated with slumping household and
business spending freed funds to
finance the government, a growing
federal deficit tended to hold long-
term rates up. Thus, concerns with
the burgeoning deficit tended to
offset the effects on long-term rates
of diminishing inflation expectations.
Risk premiums in the interest rate
structure widened at times as prob-
lems of financial and industrial firms
sparked concerns about the safety of
investments.

In the aggregate, net borrowing by
nonfinancial sectors of the economy
increased somewhat in 1982. The
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Monetary Policy and Financial Markets 15

Interest Rates

Short-term

Percent per annum

Federal funds

Long-term

State and local government bonds

1976 1978 1980 1982

Monthly averages except for Federal Reserve dis-
count rate and conventional mortgages (based on
quotations for one day each month). Yields: U.S.
Treasury bills, market rate on three-month issues,
discount basis; conventional mortgages, rates on first
mortgages in primary markets, unweighted and
rounded to nearest 5 basis points, from U.S. De-
partment of Housing and Urban Development; Aaa

federal government's demands on
the credit markets were up roughly
85 percent from the previous year,
and state and local government units
borrowed more than twice as much
as in 1981. In contrast, households
greatly curtailed additions to their
installment and mortgage debt while
they increased their acquisitions of
liquid assets. Business borrowing re-
mained relatively strong during the
first three quarters of the year, but
dropped off sharply in the fourth.
Short-term debt fell even more sharply

utility bonds, weighted averages of new publicly of-
fered bonds rated Aaa, Aa, and A by Moody's Inves-
tors Service and adjusted to Aaa utility basis by Fed-
eral Reserve; U.S. government bonds, market yields
adjusted to 20-year constant maturity by U.S. Trea-
sury; state and local government bonds (20 issues,
mixed quality), Bond Buyer.

toward the end of the year as lower
long-term interest rates allowed many
firms to repay short-term debt with
the proceeds of long-term security
issues.

Monetary Aggregates
and Interest Rates

Money market conditions during 1982
were influenced by changes in de-
mands for and supplies of bank
reserves, and by investor concerns
about the effects of protracted weak-
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16 Monetary Policy and Financial Markets

ness in the economy on the credit-
worthiness of borrowers. Short-term
interest rates turned upward in early
1982 as a brisk uptrend in Ml growth
over the final months of 1981 was
augmented by a burst in January.
Because monetary growth exceeded
by a considerable margin the Sys-
tem's objectives, the gap between
required reserves and the amount of
nonborrowed reserves consistent with
the System's objectives for monetary
growth widened substantially. After
peaking in mid-February, about 2 to
3 percentage points above the levels
posted at the beginning of the year,
money market rates receded slightly
over the remainder of the quarter in
response to the relative stability of
Ml after its January bulge.

Short-term rates continued to drift
lower through the second quarter.
However, yields on private credit
instruments rose relative to those on
Treasury securities in response to
heightened concerns about the credit-
worthiness of borrowers; these con-
cerns were stirred by filings by sev-
eral large firms under chapter 11 of
the federal bankruptcy laws, the
bankruptcies of two relatively small
securities dealers, and rising business
failures in general.

During the summer, weakness in
narrow money lowered reserve de-
mands relative to the supply of non-
borrowed reserves, and short-term
interest rates fell markedly. Further
downward movements in rates ac-
companied several reductions of Vz
percentage point each in the discount
rate in July and August. Spreads
between yields on lower- and higher-
rated private money market instru-
ments, as well as between yields on
private and U.S. government securi-
ties, widened considerably over the

third quarter as loan losses suffered
by several large banks and the ex-
posure of domestic banks to large
losses on foreign loans added to
investor concerns.

By early fall, weakness in the
economy, accompanied by unusually
strong liquidity demands and increas-
ing financial strains domestically and
abroad, led the Federal Reserve to
adopt a more accommodative pos-
ture toward supplying reserves. As
short-term interest rates declined fur-
ther, concerns about the financial
condition of borrowers diminished
and spreads related to credit quality
narrowed appreciably. Money mar-
ket rates continued to fall through
year-end, a trend that was reinforced
by additional reductions in the dis-
count rate.

Most long-term interest rates
changed little on balance over the
first half of the year. Despite appar-
ent improvement in the outlook for
inflation, sentiment in the bond mar-
ket over the period was dominated
by the impact of large prospective
federal deficits and the possibility
that, as the economy began to re-
cover, demands for money and credit
would press harder against restricted
supplies. In the second half, bond
yields moved downward despite such
concerns, reflecting further progress
against inflation and a spreading view
among market participants that the
depth of the economic contraction
and international financial tensions
would preclude an early reversal of
the easing in money market condi-
tions.

The relative growth and composi-
tion of the monetary aggregates in
1982 reflected the introduction of
new types of deposit accounts, un-
certainties related to the weak econ-
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Monetary Policy and Financial Markets 17

Reserves and Monetary Aggregates
Annual rates of change based on seasonally adjusted data unless otherwise noted,

iiem

Member bank reserves2

Total
Nonborrowed
Required
Monetary base3

Concepts of money4

Ml
Currency and traveler's

checks
Demand deposits
Other checkable deposits.

M2
Nontransaction

component
Small-denomination

time deposits6

Savings deposits and
money market
deposit accounts . . .

General purpose and
broker/dealer
money market
mutual fund
assets (n.s.a.)7

Overnight RPs and
Eurodollars
(n.s.a.)

M3
Non-M2 component

Large-denomination
time deposits

Institution-only money
market mutual
fund assets (n.s.a.)

Large term RPs (n.s.a.)

1980

6.7
7.5
6.4
8.5

7.2

9.2
3.1

58.1

9.0

9.6

14.2

-4.4

101.5

25.5

9.7
14.0

12.7

76.8
8.0

1QO1
J.7O1

4.3
7.1
4.7
4.9

5.1(2.3)5

5.9
-12.5

181.7

9.4

10.9

15.6

-16.4

133.6

20.1

11 7
24.3

21.3

115.0
7.5

1Q09

7.1
7.9
6.8
7.7

8.5

7.8
.9

33.8

9.2

9.5

5.3

9.2

29.8

30.2

10.1
14.3

11.9

44.6
8.0

1981

0 4

3.1
10.9
3.5
4.1

3.2

5.1
- 2 . 5
19.6

9.6

11.7

14.2

-12.2

74.3

-17.9

10.6
15.4

6.0

125.2
16.8

0 1

7.5
- 0 . 9

7.1
7.9

10.5

7.9
.6

46.3

8.7

8.0

3.1

3.7

35.4

56.3

8.6
8.2

10.7

8.7
- 6 . 6

percent1

1982

02 Q3

.6 4.8
4.2 11.2
1.1 4.6
6.6 6.7

3.2 6.1

8.3 6.9
- 5 . 4 - . 1
19.6 21.6

7.0 10.9

8.3 12.4

9.4 12.0

- . 6 .8

22.4 35.0

2.4 27.9

8.5 12.5
16^0 20!0

17.5 13.4

10.8 109.7
16.8 -12.6

0 4

14.8
16.5
13.9
8.5

13.2

7.3
8.5

33.7

9.2

8.0

- 3 . 7

32.4

15.2

25.2

9.4
10.4

4.3

32.7
35.2

1. Changes are calculated from the average amounts
outstanding in each quarter.

2. Annual rates of change in reserve measures have
been adjusted for regulatory changes in reserve re-
quirements.

3. Consists of total reserves (reserve balances of
depository institutions in the current week plus vault
cash held two weeks earlier), currency in circulation
(currency outside the U.S. Treasury, Federal Reserve
Banks, and the vaults of depository institutions), and
surplus vault cash at depository institutions.

4. Ml consists of currency in circulation, traveler's
checks of nonbank issuers, demand deposits at all
commercial banks other than those due to domestic
banks, the U.S. government, and foreign banks, and
official institutions less cash items in the process of
collection and Federal Reserve float, and other check-
able deposits (OCD). OCD consists of negotiable or-
der of withdrawal and automatic transfer service ac-
counts at depository institutions, credit union share
draft accounts, and demand deposits at mutual sav-

ings banks. M2 is Ml plus overnight repurchase agree-
ments (RPs) issued by commercial banks, overnight
Eurodollar deposits held by U.S. nonbank residents
at Caribbean branches of U.S. banks, taxable and
tax-exempt money market mutual fund shares other
than institution-only fund shares, savings deposits,
money market deposit accounts, and small time de-
posits (including retail RPs) at all depository insti-
tutions. M3 is M2 plus large time deposits at all dep-
ository institutions, large term RPs issued by
commercial banks and thrift institutions, and assets
of institution-only money market mutual funds.

5. Number in parenthesis is adjusted for the effects
of shifts from non-Mi sources into other checkable
deposits.

6. Balances in individual retirement accounts (IRAs)
and Keogh accounts at commercial banks and thrift
institutions are subtracted from small time deposits.

7. Excludes balances in IRA and Keogh accounts,

n.s.a. Not seasonally adjusted.
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18 Monetary Policy and Financial Markets

omy, and interest rate movements.
Ml increased 8V2 percent over the
year, 3 percentage points above the
upper bound of the FOMC's target
range. Ml surged despite the sharp
reduction in income growth; and, as
a result, Ml velocity fell roughly 5
percent, the largest drop in any four-
quarter span since World War II.

The changing character of Ml
made its behavior in 1982 difficult to
interpret. In particular, the bulk of
the growth in narrow money was
accounted for by OCDs, which not
only serve as a means of payment
but also, like savings deposits, are
used by many households as a repos-
itory of liquid assets. Because OCDs
have this savings feature, it was
difficult during the year to determine
whether movements in Ml reflected
mainly changes in the demand for
transaction balances, or instead, gen-
eral changes in the demand for liquid
assets. On the whole, the latter
seems to have dominated: the sub-
stantial inflows to OCDs in 1982
appear to have been part of a broadly
based buildup of liquid assets by
households, which may have re-
flected mounting concerns about em-
ployment and income prospects as
well as the effects of declining open
market interest rates.

Growth in M2, at 9lA percent, was
associated with a decline of 5V2
percent in velocity, also a postwar
record.2 The most rapid expansion
within the nontransaction part of M2

2. The growth rates for M2 and M3 reported
in the text and in the table reflect minor
changes made to the definitions of these
aggregates in February 1983. Under these new
definitions, M2 and M3 include shares of tax-
exempt money market mutual funds and
exclude balances in IRA and Keogh accounts.
Under the previous definition, M2 growth in
1982 would have been 93A percent.

occurred in its most liquid compo-
nents, including passbook savings
deposits, shares of money market
mutual funds, and overnight repur-
chase agreements (RPs) and Euro-
dollars.

Three new highly liquid deposit
accounts authorized by the Deposi-
tory Institutions Deregulation Com-
mittee in 1982—the 91-day and 7- to
31-day small-denomination time de-
posit accounts, and the money mar-
ket deposit account (MMDA)—also
registered sizable inflows. The 91-
day and 7- to 31-day small time
accounts (authorized effective May 1
and September 1) required minimum
balances of $7,500 and $20,000 re-
spectively, and paid interest rates
whose ceilings were tied to recent
yields on 91-day Treasury bills.3 By
year-end deposits in these two ac-
counts totaled $30 billion, only a
fraction of which apparently repre-
sented new funds for depository in-
stitutions; substantial amounts placed
in these accounts are thought to have
been shifted from other, longer-
maturity, small time deposits.

Unlike the new small time ac-
counts, MMDAs (authorized effec-
tive December 14) have no fixed
minimum maturity and require only
a $2,500 average minimum balance
to qualify for the payment of unreg-
ulated interest rates. Moreover, up
to six automatic, preauthorized, tele-
phone, or check-writing transfers can
be made from an MMDA each
month (but no more than three
transfers by check), making these
accounts competitive with shares of
money market mutual funds. Depos-

3. Effective January 5, 1983, the interest
rate ceiling on 7- to 31-day small time deposits
was removed, and minimum-balance require-
ments for both 91-day and 7- to 31-day small
time deposits were lowered to $2,500.
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Monetary Policy and Financial Markets 19

Monetary, Bank Credit, and
Reserve Aggregates

Billions of dollars

Targeted and actual M1

475

450

Targeted and actual M2

1900

1800

Targeted and actual bank credit

1400

1350

Reserve aggregates

, N 011 borrowed reserves.
'81 1982

Targets are ranges adopted by the FOMC for 1981
04 to 1982 04.

Target ranges for bank credit reflect the use of a
December 1981-January 1982 base to minimize the
effects of asset shifts into international banking fa-
cilities.

The reserve aggregate series have been adjusted to
remove discontinuities associated with changes in re-
serve requirement ratios. Nonborrowed reserves in-
clude extended credit.

itory institutions promoted MMDAs
heavily, and by the end of the year
balances in MMDAs stood at $87
billion, approximately three-fifths of
which were at commercial banks (the
remainder were at thrift institutions).
Although most of these balances
apparently were reallocated from
within M2, funds also were shifted
from large-denomination time depos-
its and term RPs, as well as from
sources outside M3.

Despite the large inflows to these
new types of accounts, overall expan-
sion in the nontransaction compo-
nent of M2 moderated in 1982 as
inflows to total small time deposits
and to money market mutual funds
abated sharply. Growth in the money
market mutual funds, though still
substantial, dropped to only one-
fourth of the 1981 pace, reflecting to
some extent an inevitable decelera-
tion in the number of accounts as
the pace of the public's learning
about this instrument slowed. At the
same time, growth in small time
deposits declined by two-thirds: siz-
able runoffs of six-month money
market certificates and all savers
certificates (ASCs) more than offset
rapid expansion of retail RPs, 2V2-
year small savers certificates, and
balances in the new 91-day and 7- to
31-day accounts. Small time deposits
were especially weak in the fourth
quarter; they were depressed by
lower open market rates after mid-
year, which apparently encouraged
many investors to place significant
amounts of maturing ASC funds in
OCDs and savings deposits, as well
as by runoffs of balances accumu-
lated in anticipation of MMDAs.

M3 increased 10 percent in 1982,
compared with IP/4 percent in 1981,
as markedly slower expansion of
both large-denomination time depos-

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

1982



20 Monetary Policy and Financial Markets

its and assets of institution-only money
market mutual funds more than off-
set the uptick in M2 growth.4 The
reduced issuance of large-denomina-
tion time deposits by commercial
banks reflected stronger expansion
of core deposits in combination with
somewhat slower growth in bank
credit.

From a base calculated as the
average for December 1981 and Jan-
uary 1982, bank credit expanded at
a 7 percent rate, about the same as
it had over the previous year, al-
though the pace of expansion slowed
considerably after the first quarter.5

Much of the deceleration during the
year occurred in business loans, re-
flecting weak economic activity and,
in the second half of the year, steeply
declining interest rates that encour-
aged many firms to refinance short-
term indebtedness with longer-term
bonds. Real estate lending also slowed
noticeably in the second half. Lend-
ing to consumers remained depressed
until late in the year, when bank
financing of consumer auto pur-
chases spurted. In addition, acquisi-
tions of securities—mainly Treasury
obligations—surged in 1982, in re-
sponse to heavy Treasury borrowing
and strong inflows of core deposits
relative to loan demands. U.S. bank-
ing offices again made substantial
advances to their foreign affiliates as
the interest costs on domestic liabil-
ities, compared with Eurodollar rates,
continued to favor such funding of
bank assets.

4. Under the previous definition, the growth
rate of M3 in 1982 would have been WA
percent.

5. Unlike the monetary aggregates, the base
for the FOMC's target for bank credit was
specified as the December-January average
to reduce the distorting effects of shifts of
assets to international banking facilities.

Aggregate Credit Flows

Total funds raised by domestic non-
financial sectors increased 9 percent
in 1982 to $412 billion, led principally
by an unprecedented pace of borrow-
ing by government at all levels.
Business financing, although down
from the extraordinary 1981 pace,
remained substantial until late in the
year, when reductions in capital and
inventory outlays relative to inter-
nally generated funds enabled firms
to reduce their reliance on external
sources of finance. As households
made concerted efforts to rebuild
liquidity, their borrowing weakened
noticeably. Funds raised by foreign
entities in U.S. markets also dropped
markedly in response to relatively
high interest rates in the United
States, a rising dollar, and weakening
economic activity abroad.

The U.S. Treasury raised approx-
imately $160 billion in U.S. credit
markets to finance a combined deficit
of the federal government and off-
budget agencies of $146 billion for
calendar year 1982; the Treasury
used about half of the excess to build
up its cash balance. Issuance of
marketable debt totaled approxi-
mately $163 billion, as outstanding
nonmarketable debt and other bor-
rowing from the public declined by
small amounts. Coupon issues ac-
counted for roughly three-fifths of
the funds raised, and net sales of
Treasury bills for the remainder. As
in 1981, money market mu-
tual funds acquired a substantial part
of the net issuance of short-term
Treasury debt. State and local gov-
ernments also were major purchasers
of Treasury securities, likely using
such investments as a temporary
repository for funds raised through
accelerated bond sales. Households
and commercial banks bought most
of the remainder.Digitized for FRASER 
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Net Funds Raised and Supplied in Credit and Equity Markets
Billions of dollars

Sector 1980 1981 19821
19812

HI H2

19822

HI H21

Net funds raised

Total, all sectors

Domestic nonfinancial
U.S. government
State and local government .

Private
Business
Household

Domestic financial
Private intermediaries
Sponsored credit agencies.
Mortgage pool securities ..

Foreign

466

368
79
27

262
144
118

68
25
24
19

29

496

379
87
22

270
150
120

89
44
30
15

27

515

412
161
47

203
118
85

86
25
13
47

18

534

404
82
25

297
156
141

96
53
27
16

35

459

356
93
20

244
144
100

83
35
33
15

20

492

365
99
42

224
141
84

110
51
21
38

17

538

459
223

53

182
96
87

62
1
5

57

18

Net funds supplied

Total, all sectors

Domestic nonfinancial
U.S. government
State and local government

Private
Business
Household

Domestic financial
Private intermediaries

Commercial banking
Thrift institutions
Insurance and pension funds.
Other3

Sponsored credit agencies.
Mortgage pool securities ..
Federal Reserve System...

Foreign

466

115
21
22

70
- 2
72

322
273
100
54
93
26

25
19
5

29

496

95
24
20

51
8

43

379
324
103
24
95

102

31
15
9

22

515

136
19
47

70
13
57

352
280

99
24

106
51

15
47
10

28

534

102
27
20

55
7

48

393
352
108
43
98

103

29
16

- 4

39

459

87
21
20

46
8

37

367
297

99
5

93
100

33
15
22

492

113
14
32

67
5

62

353
299
121
29

106
43

23
37

- 6

26

538

160
24
63

73
21
52

349
260

77
18

106
59

7
57
26

30

1. Includes preliminary data for the fourth quarter.
2. Seasonally adjusted annual rates.
3. Includes finance companies, money market funds,

State and local governmental units
issued both general-obligation and
revenue bonds in large amounts
throughout most of 1982, in part
because of continued pressures on
tax revenues. Net of retirements,
funds raised by state and local gov-
ernments more than doubled be-
tween 1981 and 1982, while the
issuance of industrial revenue bonds
(included in borrowing by the cor-
porate sector) recorded a smaller but
nevertheless substantial rise as eligi-
ble private borrowers availed them-
selves of the lower rates on tax-
exempt obligations. Offerings of state

real estate investment trusts, open-end investment
companies, and security brokers and dealers.

and local debt surged to record levels
in the final months of the year in
response to declining interest rates;
at the same time, a provision of the
Tax Equity and Fiscal Responsibility
Act (passed in August), requiring all
municipal bonds to be issued in
registered form beginning in 1983,
evidently prompted many issuers to
advance the marketing of bonds
planned for that year. The effective
date for the new registration require-
ment was, in fact, postponed six
months in mid-December, but most
of this accelerated financing had
been accomplished by that time.Digitized for FRASER 
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Funds Raised by
Domestic Nonfinancial Sectors

Billions of dollars

Federal government

Business and households

State and local governments

300

200

100

1978 1982

Includes equities. Data are quarterly totals at sea-
sonally adjusted annual rates.

For the second year in a row, a
large slate of municipal bonds met
with weakening demand from the
traditional institutional buyers in this
market. Commercial banks and
property and casualty insurance com-
panies on net acquired virtually no
tax-exempt securities in 1982; these
investors provided almost 30 percent
of the net funds raised in the munic-
ipal market in 1981 and 60 percent
the year before that. Commercial
banks evidently found other ways to
shelter their income, while many
property and casualty insurance com-
panies, suffering continued heavy
underwriting losses, had no need for
tax-exempt income. Thus households
purchased nearly all of the record
volume of offerings by state and local
governments, for the most part di-
rectly but also through mutual funds
and unit investment trusts. Reflect-
ing the reduced investments by insti-
tutional investors and the unusually
heavy issuance, the ratio of tax-
exempt to taxable yields remained
near the record high level reached
late in 1981.

Faced with low profits, nonfinan-
cial corporations continued to rely
heavily on external sources of funds
during much of 1982. Toward the
end of the year, however, their
financing needs dropped off sharply
as they made substantial cuts in both
inventories and expenditures for plant
and equipment. For the year as a
whole, corporate business financing
in debt and equity markets combined
was about 20 percent less than in
1981.

The sharp decline in interest rates
that began in July and the subsequent
strong rally in stock prices brought

Financing Pattern of
Nonfinancial Corporations

Financing gap

Capital

Net funds raised in credit markets:

Total

By type

50

Securities and mortgages

1976 ' 1978 1980 ' l982

Excludes equities. Data are seasonally adjusted
quarterly totals at annual rates.

IVA, inventory valuation adjustment.
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about a marked shift in the compo-
sition of business financing. Through
the first half of the year, high long-
term rates of interest induced busi-
nesses to rely mainly on bank loans
and commercial paper, as they had
done so extensively in 1981. As a
result, the ratio of short-term to total
debt on the balance sheets of U.S.
companies reached a record level.
From July through December, how-
ever, yields on long-term corporate
bonds fell approximately 4 percent-
age points to about 12 percent for
top-rated issues, and stock prices
rose 35 to 45 percent. Taking advan-
tage of the lower yields, businesses
floated substantial quantities of long-
term debt and equity, using much of
the proceeds to pay down commer-
cial paper and bank loans. Even with
these shifts, however, only a massive,
sustained restructuring effort could
restore debt ratios to the levels of a
few years ago.

Stimulated by the midyear tax cut
as well as by growing concerns about
employment and income prospects,
households increased their savings in
1982; they concentrated heavily on
accumulating financial assets, many
of which bore extraordinarily high
real rates of return. Despite some
pickup in mortgage borrowing late
in the year as interest rates declined,
the addition to home mortgage debt
was the smallest since 1976 and less

than half the record amount in 1979.
Growth in installment debt was slug-
gish through most of 1982, reflecting
in part continued restrictive lending
standards as well as reluctance by
consumers to assume debt for the
purchase of major durable goods;
toward year-end, however, such
lending picked up appreciably when
car makers offered concessionary fi-
nancing.

Growth in the value of financial
assets held by households during
1982 was nearly twice the pace of
1981, and with the slowdown in debt
accumulation, household net worth
expanded much more rapidly than it
had the year before. At the same
time, delinquency rates on consumer
loans fell during the year—an unu-
sual occurrence during a period of
slack economic activity.

In contrast, mortgage loan delin-
quencies and defaults increased
sharply, as households that lost in-
come found it difficult to meet the
large monthly payments on high-
interest-rate loans. The rise in mort-
gage delinquencies and defaults also
may have reflected the effects on
homeowners' equity of softness in
house prices in some parts of the
country. On balance, however,
households by year-end had made
considerable progress in strengthen-
ing their balance sheets and in reduc-
ing their exposure to financial stresses.

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

1982



12

Monetary Policy and Financial Markets

In its reports to the Congress in Feb-
ruary and July 1983, the Federal Re-
serve indicated that monetary policy
during that year would be conducted
with the aim of fostering a recovery in
economic activity and encouraging
further progress toward price stabili-
ty. Establishing specific objectives for
growth in the monetary aggregates
was fraught with difficulties, how-
ever. Beginning in 1982, the behavior
of Ml in relation to economic activity
had diverged sharply from historical
trends, raising doubts about the use-
fulness of that aggregate as a policy
target, at least over the near term.
The effects of newly introduced
"super" negotiable order of with-
drawal accounts (Super NOWs) and
money market deposit accounts
(MMDAs) on the behavior of Ml also
were subject to considerable uncer-
tainty. In addition, early in 1983 M2
was clearly being swelled by massive
shifts of funds from outside that ag-
gregate into MMDAs, but it was im-
possible to predict the precise timing
and volume of such shifts.

In light of these special factors and
uncertainties, the Federal Open Mar-
ket Committee departed in early 1983
from past practices for establishing
monetary objectives. The Committee
agreed that the uncertainties regard-
ing Ml continued to warrant the prac-
tice, begun in October 1982, of plac-
ing principal weight on the broader
monetary aggregates—M2 and M3—
in the implementation of monetary
policy. Although the demands of the
public for those aggregates might be
affected by shifts in asset preferences
that were rooted in regulatory changes
or other causes, such effects seemed

likely to be smaller and more predict-
able for the broader aggregates than
for Ml.

In the case of M2, the FOMC estab-
lished an annual target range of 7 to
10 percent. It believed that the per-
formance of this aggregate would be
measured most appropriately over a
period when it would be less influ-
enced by the initial, highly aggressive
marketing of MMDAs. Thus the
Committee chose the average level of
February and March 1983 as the base
for measuring growth, rather than the
fourth quarter of 1982, the period
that would have been consistent with
past practice. The range for M2,
which was 1 percentage point higher
than the range for 1982, was expected
to allow for some residual shifting of
funds to MMDA accounts over the
remainder of the year.

The range for M3, to be measured
as usual from the fourth quarter to
the fourth quarter, was established at
6Vi to 9Vi percent. Although this
range was the same as that established
in the previous year, it encompassed
growth below the actual outcome in
1982. In adopting this range, the
Committee assumed that any net shift
of funds during the year into the new
types of deposit accounts from mar-
ket instruments would be largely off-
set by reductions in managed liabili-
ties (such as large certificates of
deposit) that are included in M3.

Because of difficulties in gauging
the relation between transaction bal-
ances and economic activity, the range
for Ml was set in February at 4 to 8
percent, a band that was 1 percentage
point wider than usual. As noted
above, the Committee agreed that, inDigitized for FRASER 

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

1983



Monetary Policy and Financial Markets 13

Monetary Aggregates, Nonfinancial
Sector Debt, and Reserves

Billions of dollars

Range and actual M2

2200

Range and actual M1

520

Range and actual total domestic
nonfinancial sector debt

'82 1983

The FOMC adopted the range for M2 for the period
from February-March 1983 to 1983:4; for M3, for the
period from 1982:4 to 1983:4; and for total debt of the
domestic nonfinancial sector, for the period from
December 1982 to December 1983. For Ml, the range
was initially adopted for the period 1982:4 to 1983:4,
but at midyear the period was revised to 1983:2 to
1983:4.

The reserve aggregates have been adjusted to
remove discontinuities associated with changes in
reserve requirements. Nonborrowed reserves include
extended credit.

implementing monetary policy, less
than customary weight would be as-
signed to Ml, at least until that aggre-
gate had exhibited more regular and
predictable behavior. Moreover, the
Committee emphasized that the sig-
nificance it attached to movements in
the various monetary measures neces-
sarily would depend on evidence
about the strength of economic recov-
ery, the outlook for prices and infla-
tion expectations, and emerging con-
ditions in domestic and international
financial markets.

The Committee also set forth for
the first time its expectations for
growth of the total debt of domestic
nonfinancial sectors, indicating that a
range of %Vi to IIVi percent, mea-
sured from December 1982 to Decem-
ber 1983, would be appropriate. This
range was thought to be in line with
expected growth in nominal GNP,
reflecting the historically similar
growth trends of the two. The Com-
mittee recognized that, early in other
postwar recoveries, growth in GNP
had appreciably exceeded growth in
debt. But in the current circumstances
—including the financial condition of
the private sector as the recession
ended and the prospective huge
volume of federal borrowing—expan-
sion in the debt aggregate might run
in the upper half of the stated range
during 1983.

Financial Markets

Partly because of the ready availabil-
ity of funds from abroad, financial
markets absorbed without undue
stress the increase in demand for
credit associated with the financing of
the record federal deficit and with the
upturn in the economy in 1983. In
fact, interest rates were both less vari-
able and lower on average in 1983
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14 Monetary Policy and Financial Markets

Interest Rates

Short-term

Percent per annum

Long-term
A-rated utility bonds
Recently offered

U.S. government bonds
State and local government bonds

1979

All the data are monthly averages. Their descrip-
tions and sources are as follows: Federal funds, from
the Federal Reserve; three-month Treasury bills,
market rate on three-month issues, on a discounted
basis, from the U.S. Department of the Treasury; con-
ventional mortgages, weighted averages of 30-year,
fixed-rate, level-payment mortgages at savings and
loan associations from the Federal Home Loan Mort-
gage Corporation; A-rated utility bonds, weighted

than during the preceding few years,
although most rates were somewhat
higher at the end of the year than at
its outset.

Other indicators attested to a great-
er degree of stability and confidence
in financial markets and in the econ-
omy. Broad measures of stock prices
increased about 20 percent. The bal-
ance of bond downgradings and up-
gradings by the principal rating agen-
cies became much more favorable.

1981 1983

averages of recently offered, 30-year investment-grade
bonds adjusted to an A-rated basis by the Federal
Reserve; U.S. government bonds, market yields ad-
justed to 30-year constant maturity by the U.S.
Treasury; state and local government bonds, index
based on 25 issues of 30-year revenue bonds of mixed
quality, from the Bond Buyer (data are not available
before September 1979).

Spreads between interest rates on pri-
vate and federal government debt
obligations narrowed dramatically, as
did spreads between yields on lower-
and higher-rated private securities.

Short-term yields were relatively
stable early in 1983, after a marked
decline during the second half of 1982.
In late spring, economic activity ac-
celerated sharply, and the monetary
aggregates, as a whole, were continu-
ing to grow at a relatively rapid pace.

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

1983



Monetary Policy and Financial Markets 15

In those circumstances, the Federal
Reserve began to restrain somewhat
its provision of reserves to depository
institutions, and short-term interest
rates rose moderately during the sum-
mer. For the remainder of the year,
most short-term rates fluctuated in a
generally narrow range, ending 1983
about 1 percentage point higher than
they had been a year earlier.

The decline in long-term interest
rates that had commenced in mid-
1982 continued through early 1983.
These rates also began moving up in
the spring, and climbed fairly steadily
through August. Thereafter, they
fluctuated in a range somewhat above
that of the first half of the year; and
at the end of 1983, they were general-
ly 1 to Wi percentage points above
their levels of a year earlier. Excep-
tions to this pattern were mortgage
rates and yields on municipal bonds,
which were down on balance from
their levels at year-end 1982. Long-
term interest rates remained quite
high relative to the current rate of in-
flation throughout 1983; continuing
uncertainties regarding the speed of
the economic expansion and its possi-
ble implications for future inflation,
as well as concerns about the outlook
for federal deficits, were factors.

Monetary Aggregates

The behavior of Ml in early 1983
continued to diverge from precedent.1

As apparently was the case during the
second half of 1982, precautionary
motives stemming from highly uncer-
tain employment and income pros-
pects evidently continued to swell

1. The analysis here, as elsewhere in this sec-
tion, is based on revised data for the monetary
aggregates that became available early in 1984,
but the data that were available during 1983
support the same finding.

demands for liquid balances relative
to the rate of spending on goods and
services; the lagged effects of earlier
declines in interest rates also contrib-
uted to increased demands for money.
Ml expanded rapidly through late
spring; growth was dominated by the
component consisting of highly liq-
uid, interest-earning other checkable
deposits (OCDs). Growth in OCDs
during the first half of the year ac-
counted for more than half of the ex-
pansion in Ml, a contribution well out
of proportion to the importance of
this component. In turn, inflows into
Super NOW accounts, which had been
authorized in early January, exceeded
growth in OCDs during the year as a
whole. Even so, the introduction of
the new deposit accounts appears in
retrospect to have had little effect on
the overall growth rate of Ml, as in-
flows from outside Ml into Super
NOWs probably were roughly offset
by outflows from Ml into MMDAs.

In light of the rapid expansion in
Ml through midyear and referring
back to its recognition that appropri-
ate growth rates for the aggregates
would depend on judgment about un-
folding economic and financial devel-
opments, the FOMC in July estab-
lished a new monitoring range for Ml
for the second half of 1983. This
range of 5 to 9 percent was based on
the average for the second quarter,
rather than that for the fourth quar-
ter of 1982. The decision to adopt a
new base for monitoring Ml growth
reflected a judgment that the recent
rapid growth of Ml would appropri-
ately be treated as a one-time phe-
nomenon that was expected to be
neither reversed nor extended. It ap-
peared, in retrospect, that the surge in
Ml might largely have reflected an
adjustment by the public of its cash
balances in response to the pro-
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16 Monetary Policy and Financial Markets

Reserves, Money Stock, and Debt Aggregates
Annual rate of change based on seasonally adjusted data unless otherwise noted,

Item 1981 1982 1983
1982

Q4 Ql

percent '

1983

Q2 Q3 Q4

Depository institution reserves2

Total
Nonborrowed
Required
Monetary base3

Concepts of money4

Ml
Currency and travelers checks .
Demand deposits
Other checkable deposits

M2
Non-Mi component

MMDAs (n.s.a.), savings,
and small-denomination
time deposits6

General-purpose and broker/dealer
money market mutual
fund assets (n.s.a.)7

Overnight RPs and
Eurodollars (n.s.a.)

M3
Non-M2 component

Large-denomination
time deposits

Institution-only money
market mutual fund
assets (n.s.a.)

Large term RPs (n.s.a.)
Term Eurodollars (n.s.a.) •

Domestic nonfinancial sector debt
Federal
Nonfederal

3.2 5.9 6.1
6.4 6.9 5.4
3.6 5.6 5.8
4.8 7.6 9.2

5.13 8.7
6.0 8.2

-12.6 1.0
179.5 33.9

10.0
10.4
2.4

27.7

14.0
16.0
12.9
8.2

15.4
7.3

10.4
39.9

9.3
10.7

9.5
9.8

12.1 10.6
12.8 9.0

5.5
4.9
5.1
9.3

12.8
10.4

1.7
42.3

20.5
23.0

11.8 6.0 0.5
5.2 2.9 8.0

12.0 5.9 -0 .1
10.2 8.1 7.8

11.6 9.5 4.8
11.1 8.6 9.9
4.2 4.0 -0 .5

28.5 21.2 9.6

10.6
10.2

6.9
6.1

8.5
9.6

3.9 6.6 18.1 6.9 34.0 15.0 9.7 9.7

131.9 31.1 -26.3 18.5 -56.3 -44 .4 -13 .4 - 0 . 9

20.1 31.7 24.9 24.6 30.3 48.0 -8 .1 23.4

12.3 10.5
26.5 14.6

21.1 10.4

9.7
0.5

- 3 . 6

10.0 10.8
7.7 -27.1

9.3
3.8

7.4
9.8

10.0
17.1

1.6 -39 .2 - 0 . 3 11.9 15.5

111.3 46.1 -18.1 40.4 -32.6 -41.7 -17.8 16.6
7.4 9.1 32.7 34.2 12.2 40.4 15.2 50.9

41.7 21.3 11.5 -3 .8 15.5 28.9 - 1 . 7 2.2

9.6 9.2
11.8 19.4
9.1 6.7

10.8
18.8
8.7

9.3
24.0

5.5

8.8
19.4
5.9

12.1
25.9

8.2

10.1 10.6
15.2 10.1
8.7 10.8

1. Changes are calculated from the average amounts
outstanding in each quarter, except for debt figures,
which are based on data for the last month of each
quarter.

2. Data on reserves and the monetary base incorpo-
rate adjustments for discontinuities associated with
the implementation of the Monetary Control Act and
other regulatory changes to reserve requirements.

3. The monetary base consists of total reserves plus
required clearing balances and adjustments to com-
pensate for float at Federal Reserve Banks plus the
currency component of the money stock less the
amount of vault cash holdings of thrift institutions
that is included in the currency component of the
money stock plus, for institutions not having required
reserve balances, the excess of current vault cash over
the amount applied to satisfy current reserve require-
ments.

4. Ml consists of currency in circulation; travelers
checks of nonbank issuers; demand deposits at all
commercial banks other than those due to domestic
banks, the U.S. government, and foreign banks and
official institutions, less cash items in the process of
collection and Federal Reserve float; and other check-
able deposits (OCDs). OCDs consist of negotiable
orders of withdrawal and automatic transfer service
accounts at depository institutions, credit union share

draft accounts, and demand deposits at thrift institu-
tions. M2 is Ml plus overnight (and continuing-
contract) repurchase agreements (RPs) issued by com-
mercial banks; overnight Eurodollars issued to U.S.
residents by foreign branches of U.S. banks world-
wide; taxable and tax-exempt general-purpose and
broker/dealer money market mutual funds; money
market deposit accounts; and savings and small time
deposits (including retail RPs) at all depository institu-
tions. M3 is M2 plus large-denomination time deposits
at all depository institutions; large term RPs issued by
commercial banks and thrift institutions; term Euro-
dollars held by U.S. residents in Canada and the
United Kingdom and at foreign branches of U.S.
banks elsewhere; and assets of institution-only money
market mutual funds.

5. After adjustment for the effects of shifts from
non-Mi sources into newly authorized NOW ac-
counts, the rate of growth of Ml in 1981 is estimated
to have been 2.5 percent.

6. Balances in individual retirement accounts (IRAs)
and Keogh accounts at commercial banks and thrift
institutions are subtracted from small time deposits.

7. Excludes balances in IRA and Keogh accounts.
8. Held by U.S. residents in Canada and the United

Kingdom and at foreign branches of U.S. banks
elsewhere.
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Monetary Policy and Financial Markets 17

nounced drop in the opportunity cost
of holding low-yielding demand de-
posits and regular NOW accounts.
The FOMC emphasized that it still re-
garded the behavior of Ml as subject
to substantial uncertainties, and it re-
affirmed its decision to place princi-
pal weight on the broader aggregates
in the implementation of monetary
policy.

After midyear, precautionary de-
mands for liquid balances apparently
began to abate, with the improvement
in confidence arising from the recov-
ery. A moderate rise in interest rates,
which had begun in late spring, also
curbed demands for money. Demand
deposits peaked in July and edged
down, on balance, during the second
half of the year, while the growth of
OCDs fell to a fraction of its rapid
first-half pace. Thus Ml entered its
newly established monitoring range in
late summer and finished the year in
the middle of that range.

During the first quarter of 1983,
the velocity of Ml continued to
decline at nearly the extraordinary
rate of 1982. These declines exceeded
those implied by models of past be-
havior, even taking into account the
effects of the large reduction in the
opportunity cost of holding money
balances brought about by sharp
drops in market rates and the intro-
duction of ceiling-free Super NOW
accounts. As the year progressed, the
velocity of Ml began to increase,
slowly at first but more rapidly by the
fourth quarter. Even with this accel-
eration, growth in Ml velocity in the
full year after the business cycle
trough in the fourth quarter of 1982
was well below the experience typical
in a recovery.

As was evident when the target
ranges were first established early in
1983, the dramatic response to the au-

thorization of MMDAs substantially
boosted M2. Competition for these
funds was intense: promotional ac-
tivity was heavy, and in some regions
introductory interest rates were far
above yields on market investments.
Inflows into MMDAs in January alone
totaled $147 billion, and by March
outstanding balances had reached
$321 billion. However, most of the
inflow into MMDAs appears to have
come from other instruments includ-
ed in M2. Analysis by the Board's
staff suggests that as much as four-
fifths of that inflow may have been
transferred from savings deposits,
small time deposits, and money mar-
ket mutual funds (over the course of
the year, assets of money market
mutual funds dropped 25 percent).
Still, a sizable volume of funds came
from outside M2 and had an obvious
impact on growth in that aggregate.

In the face of the heavy deposit in-
flows and relative sluggishness of
business loan demand at commercial
banks, institutions dropped their ag-
gressive promotion of MMDAs. The
aggregate level of MMDAs barely in-
creased after June because interest
rates offered on those accounts
dropped sharply. At the same time,
the less liquid small time deposits in-
cluded in M2 increased quite rapidly
over the second half of the year, in re-
sponse to the steepening yield curve
and more attractive rates on such de-
posits. However, the removal on Oc-
tober 1 of all remaining restrictions
on small time deposits with original
maturities or notice periods longer
than 31 days had little noticeable im-
pact on deposit flows.

Reflecting MMDA inflows, M2
grew 12 percent from the fourth quar-
ter of 1982 through the fourth quarter
of 1983. However, from the February-
March period used by the FOMC as
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Trends in Velocity
Percent change, Q4 to Q4

MJ

1963 1968 1973 1978 1983

The velocities of Ml and M2 are calculated by
dividing GNP by Ml and M2 respectively.

the base for its target growth range,
expansion through the fourth quarter
was at an 8!4 percent annual rate,
well within its range.

After having declined at a record
rate in the first quarter, M2 velocity
rose somewhat during the rest of the
year; over the year as a whole, it fell
slightly. As was the case for Ml, the
velocity of M2 failed by a wide mar-
gin to keep pace with the average in-
crease during the first year of a busi-
ness recovery. However, correction
for the volume of funds thought to
have been attracted to MMDAs from
outside M2 suggests that velocity
movements corresponded reasonably
well with experience.

Growth in M3 picked up a bit in the
first quarter from its late 1982 pace
because of the explosion in M2. But
until the closing months of the year,
expansion in this aggregate was re-
strained by sharp runoffs in managed
liabilities, especially large CDs, in re-
sponse to the rapid buildup early in
the year of MMDA balances and to
the limited loan demand at commer-
cial banks. Yet thrift institutions con-
tinued to issue large CDs at a rapid
pace in response to robust mortgage
demands and a cost incentive to pay

down advances from the Federal
Home Loan Banks. On balance, M3
moved on a track near the upper end
of its target range during 1983;
growth from fourth quarter to fourth
quarter was 93A percent, just outside
the target range.2

Aggregate Credit Flows

The debt of the domestic nonfinancial
sector increased 103/4 percent from De-
cember 1982 to December 1983, a pace
that was a bit faster than that over the
previous year and slightly above the
midpoint of the range adopted by the
FOMC. The outstanding debt of the
federal government grew almost 20
percent, about matching its growth in
1982; this expansion accounted for
close to 40 percent of the increase in
all domestic nonfinancial debt in 1983.

Financing activity of state and local
governments in long-term markets
surged to a new record; some of the
borrowing reflected efforts by the
issuers to market debt before the im-
position of anticipated constraints,
including requirements for bond reg-
istration and proposed limits on issu-
ance of revenue bonds. A stepped-up
pace of investment in housing and
consumer durables led to a near dou-
bling of borrowing by the household
sector. But issuance of nonfinancial
business debt remained relatively low,
as internal cash flows of corporations
exceeded capital expenditures for
much of the year and relatively high
stock prices encouraged offerings of
new equity.

2. M3 has been redefined to include term
Eurodollars held by U.S. residents, previously
included only in the aggregate L. For the data
before the early 1984 revisions to take account
of new benchmarks, seasonal factors, and defi-
nitions, M3—as well as Ml and M2—was well
within its range at the end of 1983.
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Net Funds Raised and Supplied in Credit Markets
Billions of dollars

Sector
1983'

HI H2P

Total, all sectors.

U.S. government
State and local government.
Foreign

Private domestic nonfinancial
Business
Household

Domestic financial
Private intermediaries
Sponsored credit agencies.
Mortgage pool securities . .

Total, all sectors.

U.S. government
State and local government.
Foreign

Private domestic nonfinancial
Business
Household

Domestic financial
Private intermediaries

Commercial banks
Thrift institutions
Insurance and pension funds
Other2

Sponsored credit agencies .
Mortgage pool securities..
Federal Reserve System . . .

490

87
10
27

281
160
121

85
38
32
15

490

24
8
16

79
5
74

363
305
104
27
79
95

33
15
9

Net funds raised

480

161
36
16

198
112
86

69
4
15
50

617

187
36
19

287
123
164

89
20
2
67

590

231
50
19

216
87
128

74
6

-2
70

Net funds supplied

480

17
27
18

72
15
57

346
272
109
31
94
38

16
50
10

617

10
43
25

91
22
69

448
368
135
129
102

3

2
67
11

590

8
46
40

67
18
49

429
348
128
130
107

- 1 8

- 1
70
12

645

142
22
20

359
159
199

103
34
6

63

645

11
39
10

116
26
89

468
389
143
127
97
23

6
63
10

1. Seasonally adjusted annual rates.
2. Includes finance companies, money market

funds, real estate investment trusts, mutual funds, and

security brokers and dealers,
p Includes preliminary data for the fourth quarter.

The share of credit intermediated
by depository institutions grew sub-
stantially, rising from less than 30
percent in 1982 to more than 40 per-
cent in 1983. This increase reflected
both the MMDA inflows and the surge
in mortgage and consumer demands.
Funds advanced by thrift institutions,
in particular, rose sharply from a de-
pressed 1982 pace. Commercial bank
credit also expanded more rapidly in
1983; purchases of government secu-
rities accounted for more than one-
third of net credit extended by banks.

Attracted by relatively high U.S. in-
terest rates, funds advanced by the
foreign sector also increased substan-
tially during 1983.

The financing needs of the U.S.
government were the dominant factor
in credit markets again in 1983, a de-
velopment unusual for the first year
of a recovery. Net borrowing by the
Treasury in credit markets totaled ap-
proximately $187 billion to finance
the record combined deficits of the
federal government and off-budget
agencies. Commercial banks, thrift
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20 Monetary Policy and Financial Markets

institutions, and state and local gov-
ernments acquired much of the in-
crease in the issuance of Treasury
debt. Acquisitions by foreign inves-
tors also rose. In contrast, households
reduced their purchases of govern-
ment and other market securities,
channeling funds to new, deregulated
deposit accounts instead. And money
market mutual funds, faced with large
withdrawals after the introduction of
the MMDA, allowed their holdings of
Treasury bills to shrink.

Activity in municipal long-term
markets rose to record levels last year,
buoyed by favorable market condi-
tions and by concern about pending
legislative changes that would affect
the tax-exempt status of some private-
purpose issues. As long-term interest
rates fell early in the year, the mar-
kets received a sizable volume of ad-
vance-refunding issues, proceeds from
which were invested temporarily in
Treasury securities. Housing revenue
bonds were issued in heavy volume as
the year progressed and as the Con-
gress failed to act on legislation that
would have extended the tax-exempt
authority for single-family issues be-
yond 1983. Issuers of industrial rev-
enue and student loan bonds also
rushed to market debt before year-
end in anticipation of new legislated
restrictions. The volume of general-
obligation issues by state and local
governments, in contrast, changed lit-
tle from 1982.

The household sector increased its
borrowing sharply in 1983 compared
with the relatively depressed levels in
the previous year. With greatly im-
proved financial positions and pros-
pects for strong income growth, con-
sumers demonstrated unusual willing-
ness to finance increased outlays with
borrowed funds. Credit financing of
automobile sales surged early in the

year, stimulated by attractive financ-
ing terms from dealers and lenders,
and it continued to expand rapidly in
later months. Other types of consum-
er credit also expanded briskly in
association with the fast pace of re-
tail sales—especially sales of durable
goods and housing-related items.

The strength in consumer credit ac-
companied an extremely rapid rise in
residential mortgage borrowing. As
private housing starts recorded their
largest increase in four decades,
growth in home mortgage debt ex-
ceeded $106 billion, almost double its
1982 volume. The expansion in mort-
gage activity in 1983 was supported
by increased lending by depository in-
stitutions and by continued growth of
secondary mortgage markets.

The gains also reflected the popu-
larity of financing techniques that
provided homebuyers with initial in-
terest rates lower than those quoted
for fixed-rate, conventional loans.
The record volume of tax-exempt rev-
enue bonds issued by states and local-
ities last year to finance single-family
mortgages provided many homebuy-
ers with reduced-cost mortgage fi-
nancing. Further, as market rates
rose during the year, homebuyers in-
creasingly switched to adjustable-rate
mortgages. Many such instruments
offered an initial rate advantage of 2
percentage points or more. By year-
end, 55 percent of all conventional
mortgage loans closed had a variable-
rate feature of some kind. When
mortgage rates were at their re-
cent low point in the spring of 1983,
only 30 percent of conventional loans
closed were adjustable. In addition,
such interest-reducing mechanisms as
builders' buydowns and seller financ-
ing remained important features of
housing finance during the year.

Nonfinancial businesses continued
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to rely to only a moderate extent on
credit markets in 1983; instead, they
took advantage of much improved
cash flows and rising equity prices to
strengthen financial positions and re-
build capital. During the first half of
the year, firms strengthened their bal-
ance sheets by shifting borrowing to-
ward debt with longer maturities and
paying down bank loans and open
market paper. However, historically
high interest rates limited this adjust-
ment, and rising credit costs later in
the year sharply reduced the volume
of long-term debt financing. Stock
offerings proceeded at a record pace,
nonetheless, as the strong stock
market not only enabled many large
firms to strengthen their capital posi-
tions but also allowed many young
companies to make initial public of-
ferings of their shares.

Commercial banks adapted to im-
portant changes in their environment
in 1983. The new deposit accounts
were successful in attracting funds to
both banks and thrift institutions. At
the same time, banks experienced rela-
tively soft demand for business loans,
especially in the first half of the year,
and hence invested heavily in govern-
ment securities, other market instru-
ments, and loans to consumers. How-
ever, credit problems intensified in

energy-related businesses, and the fi-
nancial condition of a number of for-
eign borrowers remained troubling. A
widespread increase, relative to his-
torical experience, occurred in loan-
loss provisions. A sizable number of
banks—mostly small ones—experi-
enced credit-quality problems so se-
vere that they were closed or merged
into other institutions. Nonetheless,
the earnings of commercial banks in
general appear to have been well
maintained in 1983.

The condition of the thrift industry
began to improve last year as lower
average interest rates significantly re-
duced operating losses. As a result of
the MMDA, these institutions en-
joyed a substantial increase in core
deposits, and their improved profit
position enabled them to expand large
time deposits at reasonable cost. In
contrast to commercial banks, thrift
institutions faced heavy demands for
loans last year. In 1983, for the first
time, a large proportion of the mort-
gages they made carried adjustable-
rate features, thus repairing some of
the severe mismatch in the duration
of assets and liabilities. Nevertheless,
profit positions remain marginal and
highly sensitive to changes in interest
rates.
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Monetary Policy and Financial Markets

Monetary policy in 1984 aimed at
supporting sustainable economic
growth within the context of long-
term progress toward price stability.
The target growth ranges chosen for
the monetary and credit aggregates by
the Federal Open Market Committee
in February 1984 and reaffirmed in
July were Vi to 1 percentage point be-
low those set for 1983. Measured
from the fourth quarter of 1983
through the fourth quarter of 1984,
the ranges for the monetary aggre-
gates were 4 to 8 percent for Ml and 6
to 9 percent for both M2 and M3. The
associated monitoring range for total
debt of the domestic nonfinancial sec-
tor was fixed at 8 to 11 percent.

Underlying these objectives was the
Committee's expectation that the spe-
cial factors distorting monetary growth
rates in 1982 and 1983 would be less
important in 1984 and that relation-
ships among the monetary aggregates
—particularly Ml—and economic ac-
tivity and inflation would be more
consistent with historical trends and
cyclical patterns. Portfolio adjust-
ments associated with the introduc-
tion of new deposit accounts and with
the steep drop in interest rates during
the 1982 recession appeared to have
ended. Furthermore, the economic
expansion seemed to be reducing un-
certainties about employment and in-
come prospects that earlier had boost-
ed demands for liquid precautionary
balances.

Over the year, the evidence increas-
ingly suggested that Ml was in fact
behaving more in line with historical
experience. As a result, this aggregate
was given more weight in policy im-
plementation than had been the case

during the latter part of the cyclical
downswing and early phase of the
economic recovery. However, all of
the monetary and credit measures
continued to be evaluated in light of
the outlook for the economy and for
domestic and international financial
markets.

Monetary Aggregates
The actual growth rate of Ml over
1984 was 5.2 percent, somewhat be-
low the midpoint of the target range,
and M2 increased 7.7 percent, a bit
above the midpoint of its range.
Growth of M3, however, at 10.5 per-
cent, exceeded its range.1 The rela-
tively wide divergence between the
growth rates for M2 and M3 reflected
mainly the substantial issuance of
large certificates of deposit (CDs) and
other managed liabilities by thrift
institutions and commercial banks,
which faced heavy credit demands.

The behavior of Ml velocity in 1984
was broadly consistent with past cycli-
cal patterns. In contrast to its unusual
weakness in the previous two years,
the velocity of Ml increased 4 percent
over 1984, a little above the average
rate of growth during the second year
of previous economic expansions. The
velocity of M2 increased 1 Vi percent,
reversing two consecutive yearly de-
clines. The strengthening of velocity
over 1984 apparently reflected, in

1. The figures cited for the monetary aggre-
gates are based on revisions in benchmarks and
in seasonal adjustment factors early in 1985.
Before those revisions, the 1984 increases were
measured at 5.0 percent for Ml, 7.5 percent for
M2, and 9.9 percent for M3.Digitized for FRASER 
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part, some unwinding of the precau-
tionary and other motives that had
swelled demands for liquid assets in
1982 and early 1983; it also appears to
have reflected the rise of short-term
interest rates in the first part of the
year and, in the case of M2, the
abatement of the dramatic inflows to
money market deposit accounts that
had been associated with the initial
authorization of these accounts.

Demands for Ml balances and for
bank reserves to support deposit
growth were robust early in the year
as the economy expanded rapidly.
Credit demands also were very strong,
and market interest rates began rising
even as the Federal Reserve through
open market operations was keeping
the degree of pressure on bank re-
serve positions unchanged. In early
spring, with credit and money de-
mands continuing unabated,2 and
with economic growth continuing at
an extraordinary pace, the FOMC
adopted a posture of somewhat greater
restraint toward supplying reserves,
and both short- and long-term inter-
est rates rose further as banks relied
more heavily on credit at the discount
window to meet their reserve needs.
Borrowing for adjustment and sea-
sonal purposes increased to about $1
billion in March and April after aver-
aging about $650 million during the
first two months of the year. In April
the discount rate was raised Vi per-
centage point, to 9 percent, to bring it
into better alignment with short-term
market rates.

Despite the absence of any further
tightening of reserve availability by
the Federal Reserve, pressures on pri-

Monetary Aggregates, Nonfinancial

Sector Debt, and Reserves
Billions of dollars

2. Annual seasonal and benchmark revisions
to the monetary aggregates subsequently low-
ered somewhat the growth of Ml in the first
half of 1984 relative to what was estimated dur-
ing the period.

Total domestic nonfinaniiciSnecuTaebt
5900

5600

5300

1984

The ranges adopted by the FOMC for the monetary
aggregates and for total debt of the domestic non-
financial sector were for the period from 1983:4 to
1984:4.

The reserve aggregates have been adjusted to
remove discontinuities associated with changes in
reserve requirements. Nonborrowed reserves include
extended credit. The shaded area is adjustment and
seasonal borrowing, excluding borrowing by Conti-
nental Illinois Bank beginning in May 1984.Digitized for FRASER 
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14 Monetary Policy and Financial Markets

vate short-term interest rates intensi-
fied around early May in reaction to
the well-publicized liquidity problems
of Continental Illinois Bank.3 Uncer-
tainties related to the international
debt situation also added to market
concerns. In this environment, quality
differentials between yields on private
money market instruments and Trea-
sury securities widened substantially.

While growth of Ml early in the
year remained in the upper part of the
FOMC's target range, M2 increased
at a pace slightly below the midpoint
of its range even as the economy ex-
panded rapidly. Growth of M2 rela-
tive to income may have been damped
by substantial inflows to individual
retirement accounts and Keogh ac-
counts, which are excluded from the
monetary aggregates. Also, as market
interest rates firmed, sizable spreads
developed between these rates and
yields on retail deposits and money
market mutual funds, probably en-
couraging some investors to place
funds directly in credit market in-
struments. Meanwhile, M3 pushed
above its longer-run range as banks
and thrift institutions issued large
CDs and other managed liabilities to
accommodate rapidly rising credit
demands.

After midyear, and particularly
during the summer, economic expan-
sion slowed markedly, tending to re-
duce transaction demands for money.
Growth of M3, though remaining
somewhat above the upper limit of its
range, also moderated as demands
for short-term business credit slack-

3. Large borrowing at the discount window
by Continental Illinois Bank, beginning in May,
was offset in terms of its impact on overall re-
serve supplies through open market operations.

ened and as some banks adopted
more cautious lending and funding
policies in light of the strains on
financial markets.

Initially, the slowing in Ml was not
resisted, because it reversed a spurt
that had brought Ml growth well
above the midpoint of the FOMC's
target range. However, by late August
and early September, with evidence
of much slower economic growth,
financial tensions high, and the dollar
rising rapidly on foreign exchange
markets, the Federal Reserve moved
to lessen the degree of restraint on
bank reserve positions. That process
continued through much of the rest
of the year. Borrowing at the discount
window receded, reaching levels of
about $575 million by late 1984. Total
reserves and nonborrowed reserves,
which had shown little expansion
since June, increased markedly in the
final two months of the year.

Mirroring the easing of reserve
market conditions, short-term interest
rates dropped considerably from their
late-summer highs. Moreover, quality
spreads on various money market in-
struments returned to normal ranges
as the Continental Illinois Bank prob-
lem remained tractable and progress
was made in Latin American debt
negotiations. Responding to the pro-
vision of reserves and the reduced
rates on alternative outlets for liquid
funds, Ml-type balances rose rather
sharply in late 1984. Growth of M2
also was very rapid as open market
interest rates fell below average yields
on money market deposit accounts,
small-denomination time deposits,
and money market mutual fund
shares.

The easing in financial markets
during the second half of 1984 was
reflected in, and to an extent en-
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Monetary Policy and Financial Markets 15

Reserves, Money Stock, and Debt Aggregates
Annual rate of change based on seasonally adjusted data unless otherwise noted, in percent'

Item 1982 1983 1984
1983

Q4

1984

Ql Q2 Q3 Q4

Depository institution reserves2

Total
Nonborrowed
Required
Monetary base3

Concepts of money4

Ml
Currency and travelers checks .
Demand deposits
Other checkable deposits

M2
Non-Mi component

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

General-purpose and broker/dealer
money market mutual
fund assets (n.s.a.)

Overnight RPs and
Eurodollars (n.s.a.)

6.1
7.0
5.7
7.6

8.8
8.2

.9
34.0

9.1
9.3

6.5 5.7
5.9 - 4 . 8
6.3 5.3
9.3 7.1

10.4 5.2
10.4 7.2
2.7 1.1

28.5 10.7

12.2
12.8

6.2 18.1

31.1 -26.3

19.4 31.7

7.7
8.5

7.6

.8
8.2

.3
7.8

6.3
10.8
- . 5
14.3

8.4
9.0

8.0

7.7 8.6 6.8 - . 7
9.0 -10.8 -44.6 30.7
5.3 10.3 6.6 - 1 . 5
9.5 7.0 7.2 3.9

17.2 - 1 . 2

7.1 24.6

M3
Non-M2 component

Large-denomination
time deposits

Institution-only money
market mutual fund
assets (n.s.a.)

Large-denomination
term RPs (n.s.a.)

Term Eurodollars (n.s.a.) .

Domestic nonfinancial sector debt
Federal
Nonfederal

10.0
13.6

10.0
1.1

10.4
22.2

10.1 - 2 . 0 26.1

9.8
16.0

19.6

6.2
8.2
2.0

11.7

7.2
7.5

8.2

9.8

23.1

9.2
18.2

6.5
7.5
3.3

11.3

7.1
7.2

8.9

15.5

.7

10.5
24.9

4.5 3.4
7.3 5.0

.3 - 1 . 0
9.0 9.1

6.8
7.6

4.8

9.0
10.8

7.9

10.6 29.1

2.8 1.4

9.5
20.3

11.0
18.9

20.7 30.4 25.7 18.8

46.7 -16.6 33.6 17.4

- 2 . 0
21.3

9.1
17.3
7.2

39.1 45.6 57.1
8.2 - 8 . 2 -10.0

10.8 13.4
21.5 15.9

8.0 12.7

10.9
14.6
9.9

11.1

30.8
5.4

13.1
16.6
12.1

8.1

54.2
7.1

13.1
13.1
13.1

9.7 97.4

33.4 39.6
-22.1 -23 .0

12.5 12.6
14.7 15.6
11.8 11.7

1. Changes are calculated from the average amounts
outstanding in each quarter.

2. Data on reserves and the monetary base incorpo-
rate adjustments for discontinuities associated with
the implementation of the Monetary Control Act and
other regulatory changes to reserve requirements.

3. The monetary base consists of total reserves plus
required clearing balances and adjustments to com-
pensate for float at Federal Reserve Banks plus the
currency component of the money stock less the
amount of vault cash holdings of thrift institutions
that is included in the currency component of the
money stock plus, for institutions not having required
reserve balances, the excess of current vault cash over
the amount applied to satisfy current reserve require-
ments.

4. Ml consists of currency in circulation; travelers
checks of nonbank issuers; demand deposits at all
commercial banks other than those due to domestic
banks, the U.S. government, and foreign banks and
official institutions, less cash items in the process of
collection and Federal Reserve float; and other check-
able deposits, which consist of negotiable orders of

withdrawal and automatic transfer service accounts
at depository institutions, credit union share draft ac-
counts, and demand deposits at thrift institutions. M2
is Ml plus money market deposit accounts (MMDAs);
savings and small-denomination time deposits at all
depository institutions, including retail repurchase
agreements (retail RPs), from which have been sub-
tracted all individual retirement accounts (IRAs) and
Keogh accounts at commercial banks and thrift insti-
tutions; taxable and tax-exempt general-purpose and
broker/dealer money market mutual funds, excluding
IRAs and Keogh accounts; overnight and continuing-
contract RPs issued by commercial banks; and over-
night 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
mutual funds; large-denomination term RPs issued by
commercial 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.
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16 Monetary Policy and Financial Markets

couraged by, two reductions in the
discount rate, first to SVi percent in
November and then to 8 percent in
December. By year-end, short-term
interest rates were 2Vi to 3 Vi percent-
age points lower than they had been
during the summer, 3A to 1 Vi percent-
age points below their levels at the
beginning of the year, and in some
cases near their cyclical lows of early
1982.

Long-term interest rates also de-

clined in the second half of the year,
in part reflecting some moderation of
inflationary expectations. But for the
year as a whole, most long-term rates
declined by less than Vi percentage
point and remained above their earlier
cyclical lows. The still relatively high
level of long-term rates appears to be
influenced by the continuing budget-
ary uncertainties, current strong de-
mand for credit, and lingering, though
lessened, fears of inflation.

Interest Rates

Short-term

A IT '
Percent per annum

18

14

Long-term
A rated utility bonds
Recently offered

State and local government bonds

1980

All the data are monthly averages. Their descrip-
tions and sources are as follows: Federal funds, from
the Federal Reserve; three-month Treasury bills,
market rate on three-month issues, on a discounted
basis, from the U.S. Department of the Treasury; con-
ventional mortgages, weighted averages of 30-year,
fixed-rate, level-payment mortgages at savings and
loan associations, from the Federal Home Loan Mort-
gage Corporation; A-rated utility bonds, weighted

1982 1984

averages of recently offered, 30-year investment-grade
bonds adjusted to an A-rated basis by the Federal
Reserve; U.S. government bonds, market yields ad-
justed to 30-year constant maturity by the U.S.
Treasury; state and local government bonds, index
based on 25 issues of 30-year revenue bonds of mixed
quality, from the Bond Buyer (data are not available
before September 1979).
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Monetary Policy and Financial Markets 17

Aggregate Credit Flows

Total debt of the domestic nonfinan-
cial sector increased 13.4 percent
from the fourth quarter of 1983 to the
fourth quarter of 1984, a rate outside
the monitoring range of 8 to 11 per-
cent. An unusually large volume of
mergers and related activity involving
nonfinancial corporations, including
leveraged buyouts, accounted for
about 1 percentage point of the
growth of overall debt.

Even after allowing for the unusu-
ally large volume of merger-related
borrowing, it is clear that total credit
demands were exceptionally strong in
1984. Federal debt expansion, at
nearly 16 percent, was unprecedented
for the second year of an economic
expansion, both in absolute terms
and in relation to income. Federal
government tax and spending policies
have greatly stimulated aggregate de-
mands for goods and services, but in
credit markets the deficits have added
strongly to the demands for funds
and have been one important force
keeping interest rates high. Total debt
of domestic nonfinancial sectors
other than the federal government
grew about 11 Vi percent (abstracting
from growth of merger-related debt
issues), again a rate that was faster
than, though much closer to, the rate
at comparable stages of previous
recoveries.

Businesses relied heavily on external
sources of credit in 1984 to finance
the increases in capital expenditures
that outstripped the growth in inter-
nally generated funds. They favored
shorter-term borrowing in the first
half of 1984, as they elected to fi-
nance mergers initially through bank
loans and commercial paper, and as
high long-term interest rates dis-
couraged bond issuance. In the sec-

ond half of the year, merger financ-
ing slowed and the decline in interest
rates contributed to some movement
toward longer-term debt; however,
the maturities of new issues tended to
be much shorter than they had been
in previous years, and many offerings
carried provisions that essentially
transformed these obligations into
short-term or variable-rate debt.

Gross issuance of new equity in 1984
weakened as stock prices declined
early in the year and then failed to
surpass earlier highs when they rallied
in the summer. Meanwhile, nonfinan-
cial corporations liquidated about
$75 billion of equity in the merger
process, with much of it replaced, at
least for a time, with short-term debt.
In addition, they retired more than
$10 billion of equity through share
repurchases, frequently in defensive
maneuvers to ward off unfriendly
takeover attempts. After accounting
for the retirement of equity associ-
ated with merger activity and share
repurchases, the net issuance of stock
was decidedly negative in 1984.

As a result of these financing pat-
terns, the traditional balance-sheet
ratios used to assess aggregate busi-
ness financial strength worsened over
the year: the ratio of loans and short-
term paper to total debt of nonfinan-
cial corporations rose, as did the ratio
of debt to equity.

Growth of household indebtedness
picked up noticeably last year, and
consumer installment debt as a share
of disposable income moved close to
the peak set in the late 1970s. In the
home mortgage sector, variable-rate
instruments became increasingly pop-
ular. Adjustable-rate mortgages
(ARMs) accounted for almost two-
thirds of the number of conventional
first mortgages originated at major
institutions in 1984, up considerably
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18 Monetary Policy and Financial Markets

from only one-quarter the previous
year.

Thrift institutions, in particular,
preferred to acquire ARMs rather
than fixed-rate mortgages in an at-
tempt to reduce their acute exposure
to interest rate risk. The widespread
acceptance of ARMs by consumers
was attributable partly to substantial
initial rate advantages offered on
ARMs compared with fixed-rate mort-
gages, as well as to other features that
limited borrower exposure to higher
future interest payments, at least for
several years. Large initial rate dis-
counts became less prevalent after the
adoption of somewhat tighter stand-
ards both for purchases by federal
credit agencies and for the under-
writing of ARMs by private mortgage
insurers. Yet, despite both the shift
toward ARMs during 1984 and in-
creased consumer and business lend-
ing, the assets of thrift institutions
remained heavily concentrated in in-
struments having relatively low yields.

The second year of strong growth
in income and spending was accom-
panied by significant changes in
household balance sheets. Late in
1983 and in the first half of 1984,
financial assets declined relative to in-
come primarily because of the slug-
gish performance of stock prices, and
reversed a portion of the strong gains
made earlier in the recovery. How-
ever, the subsequent rise in equity
prices helped to restore household
asset positions to their previous high
levels.

Despite the rise in indebtedness,
there were few signs of increased fi-
nancial stress in the household sector.
The incidence of payment difficul-
ties on consumer installment debt re-
mained historically low, and home
mortgage delinquency rates were about
unchanged for the year as a whole.

Nonetheless, the proportion of prob-
lem loans in the home mortgage mar-
ket has not receded from its recession
high, and there is some special con-
cern about prospects in this area owing
to the added risk exposure of home-
owners who took on mortgages carry-
ing adjustable features, especially
mortgages made with sizable initial
concessions on interest rates. The sus-
tained high level of mortgage loan
delinquencies appears attributable
not so much to adjustable-rate loans
as to a combination of still high un-
employment and real estate prices
that have been more stable than some
borrowers anticipated.

Borrowing by state and local gov-
ernments in 1984 matched the strong
1983 volume. Financing activity in
the municipal bond market was bol-
stered, in addition, by heavy issuance
of industrial development bonds
(IDBs). Tax-exempt offerings were
relatively light over the first half of
the year as authority to issue single-
family housing revenue bonds lapsed
and as the market anticipated the
retroactive imposition of ceilings on
the issuance of IDBs. But volume re-
bounded in early summer after pas-
sage of the Deficit Reduction Act,
which reauthorized housing bonds
and stimulated a flood of issues
toward year-end to avoid stricter
rules for IDBs and student loan bonds
—effective January 1, 1985.

Foreign savings financed a large
share of the domestic borrowing in
1984. Net inflows of capital from
abroad were more than double the
already advanced pace of 1983, thus
supplementing domestic saving and
enabling the massive federal deficits
to be financed at the same time that
private investment expanded rapidly.
Banks continued to intermediate sub-
stantial amounts of these inflows,
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and sales of Eurobonds by U.S. cor-
porations reached record levels.
Direct investment in the United States
also was very strong and included
several large takeovers of domestic
firms by foreign corporations.

With strong demands for business,
real estate, and consumer loans, total
loans at commercial banks grew more
than 14 percent. Given only moderate
inflows to core deposits in the face of
this brisk growth in loans, commer-
cial banks increased their outstanding
CDs in 1984 by more than 13 percent,
after having allowed a large volume
of CDs to run off during 1983. Re-
flecting a wave of bank-financed
mergers, credit growth at banks was
especially rapid during the first half
of last year. The bulk of the CD issu-
ance was concentrated in this period
and likely would have been even
greater had not banks also borrowed
heavily from their foreign offices. In
the second half, loan expansion slack-
ened appreciably, and growth in large
time deposits tapered off, as some
earlier merger-related loans were re-
paid with the proceeds from issuance
of commercial paper and other debt

obligations and from selective sales of
assets of the merged companies.

Strains on some sectors of the econ-
omy, as well as the effects of overly
aggressive lending policies by some
institutions, continued to be reflected
in relatively high levels of nonper-
forming and other troubled loans at a
number of depository institutions. As
the year wore on, there were signs of
more forceful efforts to deal with
these problems and their conse-
quences. Loan-loss provisions were
significantly increased, and steps
were taken to correct weaknesses in
credit standards. The largest bank
holding companies generally improved
their capital positions over the year,
partly in response to supervisory
guidelines that raised capital ratios.
These approaches will take time to
bear full fruit, and progress in
strengthening balance sheets will de-
pend on reasonable profitability as
well as on developments external to
the banking system. In that connec-
tion, the strains on agriculture, on
heavily indebted foreign countries,
and on some sectors of the energy in-
dustry pose continuing challenges.
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