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Monetary Policy and Financial Markets in 1987

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

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

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

At its meeting in February 1987, the
FOMC established annual target ranges
of 5V2 to 8V2 percent for both M2 and
M3; both aggregates had increased a lit-
tle more than 9 percent in 1986, but
slower growth was expected to be con-
sistent with the Committee's goal of
sustaining business expansion while
maintaining long-run progress toward
price stability. The deceleration proved
sharper than anticipated, and in July the
Committee stated that growth for the
year around the lower ends of these
ranges, or even below them, might be
acceptable in certain circumstances. Ve-
locity had increased in the first half of
the year, partly under the influence of
rising interest rates, and the Committee
agreed that if inflationary forces were to
exhibit renewed strength and interest
rates were to increase further in the sec-
ond half of the year, continued slow
money expansion might be appropriate.
Rates did move upward again in the late
summer, including an increase of Vi per-
centage point in the discount rate to
counter potential inflation. And M2
growth did in fact fall substantially short
of the Committee's range, at 4 percent
for the year, while M3 growth, at 5Vi
percent, was at the lower end of its
range.

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

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

Monetary Policy in 1987

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

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

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

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

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

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

Interest Rates

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

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

Percent per year

U.S. government bonds

State and local government bonds

1984 1985

All the data are monthly averages.
The federal funds rate is from the Federal Reserve.
The rate for three-month Treasury bills is the market

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

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

1986 1987 1988

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

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

The rate for state and local government bonds is a Bond
Buyer index based on 25 issues of 30-year revenue bonds
of mixed quality.
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Monetary Policy and Financial Markets 15

Reserves, Money Stock, and Debt Aggregates
Annual rate of change based on seasonally adjusted daia unless otherwise noted, in percent1
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13.7 5.2

2.7 2.8
1.3 3.5

Q4

1.4
1.2
.3
7.7

4.0
9.7
.1
4.0

4.0
4.0

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.) .

M3
Non-M2 components

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

7.4 3.0 5.3 4.5 2.5 3.4

9.3
19.8

7.7
3.4
5.1

11.1
-4.0
-5.3

13.3
15.2
12.7

17.4
16.1

9.1
8.2
1.8

32.1
31.1
4.7

13.3
14.7
12.8

6.3
4.0

5.4
10.9
8.5

3.0
29.9
14.4

9.8
8.9
10.1

12.7
25.1

7.5
1.5

-6.8

17.2
35.5
6.0

13.0
11.8
13.3

6.9
13.3

6.5
6.7
1.4

1.4
18.5
31.1

10.8
12.2
10.4

-.6
-22.8

4.7
13.0
9.8

- 12.2
71.6
-2.3

8.9
8.7
9.0

4.6
18.9

4.5
11.0
7.8

2.9
25.6
16.1

8.2
5.9
9.0

13.7
7.5

5.5
11.2
14.4

20.2
-4.1
10.6

9.8
7.5
10.6

1. Changes are calculated from the average amounts
outstanding in each quarter. Annual changes are measured
fromQ4toQ4.

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

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

4. Ml consists of currency; travelers checks of non-
bank issuers; demand deposits at all commercial banks
other than those due to depository institutions, the U.S.
government, and foreign banks and official insitutions,
less cash items in the process of collection and Federal
Reserve float; and other checkable deposits, which 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 money market deposit accounts
(MMDAs); savings and small-denomination time deposits
at all depository institutions (including retail repurchase
agreements), from which have been subtracted all indi-
vidual retirement accounts (IRAs) and Keogh accounts at
commercial banks and thrift institutions; taxable and tax-
exempt general-purpose and broker/dealer money market
mutual funds, excluding IRAs and Keogh accounts; over-
night and continuing-contract RPs issued by commercial
banks; and overnight Eurodollars issued to U.S. residents
by foreign branches of U.S. banks worldwide. M3 is M2
plus large-denomination time deposits at all depository
institutions; assets of institution-only money market mu-
tual funds; large-denomination term RPs issued by com-
mercial banks and thrift institutions; and term Eurodollars
held by U.S. residents in Canada and the United Kingdom
and at foreign branches of U.S. banks elsewhere.

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

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

unsettled over the rest of the year.
Early in 1988, as incoming data gave

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

Monetary Aggregates

M2 increased only 4 percent in 1987,
well below both the lower bound of its
5Vi to 8V2 percent annual growth range
and its more than 9 percent rate of ex-
pansion over the preceding two years.
The velocity of this aggregate picked up
substantially, reversing a portion of its
sharp decline in 1985-86. The rise in
velocity may have reflected in part sev-
eral special factors affecting the public's
demand for M2 balances in 1987; among
them were a much-reduced rate of sav-
ing out of income and a preference for
drawing upon liquid assets—rather than
using consumer credit—to finance pur-
chases in the wake of tax reform mea-
sures reducing deductibility of nonmort-
gage interest payments. Much of the
pickup in velocity, however, appears at-
tributable to increases in the competing
returns on other assets, which raised the
opportunity costs associated with hold-
ing M2 balances.

The widening gap between market
rates and offering rates was most pro-
nounced for the more liquid retail de-
posits, whose rates are changed infre-
quently. Early in the year, opportunity

Monetary Aggregates, Nonfinancial
Sector Debt, and Reserves

Billions of dollars

-m*,.

Total domestic nonfinancial debt

Ml
750

725

700

60

50

1986 iyb,

The ranges adopted by the FOMC for the monetary
aggregates and for total debt of the domestic nonfinancial
sector were for the period from 1986:4 to 1987:4.

The reserve aggregates have been adjusted to remove
discontinuities associated with changes in reserve require-
ments. Nonborrowed reserves include extended credit.
The difference between these two measures is adjustment
and seasonal borrowing.
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Monetary Policy and Financial Markets 17

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

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

M3 was stronger than M2 over the
year, expanding 5*/2 percent and ending
the year at the bottom of its 5Vi to 8!/2
percent annual growth range. Its faster
growth reflected heavy reliance by de-
pository institutions on large time de-
posits and on certain other instruments
included in M3 but not in M2. Both
commercial banks and thrift institutions
stepped up their issuance of wholesale
managed liabilities to fund more asset
growth than could be accommodated by
greatly reduced inflows of core deposits.
Even so, M3 growth was subdued rela-
tive to earlier years, in part because
overall needs for funds contracted as
asset expansion at banks and thrift insti-
tutions slowed. In addition, banks relied
heavily on managed liabilities obtained
from non-M3 sources, especially funds
borrowed from their foreign branches.

Growth of Ml slowed to 614 percent
from the very rapid \5Vi percent in-
crease posted the previous year because
of a small decline in demand deposits
and a sharply lower expansion of other
checkable deposits. The velocity of Ml
increased slightly, after a record postwar
decline in 1986. The sharp slowing of
growth and the abrupt turnabout in its
velocity are indicative of the increased
sensitivity of Ml to movements in mar-
ket interest rates that has emerged in
recent years. As its comparatively larger
deceleration in 1987 suggests, Ml now
appears to have a greater sensitivity to
changes in interest rates than the broader
aggregates.

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

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

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

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

Credit Market Developments
The debt of domestic nonfinancial sec-
tors grew 93/4 percent in 1987, ending
the year at about the middle of the

FOMC's monitoring range of 8 to 11
percent. Debt expansion moderated con-
siderably from the 131A percent pace of
the two previous years but still rose
faster than income. Growth of federal
debt slowed in 1987, as some progress
was made in reducing the federal deficit.
Borrowing by state and local govern-
ments fell substantially, partly reflecting
the damping effect of higher borrowing
costs and the availability of unspent
funds from earlier financings. In the
household sector, overall growth of in-
debtedness slowed. Use of consumer
credit was held down by sluggish spend-
ing and by a shift toward greater reliance
on home equity lines of credit in re-
sponse to the effects of tax reform in
reducing the deductibility of interest
payments on consumer debt. A brisk
pace of home sales over most of the
year, however, helped sustain the
growth of mortgage debt at about the
elevated pace of 1986. Despite some
widening last year of the gap between
internally generated funds and capital
expenditures, overall business borrow-
ing diminished. Businesses continued
to retire equity, however, through
mergers, buyouts, and share repur-
chases, and the credit needed to finance
these retirements boosted the expansion
of business indebtedness.

Despite the slower growth of debt and
the overall strength of the economy in
1987 there still were some signs of strain
and financial fragility in portions of the
economy. While expansion of total
household debt slowed, the growth of
household debt still outstripped that of
disposable income, and the ratio of debt
to income reached new highs. For some
individuals, the strains of heavy debt
burdens apparently remain severe: the
number of personal bankruptcies has
been growing rapidly over the last three
years and setting new records. On the
other hand, declines last year in the de-
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Monetary Policy and Financial Markets 19

linquency rate on mortgage debt have
brought this indicator of financial stress
more into line with historical standards.

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

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

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

developing countries weighed down the
stock prices of many large banks in
1987, but investor reaction to the sec-
ond-quarter decision to make provisions
for substantial losses was generally
positive and, at the time, share prices
rose for many banks taking this step.
Difficulties persisted over the year in
making progress in handling the eco-
nomic and financial problems of many
of the developing countries, and in the
fourth quarter a number of large banks
announced additional provisions for
losses on such debt and, in some in-
stances, write-offs of problem loans.

After several years of improvement,
the financial condition of the thrift in-
dustry deteriorated in 1987. Aggregate
earnings declined, with losses posted in
the second and third quarters as a result
of heavy provisions for losses on assets,
including a one-time write-off of accu-
mulated insurance payments prepaid to
the Federal Savings and Loan Insurance
Corporation (FSLIC).1 However, as had
been the case for some years, the aggre-
gate condition of the industry masked
extremes among individual institutions.
Many are well capitalized and quite
profitable, but severe problems with
asset quality have left a substantial mi-
nority insolvent and suffering massive
operating losses that are steadily wor-
sening. Before the passage in 1987 of
legislation authorizing a recapitaliza-

1. In March 1987 the General Accounting Office
declared that the FSLIC was insolvent because it
would be unable to meet all its future obligations
on insured deposits at failed but not yet closed
institutions. The Financial Accounting Standards
Board then ruled that the prepaid assessments,
which were assets on the balance sheets of individ-
ual thrift institutions, had to be written off immedi-
ately. The FSLIC recapitalization plan included in
the Competitive Equality Banking Act of 1987
provides that the affected thrift institutions will
recover the amount of this write-off over the next
five years as new funds are raised for the FSLIC.

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

1987



20 Monetary Policy and Financial Markets

tion, the FSLIC had been unable to take
effective remedial action with respect to
these insolvent institutions, owing to the
inadequacy of its own resources. Under
the terms of the recapitalization plan ap-
proved as part of the Competitive Equal-
ity Banking Act, the newly created Fi-
nancing Corporation began raising the
funds needed by the FSLIC through is-
suance of long-term debt.

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

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