
12

Monetary Policy and Financial Markets in 1988

In 1988, as in other recent years, the
Federal Reserve maintained a flexible
approach to monetary targeting by re-
sponding to emerging conditions in the
economy and in financial markets as well
as to growth of the monetary aggregates
themselves.

Early in the year, when the potential
for fallout from the stock market crash
still was an overriding concern, mone-
tary policy was eased, augmenting
policy moves that had been taken in the
fourth quarter of 1987. But as it became
clear that the economy still was strong
and that the potential for heightened
inflation was increasing, the Federal
Open Market Committee tightened
reserve conditions in a series of steps
beginning in the spring and continuing
into 1989.

Before the tightening began, the mon-
etary aggregates had been running close
to the top of their 1988 growth ranges;
but growth of the aggregates slowed after
the spring, and they closed the year in the
middle portions of their 1988 target
ranges.

In the credit markets the growth of
domestic nonfinancial debt in 1988 was
slightly below that of 1987 and noticeably
slower than in previous years of the
expansion. Even so, debt continued to
grow faster than nominal GNP, largely
reflecting the continued heavy demands
of the federal government and the in-
creased financing needs of corporations.
With the overall economy still quite
healthy in 1988, the incidence of financial
stress among households and nonfinan-
cial businesses was not widespread.
However, in the financial sector, the
problems of the thrift institutions
worsened.

Monetary Policy in 1988

During the early months of 1988, the
Federal Open Market Committee sought
to counter any economic weakness that
could result from the stock market break
and to ensure the smooth functioning of
domestic financial markets. In the real
economy, sales had softened late in 1987,
and inventories had risen sharply. Cou-
pled with some softening in labor market
indicators early in 1988, these data
seemed to point toward a greater risk of
cumulative weakening in real activity. In
addition, the financial markets remained
somewhat unsettled during this period,
and the Federal Reserve placed special
emphasis on monitoring domestic finan-
cial markets for signs of any new distress.
Against this backdrop, reserve conditions
were eased slightly in early February,
contributing to reductions in short- and
long-term interest rates.

By early spring, however, the incom-
ing economic data were suggesting that
the real economy, rather than weakening,
actually was still moving ahead with
considerable momentum. Bond yields
increased during this period, as the
indications of economic strength contra-
dicted the earlier market forecasts of a
slowing economy and raised concerns
about an uptrend in inflation. Because of
the increased risk for higher wage and
price inflation—and in the context of
rapid growth in M2 and M3 - the Federal
Reserve firmed reserve conditions in a
series of steps beginning in March and
culminating in early August, when the
discount rate was hiked Vi percentage
point, to 6!/2 percent. These moves
brought about substantial increases in
short-term interest rates; but they were
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Monetary Policy and Financial Markets 13

accompanied by only small increases in
Treasury bond yields, as investors viewed
Federal Reserve actions as heading off a
long-term acceleration of inflation. The
upturn in short-term interest rates, cou-
pled with more optimistic expectations of
future inflation, also helped boost the
foreign exchange value of the dollar
during this period.

In late summer and early autumn, some
indicators suggested that economic
growth might have started to moderate.

In view of the policy restraint already in
place—which was being reflected in a
slower rate of growth in the monetary
aggregates—the Federal Open Market
Committee postponed any further action
pending more information on the course
of the economy. The foreign exchange
value of the dollar declined through much
of the autumn, partly in response to a rise
in foreign interest rates relative to those
in the United States and partly in response
to investors' concern over the lack of

Interest Rates
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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 for 30-year fixed-rate mortgages with level
payments at savings and loan associations and is from the
Federal Home Loan Mortage Corporation.

1987 1988 1989

The rate for A-rated utility bonds is the weighted average
for recently offered 30-year investment-grade bonds ad-
justed 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 Treasury.

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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14 Monetary Policy and Financial Markets

progress in reducing the U.S. federal
budget deficit and a slower rate of im-
provement in the U.S. trade deficit.

Inlate fall, data suggested thatprevious
monetary restraint had not been sufficient
to relieve the potential for higher infla-
tion, and the Federal Open Market Com-

mittee resumed a tightening of reserve
conditions that began in November and
extended into the new year. As a result,
short-term market interest rates rose. In
contrast, bond yields continued to fluctu-
ate narrowly, signaling the market's
continued confidence that inflationary

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

Item 1986 1987 1988
1987

Q4

1988

Ql Q2 Q3 Q4

Depository institution reserves2

Total
Nonborrowed
Required
Monetary base3

Concepts of money 4

Ml
Currency and travelers checks
Demand deposits
Other checkable deposits

M2
Non-Mi component

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

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

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

19.8
21.7
19.9
9.8

15.6
7.5

11.7
29.4

9.3
7.3

6.0

17.4
16.0

6.0
6.1
6.1
7.9

6.4
8.6

- . 8
13.8

4.2
3.5

3.2

5.8
4.3

3.2
.7

3.2
7.0

4.3
8.0

-1.2
7.7

5.2
5.5

2.5
2.4
1.4
8.2

5.0
9.8
1.1
5.7

4.9
4.9

3.5
1.5
2.9
8.1

3.2
9.5

-4.7
7.1

6.1
7.1

5.8 4.3
-6.5 2.5

7.2 4.0
7.4 6.7

6.4
7.9
1.1

11.0

6.9
7.1

5.2
7.2

.4
8.7

3.8
3.3

5.8 3.8 7.9 7.2

M3
Non-M2 components

Large-denomination time deposits
Institution-only money market mutual

fund assets (n.s.a.)
Term RPs (n.s.a.)
Term Eurodollars (n.s.a.)

9.1 5.7
8.2 11.8
1.7 9.3

32.1 2.9
31.7 33.2
4.3 13.9

7.5
-5.8

6.4
10.7
11.0

- .7
15.0
14.5

11.8
9.2

6.4
12.1
13.8

19.9
.9

11.2

Domestic nonfinancial sector debt.
Federal
Nonfederal

13.3
14.7
12.9

9.8 8.7 9.9
9.0 8.1 7.6

10.0 8.9 10.7

19.5
-14.0

6.7
9.1
8.5

44.3
7.5

-22.7

8.0
8.0
8.0

3.2
2.6

7.2
8.3
9.1

-30.8
28.4
20.1

8.6
8.3
8.7

- . 7
5.3

- 1 . 4
5.0

2.3
6.7

-1 .8
3.3

3.6
4.1

3.9 3.6

- 2 . 9
- 3 . 3

5.8
13.4
13.4

-23.3
13.0
47.7

9.8
- 8 . 8

5.1
10.5
11.3

11.1
8.3

13.1

8.4 8.8
7.1 8.0
8.8 9.0

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

2. Data on reserves and the monetary base incorporate
adjustments for discontinuities associated with regulatory
changes in 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 nonbank
issuers; demand deposits at all commercial banks other
than those due to depository institutions, the U.S. govern-
ment, and foreign banks and official institutions, 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
institutions. 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 individ-
ual 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;
wholesale overnight and continuing-contract repurchase
agreements (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 mutual funds;
wholesale 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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Monetary Policy and Financial Markets 15

pressures would be contained. This con-
fidence, together with the firming of
policy, contributed to a renewed strength-
ening of the foreign exchange value of
the dollar toward the end of the year.

Monetary Aggregates

M2 expanded 5 lA percent over the four
quarters of 1988, a rate just below the
middle of its 4-to-8 percent target range.
Although demands for M2 were sup-
ported by strong growth in income and
spending, they were reduced by increases
in its opportunity cost—that is, the differ-
ence between market interest rates and
the yields on M2-type instruments. Early
in the year, the opportunity cost of
holding M2 had declined in response to
decreases in market interest rates in late
1987 and early 1988 relative to deposit
rates. The lower opportunity cost led to
strong growth in M2 and a decline in its
velocity-the ratio of nominal GNP to
M2 - in the first quarter. But after March,
deposit rates lagged behind the rise in
market rates, and the velocity of M2
increased; over the year, the rise in
velocity was close to 2 percent.

The response of offering rates on de-
posit accounts to changes in market rates
was especially sluggish in the last part of
1988. One reason for this sluggishness
may have been regulatory pressure on
thrifts and the closing of many insolvent
institutions, which often had been overly
aggressive in pricing deposits. The extent
to which thrifts were offering higher rates
than banks on small time deposits was
greatly reduced during this period, and
partly as a consequence, growth of retail
deposits was much stronger at banks than
at thrifts.

The patterns of change in deposit rates
and market interest rates also affected the
composition of M2 growth during 1988.
During the first half of 1988, liquid retail
deposits (such as interest-bearing check-

Monetary Aggregates, Nonfinancial
Sector Debt, and Reserves

Billions of dollars

M2

1 i
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Actual
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Total domestic nonfinancial debt

Ml
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Reserves

Total

Nonborrowed

3900

3700

9200

8800

8400

810

780

750

62
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58

56

I i i i i i j i i

1987 1988

The ranges adopted by the FOMC for the monetary
aggregates and for total debt of the domestic nonfinancial
sector were for the period from 1987:4 to 1988:4.

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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16 Monetary Policy and Financial Markets

ing accounts) expanded at a strong pace,
largely reflecting increases in their rela-
tive attractiveness stemming from de-
clines in market interest rates and, to a
lesser extent, in rates on small time de-
posits. However, the growth of these
deposits slowed markedly over the last
half of 1988, following the reversal in the
pattern of interest rate movements.
Growth in small time deposits was partic-
ularly robust throughout 1988. Their
expansion in the early months of the year
may have resulted, in part, from shifts in
household investment preferences away
from stocks and toward the safety of
these savings instruments. Later, rising
yields on small time deposits relative to
those on more liquid deposits led house-
holds to shift funds from the latter
accounts to the former.

M3 grew 6 Vi percent last year, placing
it slightly above the midpoint of its 4-to-8
percent target range. This increase from
a 5% percent growth rate in 1987 re-
flected a modest pickup in the issuance of
managed liabilities in M3 to fund credit
expansion at banks and thrift institutions.
M3 followed a trajectory near the upper
end of its target range in the first half of
1988, but moderated thereafter in associ-
ation with slowing credit growth at
depository institutions. For the year,
large time deposits and other managed
liabilities included in M3 but not in M2
grew rapidly, as inflows into M2-type
deposits were insufficient for banks to
finance their desired pace of asset expan-
sion. This was particularly true in the
second half of the year, when M2 growth
moderated.

To some extent, the pickup in M3
growth last year also reflected a greater
reliance by banks on managed liabilities
included in M3 than on non-money-stock
instruments, such as bank borrowings
from overseas branches. In contrast, as
in other recent years, thrift institutions'
heavy use of Federal Home Loan Bank

advances—which are not included in
M3—had a moderating effect on the
growth ofM3 in 1988.

At AlA percent, Ml growth last year
was down more than 2 percentage points
from its rate in 1987. Growth of interest-
bearing checking accounts moderated,
while demand deposits continued running
off. As in recent years, the growth of Ml
displayed great sensitivity to changes in
market rates of interest. Households
shifted savings balances between NOW
accounts and those M2 components, such
as small time deposits, whose yields
responded to increases in market rates
much more quickly than those on NOW
accounts. Because substitutions of this
type are internalized within M2, M2 has
displayed less sensitivity to interest rates
than has Ml in this decade. Demand
deposits are the other component of Ml
highly sensitive to interest rates; they
declined again in 1988, partly reflecting
increases in their opportunity costs and
declines in compensating balances. Com-
pensating balances, funds that businesses
must hold in non-interest-bearing ac-
counts to compensate banks for services,
fall when interest rates rise.

Credit Market Developments

The debt of domestic nonfinancial sectors
increased nearly 8% percent during
1988, placing it near the midpoint of the
Federal Open Market Committee's mon-
itoring range of 7 to 11 percent and
somewhat below the 93A percent rise of
the previous year. The growth of federal
debt slowed a little from the 1987 pace.
In addition, the expansion in nonfederal
debt moderated as state and local govern-
ments trimmed debt issuance and as
households expanded their mortgage debt
at a less robust pace in response to higher
mortgage rates. Growth of business debt
picked up a bit from its 1987 pace, with
short-term debt growing faster than long-
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Monetary Policy and Financial Markets 17

term debt. Corporate borrowing was
particularly strong, reflecting increased
external financing needs for capital invest-
ment and for mergers, buyouts, and stock
repurchases. Overall, the expansion of
debt in the nonfinancial sectors in 1988
was well below the pace of the mid-1980s
but still exceeded the growth of nominal
GNR

With the economy growing strongly
and the financial markets settling down
after their initial skittishness following
the stock market break, evidence of
financial stress among businesses and
households was not widely apparent in
1988. Nevertheless, financial develop-
ments in certain markets and sectors
warranted the attention of policymakers.
Of particular note were the worsening
condition of the thrift industry, the need
to achieve sounder capitalization of com-
mercial banking organizations, and the
rising indebtedness of businesses in-
volved in restructuring activity.

As the year wore on, the dimensions of
the problems facing the thrift industry
became clearer. The losses of the industry
declined somewhat during the second
half of the year, but this relative improve-
ment appeared largely to reflect the
assistance provided to more than 200
institutions by the Federal Savings and
Loan Insurance Corporation. For the
year as a whole, the industry's losses
exceeded $12 billion.

The turmoil in the thrift industry has
not noticeably disrupted mortgage activ-
ity. In part, the development of a deep
secondary mortgage market has sepa-
rated the origination of loans from the
need to fund them. For this reason, the
base of mortgage credit has been broad-
ened in recent years, making the provi-
sion of mortgages far less dependent on
the condition of any one type of financial
institution or on the regional supply of
loanable funds. During the 1980s the
share of home mortgage credit held in

securitized form has increased from
about one-tenth to more than one-third.
The spread between interest rates on
fixed-rate mortgages, which have an
average life of roughly 10 years, and
yields on 10-year Treasury notes did not
change appreciably over 1988, which
also indicates that the mortgage markets
continued functioning well despite the
problems of many savings and loan
associations.

In contrast to those of the thrift indus-
try, profits of U.S. commercial banks
were reasonably strong in 1988, even
after excluding the one-time jump in
fourth quarter earnings associated with
the resumption of debt payments by
Brazil. Moreover, most large money-
center banks with a significant amount of
loans to developing countries have con-
tinued to build capital, which provides a
cushion against default losses. Efforts to
raise equity gained force from the agree-
ment by bank supervisory authorities of
major industrial countries to set more
stringent, risk-based standards of capital
adequacy. These standards, to be fully
phased in by 1992, place a greater
emphasis on equity capital, take into
account the off-balance-sheet activities
of banks, and provide a more uniform
regulatory treatment of banks based in
different countries.

In 1988, as in 1987, banks lent con-
siderable sums to finance mergers and
leveraged buyouts. Although banks have
reported that these loans have had a lower
rate of loss than all other business loans
combined, and although LBO borrowers
typically obtain some insurance against
higher loan rates, concern remains about
bank exposure to losses in the event of an
adverse turn in business conditions. For
this reason, the Federal Reserve is mon-
itoring closely the developments in this
area; in particular, it has revised its bank
examination guidelines to ensure that
loans from member banks used to finance
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18 Monetary Policy and Financial Markets

buyouts and other highly levered corpo-
rate restructurings meet prudent credit
standards.

Leveraged buyouts and other mergers
and restructurings led to a record pace of
net equity retirements by nonfinancial
corporations in 1988. Despite the large
volume of this activity in recent years,
the overall corporate debt-to-equity ratio
is not out of line with observations since
the early 1970s, a stability that reflects
the increased market valuation of equities
since the early 1980s.

Much of the financial restructuring of
recent years has been a response to
fundamental economic factors; it may
impose a discipline on corporate manage-
ment, which in turn can stimulate efforts
to improve productivity. Nevertheless,
heavy commitments of cash flow to
service debt reduce a firm's ability to
cope with stresses or industry-specific
shocks. To some extent, the substitution
of debt for equity is motivated by simple
tax-saving considerations, such as the
full deduction for interest payments and
the double taxation of dividends. For
these reasons, reforming the corporate
tax system should be a component of
public policy in addressing this difficult
issue. •
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