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Monetary Policy and Financial Markets in 1989

In 1989, the Federal Reserve continued a
policy aimed at containing and ultimately
eliminating inflation while providing
support for economic expansion. In
implementing that policy, the Federal
Open Market Committee maintained a
flexible approach to monetary targeting,
responding to emerging conditions in
the economy and financial markets as
well as to the growth of the monetary
aggregates relative to their established
target ranges.

The Implementation
of Monetary Policy in 1989
In the opening months of 1989, the Fed-
eral Open Market Committee extended
the move toward restraint that it had
begun almost a year earlier. Policy
actions in January and February re-
strained the availability of reserves,
raised the discount rate, and prompted a
further increase of 34 percentage point
in short-term market interest rates.
Longer- term rates, however, moved up
only moderately; the tightening appar-
ently had been widely anticipated and
was viewed as a welcome step toward
helping to avoid an escalation in underly-
ing inflation. Real short-term interest
rates—nominal rates adjusted for ex-
pected price inflation—likely moved
higher in early 1989 but remained below
peak levels earlier in the expansion. The
tightening of policy and the related
increases in interest rates contributed to a
strengthening of the foreign exchange
value of the dollar in early 1989. Growth
of the monetary aggregates slowed dur-
ing this period as the additional policy
restraint reinforced the effects of actions
taken in 1988.

In the spring, the incoming data on
activity, along with the strength of the
dollar, suggested that the risk of acceler-
ating inflation was beginning to lessen a
bit. Consequently, the Committee re-
frained from further tightening, and in
June it began to ease the pressures on
reserve markets. Interest rates fell sharply
during the second quarter, at both the
short and long ends of the maturity
spectrum. By mid-year, most long-term
nominal interest rates were down as much
as 1 percentage point from their March
peaks; the yield on the bellwether thirty-
year Treasury bond fell to about 8 percent
by the end of June. The decline in interest
rates outstripped the reduction in most
measures of investors' inflation expecta-
tions, so that estimated real interest rates
also fell from their levels of earlier in the
year. These declines in nominal and real
interest rates, however, were not accom-
panied by declines in the foreign ex-
change value of the dollar. Rather, be-
cause of better-than-expected trade
reports in late spring, and political tur-
moil abroad, the dollar strengthened
further.

In July, when the FOMC met for its
semiannual review of the growth ranges
for money and credit, M2 and M3 lay at,
or a bit beneath, the lower bounds of
their target cones. This weakness,
together with the information on prices
and real activity, led the Committee to
ease reserve positions further. While
taking such action, the Committee also
reaffirmed the existing 1989 target
ranges for the monetary and debt
aggregates and tentatively established
those same ranges for 1990; it was
thought that such ranges likely would
encompass money growth at a pace
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needed to foster further economic
expansion and moderation of price
pressures in 1990.

Longer-term interest rates moved
down a bit further shortly after mid-
year, but then turned up later in the
summer. During this period, incoming
information hinted at the possibility
of renewed inflation pressures; with
growth in the monetary aggregates
rebounding, the Committee therefore
kept reserve conditions about unchanged

pending clearer signals of the economy
and of prices.

In early autumn, evidence of a further
slowing in the pace of economic activity
began to accumulate. Beginning in Octo-
ber the FOMC reduced pressures on
reserve markets in three separate steps;
the moves nudged the federal funds rate
down to around 8 XA percent by year-end,
about Wi percentage points below its
level when the tightening of policy had
ceased in February. Over those ten

Interest Rates

Short-term

Percent per year

Long-term

U.S. government bonds State and local government bonds

1984 1985 1986

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 thirty-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 thirty-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 thirty-year constant maturity by the Treasury.

The rate for state and local government bonds is a Bond
Buyer index based on twenty-five issues of thirty-year
revenue bonds of mixed quality.
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months, other short- and long-term nom-
inal interest rates fell about 1 to VA
percentage points. Reflecting some re-
duction in inflation anticipations over the
same period, estimated short- and
long-term real interest rates fell some-
what less than nominal rates, dropping

probably about Vi to 3A percentage point.
Still, most measures of short- and long-
term real interest rates remained well
above their trough levels of 1986 and
1987—levels that had preceded rapid
growth in the economy and a buildup of
inflationary pressures.

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

Item 1986 1987 1988 1989
1989

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, savings, and small-
demonimation time deposits

General-purpose and broker/dealer
money market mutual fund assets

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

M3
Non-M2 components

Large-denomination time deposits
Institution-only money market mutual

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

Domestic nonfinancial sector debt .
Federal
Nonfederal

18.2
20.0
18.3
9.5

15.5
7.4

11.6
29.2

9.3
7.3

5.9

17.4
16.3

9.1
8.1
1.8

32.3
32.0
4.3

13.2
14.6
12.7

4.7 2.8 -1 .5 -3 .1 -8 .7 .6 5.1
4.8 .2 1.7 1.2 -10.2 8.7 7.2
4.8 2.7 -1 .4 -3 .2 -7 .7 .5 5.0
7.6 6.9 3.4 4.4 1.7 3.2 4.0

6.3 4.3 .6 - . 1 -4.4 1.8 5.1
8.7 8.1 4.8 6.6 4.3 3.8 4.0

- . 9 -1.3 -2.8 -4.5 -7.5 - .5 1.1
13.7 7.6 1.0 - . 6 -7.7 2.5 9.8

4.3
3.6

3.2

5.2
5.5

5.7

4.6
5.9

3.7

5.9 7.7 29.8
7.0 -5.0 -9.2

5.8
12.0
9.3

3.0
36.7
14.1

6.3 3.2
10.6 -1.5
11.6 4.2

2.3
3.2

18.0
3.4

3.9
9.6

11.4

1.6
3.7

6.9
8.7

2.4 5.6

7.1
7.7

5.2

23.0 37.6 29.5
-25.4 -2.9 -12.5

3.2 3.9 1.8
9.1 -6.8 -17.3

13.5 -1.3 -6.7

- .6 17.1 .3 25.2 36.6 3.3
14.7 -16.1 9.6 3.8 -29.9 -49.0
11.1 -22.5 -2.2 -20.2 -33.3 -41.8

9.9 9.1
9.0 8.0

10.2 9.4

8.0
7.4
8.1

8.2
7.7
8.3

7.7
6.9
7.9

7.2 7.9
4.7 9.5
7.9 7.4

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 thrift
institutions; 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 Euro-
dollars held by U.S. residents in Canada and the United
Kingdom and at foreign branches of U. S. banks elsewhere.

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

1989



16 76th Annual Report, 1989

The Monetary Aggregates

Growth in M2 was uneven over 1989,
with marked weakness in the first part of
the year giving way to robust growth

Monetary Aggregates, Nonfinancial
Sector Debt, and Reserves

Trillions of dollars

4.1

3.9

Total domestic nonfinancial debt

Ml

Reserves

Total

9.1

Billions of dollars

. 800

770

62

60

58

1988 1989

The ranges were adopted by the FOMC for the period
from 1988:4 to 1989:4.

Reserves have been adjusted to remove discontinuities
associated with changes in reserve requirements. Nonbor-
rowed reserves include extended credit; the difference
between total and nonborrowed reserves is used to meet
seasonal and adjustment needs.

thereafter. All told, the rise in M2 over
the year amounted to 4Vi percent, down
from growth of 5 XA percent in 1988; the
1989 figure was about at the midpoint of
the annual target range of 3 to 7 percent.
The slowing from 1988 reflected some
moderation in nominal income growth as
well as the pattern of interest rates and
associated opportunity costs of holding
money; with regard to the latter, the
lagged effects of increased interest rates
and rising opportunity costs in 1988 and
early 1989 outweighted the effects of the
subsequent, smaller reversal.

Compositional shifts within M2 in
1989 reflected the pattern of interest rate
movements over the year, an unexpect-
edly large volume of tax payments in the
spring, and a flow of funds out of thrift
institution deposits and into other instru-
ments. Early in the year, rising market
interest rates buoyed the growth of small-
denomination time deposits at the ex-
pense of more liquid deposits, the rates
on which adjusted only sluggishly to the
market's upward movements. The jump
in tax payments, which came in April and
May, added to the weakness in liquid
instruments in those months. However,
as market interest rates fell, liquid instru-
ments gained in favor, and their rate of
growth rebounded; replenishment of the
accounts that had been drawn down to
pay taxes added to the stronger growth of
liquid deposits.

The swings in interest rates and oppor-
tunity costs in 1989 had an especially
strong effect on the Ml component of
M2. From the fourth quarter of 1988 to
May of 1989, Ml declined at an annual
rate of about 2lh percent. Then, from
May to December, M1 growth rebounded
to a 4 percent rate, boosted by the
cumulating effects of falling interest rates
and the tax-related replenishment of
liquid balances. The rise in Ml over the
four quarters of the year was only Vi
percent; it had grown AlA percent in
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1988. Ml velocity continued the upward
trend that resumed in 1987, increasing in
the first three quarters before edging
down in the fourth quarter of 1989.

The composition of M2 also was
affected in 1989 by developments in the
thrift industry, which led to a shift of
deposits from those institutions to com-
mercial banks and money fund shares.
The shift stemmed, in part, from regula-
tory pressures that brought down the
interest rates paid by some excessively
aggressive thrifts. In addition, beginning
in August, the newly created Resolution
Trust Corporation (RTC) directed some
of its funds toward paying down high-
cost deposits at some thrifts; it also began
a program of closing insolvent thrifts and
selling their deposits to other institu-
tions—for the most part, banks. On
balance, the weak growth of retail de-
posits at thrifts appears to have been
about offset by the shift into commercial
banks and money market mutual funds,
leaving M2 little affected overall.

M3 growth in 1989 was driven largely,
as usual, by the funding needs of banks
and thrifts; however, the special circum-
stances of the restructuring of the thrift
industry lessened the reliability of M3 as
a barometer of monetary policy pres-
sures. Banks' funding needs exhibited
continued expansion in 1989 as growth of
bank credit was only slightly below the
1988 rise of 7% percent. By contrast,
credit at thrift institutions, which rose
6*4 percent in 1988, declined on balance
in 1989. This weakness in thrift credit
stemmed directly from the shrinkage of
assets at SAIF-insured savings and loan
institutions; the other thrifts—credit
unions and mutual savings banks—ex-
panded their balance sheets in 1989. In
addition, the funds paid out by the RTC
to thrift institutions and to banks that
acquired thrift deposits were a direct
substitute for other sources of funds. As a
result, thrifts lessened their reliance on

managed liabilities, as evidenced by the
16 percent decline over the year in the
sum of large time deposits and RPs at
thrifts. Money market mutual funds that
are open only to institutions were bol-
stered by a yield advantage, as fund
returns lagged behind declining market
interest rates; these funds provided the
major source of growth for the non-M2
component of M3. On balance, the
effects of the thrift restructuring domi-
nated the movements in M3, and the
rebound in M2 in the second half of 1989
did not show through to this broader
aggregate. Thus, M3 continued to hug
the lower bound of its 3 lh to 7 Vi percent
target cone; it closed the year 3 lA percent
above its level in the fourth quarter of
1988. The velocity of M3 increased 3
percent in 1989, VA percentage points
faster than the growth in M2 velocity and
its largest annual rise in twenty years.

Credit Markets in 1989
Aggregate debt of the domestic nonfinan-
cial sectors grew at a fairly steady pace
over 1989, averaging 8 percent, a rate
near the midpoint of the FOMC monitor-
ing range of 6 V4 to \Wi percent. This rise
in debt was about 1 percentage point less
than the increase recorded in 1988 and
was several percentage points below the
exceptionally rapid increases of the mid-
1980s. Nonetheless, debt growth once
again exceeded the growth of nominal
GNP, which was 6V2 percent in 1989.
Federal sector debt grew IVi percent,
about xh percentage point less than in
1988. Debt growth outside the federal
sector amounted to 8 percent, 1 XA percent-
age points less than in 1988. Households
accounted for the bulk of this easing in
the growth of nonfederal debt: Mortgage
credit slowed in line with the reduced
pace of housing activity, and consumer
credit growth, though volatile from month
to month, was less than in 1988. The
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growth of nonfinancial business debt
slipped further below the extremely rapid
rates of the mid-1980s. Corporate restruc-
turing continued to be a major factor
buoying business borrowing, although
such activity showed distinct signs of
slowing late in the year as lenders became
more cautious, and the use of debt to
retire equity ebbed.

In the mortgage markets, the down-
sizing of the thrift industry apparently
had little effect on either the cost or
availability of home mortgages in 1989.
The spread between the rate on primary
fixed-rate mortgages and the rate on ten-
year Treasury notes rose somewhat early
in the year but thereafter remained rela-
tively stable. And the gap in mortgage
lending associated with the shrinking of
thrift assets was largely filled by in-
creased activity on the part of other
institutions, notably diversified lenders,
who acted in part through other interme-
diaries such as federally sponsored agen-
cies. Nonetheless, some shrinkage of
credit available for acquisition, develop-
ment, and construction appeared to fol-
low from FIRREA-imposed limits on
loans by thrifts to single borrowers,
though the reduction in funds available
for these purposes probably also reflected
problems in some residential real estate
markets.

The second half of 1989 was marked
by indications of increased financial
stress among certain classes of bor-
rowers, with implications for the profit-
ability of lenders, including commercial
banks. During this period, delinquency
rates on closed-end consumer loans at
commercial banks and auto loans at
"captive" auto finance companies were
close to historically high levels. The
delinquency and charge-off rates for real
estate loans at commercial banks as a
whole were only slightly higher in 1989
than in the previous year. Still, problem
real estate loans continued to be a drag on

the profitability of banks in Texas, Okla-
homa, and Louisiana; and in the second
half, such loans emerged as a serious
problem for banks in New England. By
contrast, smaller, agriculturally oriented
banks continued to recover from the
distressed conditions of the mid-1980s.
As in 1988, agricultural banks charged
off loans at well below the national rate,
and their nonperforming assets repre-
sented a smaller portion of their loans
than that for the country as a whole.

The upswing in the profitability of
insured commercial banks that began in
1988 only extended through the first half
of 1989. A slowing in the buildup of
loan-loss provisions, along with improve-
ments in interest-rate margins, contrib-
uted to the first-half gains. In the second
half, profits eroded. Several money cen-
ter banks sharply boosted their loss
provisions on loans to developing coun-
tries, while evidence of rising delin-
quency rates on real estate and consumer
loans gave evidence of a somewhat more
extensive weakening in loan quality.
Although these developments might
foster a more cautious attitude toward
granting credit to riskier borrowers, it
seemed unlikely at the end of 1989 that
the availability of credit had been reduced
in a more general way that could materi-
ally impede the ongoing economic
expansion. •
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