The FOMC in 1982: De-emphasizing M1

DANIEL L. THORNTON

HE year 1982 was marked by rapid and variable
growth of the monetary aggregates. The growth of M1,
the narrow monetary aggregate, was up sharply from
1981, while M2 growth was slightly above the previous
vear s rate. Of the three targeted aggregates, only M3
growth was lower in 1982 than in 1981. Moreover,
1982 marked the first time since the Federal Open
Market Committee (hereafter FOMC or Committee)
adopted its new procedures in October 1979 that the
fourth-quarter-to-fourth-quarter growth rate of Ml
accelerated, !

As was the case in 1981, the Committee faced un-
usual uncertainties regarding the relative behavior of
M1 and M2 during the vear associated with various
technical factors, regulatory changes and financial in-
novations. Furthermore, the income velocities of the
monekary aggregates, especially that of M1, declined
relative to their historical norms.? Because of these
difficulties, the Committee had considerable discus-
sion about the weight that should be assigned to M1

Note: Citations referred to as “Record” are to the “Record of Policy
Actions of the Federal Open Market Committee” found in various
issues of the Federal Reserve Bulletin.

'For a description of the operating procedure, see R. Alton Gilbert

and Michael Trebing, “The FOMC in 1980: A Year of Reserve
Targeting,” this Review (August/September 1981), pp. 2-22; and
Richard W, Lang, “The FOMC in I97%: Introducing Reserve
Targeting,” this Review (March 1980}, pp. 2-25.

*The income velocity of a monetary aggregate is given by the ratio of

nominal GNP to the aggregate. It indicates the number of times
each unit of nominal money “turns over” in producing this year's
final cutput. This conclusion about the record decline in velocity
was based on the fact that M1 growth had been rapid in the first
quarter compared with what would have been predicted on the
basis of the actual behavior of neminal GNP and interest rates. This
interpretation was supported by the growth in relatively low-
interest-yielding savings deposits. See “Record” {June 1982), pp.
366-67.
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and M2 as a guide to policy. Ultimately, it decided to
suspend setting explicit growth objectives for M1 dur-
ing the fourth quarter of the year. This article will
review the factors affecting the long- and short-run
policy decisions of the Committee during 1982, includ-
ing those leading up to the decision to suspend setting
an explicit target for M1.

ANNUAL TARGETS FOR 1852

The Full Employment and Balanced Growth Act of
1978 (the Humphrey-Hawkins Act) requires the Board
of Governors to transmit to Congress, each February
and July, reports on the objectives for growth rate
ranges for monetary and credit aggregates over the
current calendar year and, in the case of the July
report, over the following calendar year as well.® The
Committee has chosen to establish ranges from the
fourth quarter of the previous year to the fourth quar-
ter of the current year.*

3These ranges must be reported to Congress each February and
TJuly, although the Act provides that the Board and the Committee
may reconsider the annual ranges at any time. The period to which
the annual ranges apply, however, may not be changed. The hase
period that the Committee has chosen {the fourth quarter of the
previous vear} would remain the same even # the Committee
decided to change the desired growth rates of the aggregates for the
year.

“Before 1979, the Committee adopted one-year growth rates each
quarter, and the base period for the annual targets announced each
quarter was brought forward to the most recent quarter. This
method resulted in a problem referred to as “base drift.” Growth in
aggregates above (below) an annual growth range in a guarter
would raise (lower) the base level for calculating the next annual
growth path. The specification of annual objectives in terms of
calendar year growth rates, which eliminates the base drift prob-
lem within a calendar year, does not solve this problem from one
calendar year to the nest, since new ranges are established from the
end of each calendar year.
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At its February meeting, the Committee completed
the review, begun at its December 1981 meeting, of
the annual targets for the monetary and credit aggre-
gates for 1982. It remained committed to its long-
standing goal of restraining the growth of money and
credit to reduce further the rate of inflation. Neverthe-
less, Committee members disagreed about the precise
ranges to set for the various monetary aggregates. Most
members favored reaffirming the ranges for M1 that
had been tentatively adopted at the July 1981 meeting.
A substantial number, however, favored a somewhat
higher range for M2 based on the belief that various
developments during the year would likely boost the
growth of M2 relative to M1.% Also, it was generally
agreed to give considerable weight to M2 in interpret-
ing developments during the year.®

At jts midyear review of the annual ranges, the Committee estab-
lishes tentative ranges for the monetary aggregates for the next
year — measured from the fourth quarter of the current year to the
fourth quarter of the following year.

See “Record” {April 1982), pp. 232-33.
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In setting its growth range for M1, the Committee
argued that the growth in “other checkable deposits,”
which had accelerated during January and which was
in large part responsible for the rapid January growth
of M1, was likely to be temporary, and that the rela-
tionship between the M1 growth and the nominal GNP
growth likely would be closer to its historical pattern
during 1982. On this assumption, the Committee
argued that it would be acceptable for M1 to grow at a
rate near the upper end of its annual range during
1982. The Committee also expected that the growth of
M2 would be high in its range, although somewhat
below that of 1981.7 At the end of the discussion, the
Committee reaffirmed its tentative ranges for M1 and
M2. These ranges are presented in table 1.

“Indeed, the Committee believed that the growth in M2 might
meet or exceed the upper end of its range if the personal savings
rate grew more rapidly than anticipated, or if depository institu-
tions attracted an exceptionally large How of funds into TRAs from
sources outside of M2. See “Record”™ (April 1982), p. 233.
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Actual Money Growth in 1982

As shown in table 2, all three of the monetary aggre-
gates exceeded their target ranges during 1982.% Their
patterns of growth relative to their ranges, however,
were considerably different, as can be seen in chart 1.
Both M1 and M2 were above their targeted ranges
nearly all of the year. In contrast, M3 growth was
within its range during the first half of 1982 and above it
during the second half.

Although both M1 and M2 were above their target
ranges throughout the year, their growth rates dis-
plaved different patterns. While the quarter-to-
quarter growth of M2 during 1982 was less stable than
that of 1981, it was stable compared with the quarter-
to-quarter growth of M1. M1 grew rapidly in January
and was fairly flat until July, when it began a growth
spurt that accelerated markedly in October. This pat-
tern of M1 growth was basically consistent with the
Committee’s short-run objectives for the year.

SHORT-RUN POLICY DIRECTIVES
FOR 1582

The announced annual target ranges for the mone-
tary aggregates provide a basis on which the FOMC

The definition of M2 was changed effective February 14, 1983, to

include tax-exempt money market funds and to exclude all IRA/
Keogh balances at depository institutions and money market
mutual funds. These changes also affected M3. Thus, data available
January 20, 1983, were used. The growth rates of M1, M2 and M3
will differ from those reported from revisions after February 14,
1983.
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chooses its short-run policy obiectives during the year.
The short-run policy directives, however, are the ones
that influence the day-to-day implementation of
monetary policy. The Committee issues these direc-
tives for implementation by the Manager of the Open
Market Account at the Federal Reserve Bank of New
York.

During 1982, the Committee specified short-run
growth rates for M1, M2 and M3.° It also specified
intermeeting ranges for the federal funds rate as a
mechanism for initiating further consultations in
periods between regularly scheduled meetings.™
These intermeeting ranges and the actual federal funds
rate are presented in chart 2. The growth rate targets
for the monetary aggregates and the intermeeting
ranges for the federal funds rate that the Committee
specified during 1982 appear in table 1.

As in the previous year, discussions pertaining to
short-run policy decisions in 1982 were marked by
considerable uncertainty about both the effect of var-
ious regulatory changes and financial innovations on
the growth rates of the monetary aggregates and the

®The short-run growth rate target for M1 was dropped at the Qcto-
ber meeting and a short-run target for M3 was introduced.

95 movements of the federal funds rate within the range appear to
be inconsistent with the short-run objectives for the monetary
aggregates and related reserve paths during the intermeeting
period, the Manager of Domestic Operations at the Federal Re-
serve Bank of New York is to notify the Chairman, who in turn
decides whether the situation calls for supplementary instructions
from the Committee.
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relative weight that should be given to M1 and }
implementing the Committee’s short-run policy
decisions. ™ Indeed, the relative importance of M2 and
M1 for shert-run policy purposes shifted during the
year.

Nevertheless, just as in 1981, short-run movements
in the aggregates during 1982 followed their short-run
target paths. This correspondence between the target
paths and actual growth of the aggregates is illustrated
in chart 3, which shows the short-run target ranges and
actual levels of M1 and M2, respectively, based on
first-published data. First-published data give a more

Hgee Daniel L. Thornton, “The FOMC in 1981; Monetary Control
in & Changing Financial Environment,” this Review (April 1982),
pp- 3-22.

PBecause of a definitional change, data for M2 prior to February 5,
1982, are not first-published. Prior to that date, M2 included

repurchase agreements and isntitution-only money market
mutual funds.
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accurate representation of the Committee’s short-run
policy decisions based on information available at the
time.'? Chart 3 shows that short-run targets for M1
were specified only for the first three quarters of the
vear. During its October meeting, the Committee de-
cided to place much less weight than usual on the
narrow aggregate and not set a specific objective for its
growth. At this time, the Committee began setting
short-run targets for M3,

First Quarter

The short-run targets for the first quarter of 1982
were made against a backdrop of rapid expansion in M2
and M1 from November 1981. The growth of both
monetary aggregates accelerated during January 1982,
especially that of M1. The Committee believed that
the rapid growth in the demand for components of M1
would abate during the ensuing months. It noted that if




Chart 3
ort-Term and Long-Term Growth Objectives Based on First Published Data
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such a decline were not forthcoming, the income
velocity of M1 would decline at a postwar record rate,
based on the then-projected growth of nominal GNP
for the first quarter. Thus, the Committee established
growth paths for M1 and M2 that, if achieved, would
move these aggregates closer to the upper limit of their
annual target ranges. Specifically, the Committee
sought no further growth in M1 from January to March
and growth of M2 at an annual rate of around 8 percent.
It was agreed that some decline in M1 would be accept-
able in the context of reduced pressures in the money
market. '

Second Quarter

Continued uncertainty about the relative behavior
of M1 and M2 marked the short-run policy decisions
for the second quarter. Staff analysis continued to sug-
gest that the demand for money might be expected to
moderate significantly in the second quarter. Further-
more, the Committee was concerned that technical
problems associated with the federal income tax dead-
line in April might result in an April bulge in M1
growth, It was understood that most, if not all, of the
M1 growth for the second quarter might occur during
April 14

Given these technical factors and given uncertain-
ties about near-term economic prospects and other
factors affecting the monetary aggregates, most mem-
bers of the Committee favored actions that would per-
mit modest growth in M1 over the second quarter.
Thus, the Committee set a short-run target for M1 of
about 3 percent, while maintaining the short-run
target growth rate for M2 at its first-quarter rate. Fur-
thermore, it noted that deviations from these targets
should be evaluated in the light that M2 was less likely
than M1 to be affected by deposit shifts and technical
factors over the second quarter.®

Third Quarter

In setting its short-run objectives for the third quar-
ter, the Committee noted that the growth of M1 and

YSee “Record” {April 1882}, p. 234.
"See “Record” (June 1982), p. 368.

¥The Committee reevaluated its position for the second quarter at
fts May meeting. Most members agreed that somewhat more
rapid growth of M1 might be acceptable if it appeared to be
associated with a continued desire of the publie to build up lguid-
ity, and if the growth of M2 was near its specified range. See
“Record” (July 1982}, p. 420.
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M2 for the whole period from March to June appeare
to be in line with its objectives for that period {see cha
3). The Committee was increasingly pessimistie, hov
ever, about the outlook for the economy, and it cor
tinued to be concerned about the uncertainty over th
public’s demand for liquidity and precautionary ba
ances. Additionally, it was concerned that the midyes
reduction in withholding rates for federal income taxe
and the scheduled cost-of-living increase in soci:
security payments would lead to a bulge in M1 durin
July. After a discussion of these factors, most of th
Committee members agreed that they would aceer
somewhat faster monetary growth in the third quarte
if the demand for liquidity and precautionary balance
did not ease as anticipated. Thus, the Committe
voted for faster growth for both M1 and M2 from th
second to the third quarter, increasing the M1 targe
from about 3 percent to about 5 percent and increasin
the M2 target from about 8 percent to about
percent. %

BPe-emphasizing M1

At the October meeting, when the short-run ohjec
tives for the fourth quarter were first considered,
number of new considerations concerning the state ¢
the economy and financial markets emerged. Th
Committee was concerned that the general worsenin:
of the world economy and financial problems associ
ated with large accumulated external debts of develop
ing countries in recent years had contributed to a
atmosphere of uncertainty that was reflected in th
exchange value of the dollar, among other things. This
in turn, had serious implications for U.8. export indus
tries and for the ability of foreign governments to pur
sue flexible monetary policies. Also, the Committe
was concerned that the U.S. banking system had beer
subjected to pressures associated with the general un
easiness about further credit problems both domesti
cally and internationally. The result was a genera
widening of risk premiums, with interest rates on pri
vate securities generally falling less than the rates or
Treasury issues from July to September. It noted tha
short-term interest rates had tended to move up in the
weeks just before the meeting. Furthermore, the com
mittee noted that the widely held expectations o
a spring or summer recovery had been disappointed
and there were no signs of a strengthening in the
economy. 1’

¥Three members dissented from this action because they favored s
policy of bringing growth of M1 down to its range for 1982 by
vear-end. See table 1 or "Record” (September 1982}, p. 548.

YSee “Record” {Pecember 1982}, pp, 763-64.
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With respect to the monetary aggregates, the Com-
mittee faced two new concerns: First, a large volume of
all-savers certificates would mature in early October.
Second, later in the quarter, the Depository Institu-
tion Deregulation Committee {(DIDC} would imple-
ment the Garn-St Germain Depository Institutions
Act of 1982 and create an account that would be equiva-
lent to and competitive with money market mutual
funds. While the exact nature of this new account and
the timing of its implementation were unknown in
October, it was known that the new account would be
free of interest rate ceilings and would have some
degree of usefulness for transaction purposes.®

It was believed that the maturing all-savers certifi-
cates would induce a temporary increase in M1, while
the new money market deposit accounts (MMIDAs)
would depress M1 growth upon their introduction.
Because of these conflicting effects, the Committee
believed it would be difficult to interpret movements
in M1 during the months ahead.'® It acknowledged
that the new accounts also would affect the growth of
M2; however, it believed that M2 and the broader
aggregates would be affected to a much smaller extent
than M1. Therefore, it decided to set no specific
objectives for M1 growth for the fourth quarter, to
increase the weight given to M2 and to set short-run
policy objectives for M3.

At the November meeting, the Committee acknowl-
edged that the bulge in M1 growth, which it had
anticipated, had persisted longer than some members
expected, but staff analysis suggested M1 growth could
be expected to decelerate over the remainder of the
fourth quarter. It was noted, however, that growth of
both M1 and M2 could accelerate in the near term due
to a buildup of balances for eventual placement in the
new MM DAs. 2 The Committee concluded that some-

1At the time of this meeting (October 3), the Act had not been
enacted (October 15). The Act required implementation of the
new account no later than 60 days after taking effect.

¥There was, however, some reason to believe that the effect of the
new money market deposit accounts (MMIDAs) en M1 would be
minimal. See John A. Tatom, “Money Market Deposit Accounts,
Super-NOWs and Monetary Policy,” this Review (March 1983),
pp. 5-16.

By this time, the Committee knew that MM DAs would become
effective on December 14, 1982. See “Record” {January 1983), p.
19.
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what slower growth in M2 for the fourth quarter would
be desirable if such growth were associated with a
decline in market interest rates, and that somewhat
faster growth would be tolerated if exceptional liquid-
ity demands persisted. Once again, the Committee
decided not to set specific policy objectives for M1.

The growth of M2 during the fourth quarter was very
near the Committee’s short-run objective (see chart 3).
The growth of M1, however, was extremely rapid,
growing at an annual rate of nearly 14 percent. This
rapid fourth-quarter growth of M1 resulted in a fourth-
quarter-to-fourth-quarter growth rate of 8.5 percent,
well above the upper end of the long-run target range
for the year.

SUMMARY

As in 1981, the FOMC argued that a number of
financial developments and innovations continued to
make it difficult to interpret movements in the two
principal monetary aggregates, M1 and M2, during
1982. From the beginning of the year, the Committee
believed that M2 was less likely to be affected by these
factors than M 1. This opinion was bolstered by unusual
declines in the income velocity of M1 during the first
and fourth guarters of 1982. It was generally felt that
considerable weight should be given to M2 in inter-
preting developments during the year. The Commit-
tee increased the weight given to M2 during the vear,
ultimately dropping M1 as an explicit intermediate
policy target for the fourth quarter.

Nevertheless, the growth of both M1 and M2 fol-
lowed the short-run growth objectives of the Commit-
tee fairly closely during the year. Growth of M1 was
near the Committee’s short-run path until the fourth
quarter, when short-run growth objectives for the
aggregate were dropped. Actual growth of M2 was
near the Committee’s desired short-run path for the
entire year. Rapid fourth-quarter growth of M1, how-
ever, pushed its growth well above the Committee’s
long-run range.
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