Small Time Deposits and the
Recent Weakness in M2

by John Wenninger and John Partlan

By most standard measures, monetary policy has
eased considerably since the peak in economic activity
in the third quarter of 1990 Total reserves and the
monetary base have increased quite rapidly (Charts 1
and 2) relative to their growth in past business cycles,
and the federal funds rate has declined in a pattern
rather similar to the average in past cycles (Chart 3).
Despite this apparent easing in monetary policy, how-
ever, M2's growth has been unusually weak since about
the time of the peak in business activity By the fourth
quarter of 1991, M2's level was 6 percent below the
normal cyclical pattern (Chart 4).

The weakness in M2, however, has not been reflected
uniformly across its components.2 As Charts 5 and 6
show, the recent weakness in M2 can be traced to its
small time deposit component Small time deposits are
currently about 27 percent below the usual cyclical
pattern, while M2 less small time deposits has dis-
played a fairly typical cyclical pattern 2

In these charts and the ones that follow, the averages over the past
four recessions include the 1960-61, 1969-70, 1973-75, and 1981-82
recessions The 1980 recession was excluded because of the
unique circumstances associated with the 1980 credil controls, and
the overlap with the data for the 1981-82 recession

2M2 consists of a diverse set of depository liabilities, ranging from
very hqud transactions accounts and savings accounts to less
llquid small time deposits (less than $100,000) of varying
matuniies M2 also contains some nondepository hlabilities such as
repurchase agreements and maney market mutual fund shares See
the appendix for more background on the definition of M2

3in real terms, the cychcal comparisons tell a slightly different story
As of the fourth quarter of 1991, M2's level would be about 3
percent below the pattern of past cycles, while small time deposits

The first section of this article investigates the devel-
opments that have reduced the growth of small time
deposits and consequently the growth of M2 over the
last two years. We find that the unusually weak growth
in M2 and small time deposits appears to stem from
both supply and demand considerations On the supply
side, depository lending has been sharply curtailed in
what some analysts have called a “credit crunch ”4 As
of the fourth quarter of 1991, depository lending had
fallen about 11 percent below the typical cyclical pattern
(Chart 7).5 This reduced lending by depository institu-
tions has probably contributed to the weakness in M2 from
the supply side because banks have had more freedom to
use small ime deposits as managed habilities since the
phaseout of the interest rate ceilings on bank deposits
imposed by Regulation Q Thus, with curtailed lending,
banks have had less need to pursue small certificates
of deposit (CDs) as a source of loanable funds.

In addition to these supply-side developments there
has been an apparent decline in the demand for small

Footnote 3 continued
would be roughly 23 percent below and M2 less small time
deposits about 4 percent above

4See Ronald Johnson, “The Bank Credit Crumble,” Federal Reserve
Bank of New York Quarterly Review, Summer 1991, pp 40-51
Johnson argues that the sharp curtaiiment in bank lending resulted
pnmarily from a deflation in asset prices and a broad shortage of
bank capital

5In this article, we use the terms “bank lending” and “depository
lending” interchangeably to mean total lending by depository
institutions, both banks and thnift institutions

In real terms, depository lending In the fourth quarter of 1991 was
7 7 percent below the typical cyclical pattern
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time deposits and M2 as a whole Consumers have
become more willing to switch to instruments not
counted in M2 now that the yields on small time depos-
its have fallen to very low levels Also from the demand
side, the closing of thrift institutions by the Resolution
Trust Corporation may have prompted some consumers
to move funds out of thrift institutions into mutual funds
and market instruments.

In the second section of this article, we consider
whether it 1s possible to construct a more useful mone-
tary aggregate by excluding small time deposits from
M2 Our analysis suggests that a monetary aggregate

measured as M2 less small time deposits would pose
significant problems for monetary targeting. Unlike M2,
this aggregate does not seem to have a strong and
stable long-run relationship with GDP, a desirable fea-
ture for achieving long-run policy objectives through
monetary targeting Moreover, 1t appears to respond
strongly to changes in interest rates, making the Fed-
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eral Reserve's task of setting targets in the shorter run
more difficult It 1s possible, however, that if small time
deposits continue to complicate the interpretation of M2,
the question of how to define M2 will come up again.

Recent weakness in small time deposits
This section reviews the supply-side and demand-side
factors that have lowered the growth of small time
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deposits and M2 The section ends with a discussion of
the hikely interaction of the supply and demand consid-
erations and a brief look at the policy implications

Supply-side considerations

The recent sluggishness in bank lending probably
stems from the weakness in economic activity and from
some reduction in the willingness of banks to lend
Therefore, both of these developments have probably
also contributed to the unusual weakness in M2 and
small time deposits Although sorting out the relative
importance of the two developments 1s difficult, the
wider spread between the prime rate and the federal
funds rate over the last two years does suggest that the
“credit crunch” couid be playing a significant role (Chart
8)¢ Indeed, if the slowdown in bank lending came
exclusively from a reduced demand for bank loans in a
weak economy, we would expect banks to be lowering,
not raising, the pnme rate (and other lending rates)
relative to market rates to attract additional borrowers 7
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8Spreads comparable to the current ones also occurred 1n the 1982
100 o recession Although that period i1s not generally viewed as a classic
e m=EmT IS “credit crunch” episode, the financial markets were subjected to
o= 1990-91 o great uncertainty stemming from the collapse of Drysdale, the Penn
~ Square failure, and the rescheduling of the debts of Brazit, Mexico,
95 ~a and other countries Had these debts not been rescheduled, the
N adequacy of the capital of some large US banks would have been
l in doubt Some analysts have characterized this period as
90 approaching a credit crunch For more detail, see Albert
Wojnilower, “Private Credit Demand, Supply, and Crunches—How
85 | | 1 | | | J Different are the 1980s?" American Economic Review, Papers and
4 3 ) 4 Peak 1 > 3 4 5 Proceedings, May 1985, pp 351-56
Quarters relative to peak
7it 1s not the purpose of this article to document the existence or
the severity of the credit crunch over the past two years Others
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In contrast, when a credit crunch 1s an important
supply-side consideration, we would expect to see high
lending rates relative to market rates as well as weak-
ness in bank lending on the asset side, and slow growth
in managed deposits on the hability side In addition, all
other things equal, the rates paid on these managed
deposits should look low relative to market rates as
banks bid less aggressively for these deposits. Thus far,
however, there has been little evidence of unusually low
deposit rates relative to market rates When bank
deposit rates are compared with the rates on Treasury
securities of similar maturities, significant changes from
the past relationships are not readily apparent (perhaps
because banks make some of the adjustment by reduc-
ing advertising and promotions) For example, the
spread between the six-month consumer CD rate and
the six-month Treasury bill rate has been quite stable in

Footnote 7 continued

have undertaken that work (see footnotes 4 and 11) Rather, we are
focusing on the implications of the credit crunch for M2 and small
time deposits In addition, a simple interest rate spread chart such
as Chart 8 could not give much insight into the seventy of a credit
crunch because banks could also adjust the nonprice terms on
their loans or simply ration credit at some posted rate

recent years (Chart 9). This spread had shown some-
what greater volatility in the late 1970s and early 1980s
when, partly as a result of the change in the Federal
Reserve's operating procedures, interest rates in gen-
eral were more volatile. Moreover, as explained below,
the rates banks offer on small CDs may not prove to be
unusually low relative to the rates on market instru-
ments, even when bank funding needs are reduced by
sluggish loan growth, if the demand to hold these CDs
Is weakening at the same time.

In any case, It 1s not surprising that the weakness in
bank lending would be reflected in M2 primarily through
its small time deposit component. Since the phaseout of
Regulation Q (from the late 1970s through the early
1980s), banks appear to be using small time deposits
more actively as managed habilities. The elimination of
interest rate cellings on deposits (except for demand
deposits) has given banks the ability to manage the
attractiveness of all their various M2 liabilities by adjust-
Ing rate and nonrate terms over the longer run It Is
reasonable to expect that such adjustments throughout
the whole range of these labilities would eventually
reflect a persistent weakness in loan demand and/or a
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reduced willingness of banks to lend.

Still, banks are likely to act more quickly to adjust the
quantities of small time deposits than the liquid transac-
tions components of M2. Banks actively manage small
time deposits as money market conditions change to
avoid the large undesired inflows or outflows that would
occur If the offering rates on these deposits moved sig-
nificantly out of line with market rates or the rates
offered by banks' competitors. Indeed, the first step in
deregulating small time deposits was to link the interest
rates on these deposits to market rates, creating the percep-
tion for consumers that these are market-rate accounts.
Now that banks are free to offer any rate they choose on
small time deposits, consumers have become careful
CD rate-shoppers, not only In their local markets but
also in the national brokered CD market, and banks can
raise funds by offering somewhat higher rates than the
rates paid by competitors or on market instruments

In contrast, consumers are usually slow to move their
transactions or savings accounts to another bank for a
slightly higher rate of return, and nonprice considera-
tions such as convenience and service are also more
important. In addition, banks have marketed these
accounts more as accounts for which various services
are part of the return, and the interest rates paid change
less frequently. Hence, banks do not need to be as

active In managing these liabilities, nor can they use
these deposits to raise funds in large amounts in the
short run. The response by consumers to any change in
the terms is likely to be very gradual and not very
predictable for purposes of short-run hability manage-
ment.® In general, when banks fund their asset-hability
management strategy in the wholesale money market,
they tend to take transactions deposits as given. Over
time, however, banks will adjust the rates and other
terms on these accounts If they feel the rates have
moved out of ine with market conditions and their own
portfolio considerations.®

8Although consumers do not change the location of their
transactions accounts for small differences 1n yield, they do
economize on such balances if attractive alternatives become
available As a result, consumers often transfer some of their iquid
balances to small time deposits as banks increase the interest rate
on small time deposits more quickly than the rates on the more
liquid accounts The imphcations of this behavior for monetary
targeting are discussed tn the next section

8For more detall see Richard G Dawis, Leon Korobow, and John
Wenninger, “Bankers on Pricing Consumer Depostts,” Federal
Reserve Bank of New York Quarterly Review, Winter 1986-87,

pp 6-13 For an econometric evaluation of how banks change
deposit rates In response to changes in market rates, see John
Wenninger, “Responsiveness of Interest Rate Spreads and Deposit
Flows to Changes Iin Market Rates,” Federal Reserve Bank of New
York Quarterly Review, Autumn 1986, pp 1-10

Chart 9
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Charts 10 and 11 contain some empirical evidence
suggesting that banks have used small time deposits
more extensively as managed liabilities since the
phaseout of Regulation Q. The interest rates paid on
small time deposits during the last thirteen years have
become more highly correlated with rates paid on large

time deposits (a traditional managed liability). In addi-
tion, the growth rates of the quantities outstanding of
large and small time deposits have become much more
highly correlated since Regulation Q was phased out,
increasing from almost zero to about 75 percent. Over
the last two years, the rates paid on small time deposits
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have continued to follow the rates paid on large time
deposits quite closely, and the growth rates of the
quantities outstanding have shown a comparable slow-
ing. Hence, both large and small time deposits appear
to be reflecting the general weakness in bank lending

Although the evidence shows stronger correlations in
recent years between the interest rates paid on small
and large time deposits and on the quantities outstand-
ing of these liabilities, the markets for these two types
of deposits are, of course, quite different The market
for large CDs 1s both highly sophisticated and quite
competitive. Thus, a bank offering rates much below the
going market rate will essentially not be able to raise
any funds, whereas a rate much above the market rate
will result in a large inflow of these deposits Conse-
quently, in the large CD market, major banks must offer
a rate close to the market rate when they bid for funds,
controlling instead the quantity of funding they obtain

In contrast, the market for small, consumer-oriented
CDs, while clearly sensitive to the rates offered by a
bank, does allow somewhat more pricing freedom than
does the market for large CDs because consumers do
not respond as quickly and strongly as professional
money managers However, while banks do have some
leeway In pricing In this market, they usually accept all
the deposits that are supplied by consumers at the
posted rates. Consequently, they can control the funds
they get from this source only imperfectly by adjusting

the posted rates up or down relative to money market
rates and the rates offered by other institutions.

Even though banks manage these two types of liabili-
ties somewhat differently, both types have reflected the
weakness In bank lending. Hence, 1t would appear that
banks use small time deposits as “managed habilities”
to a sufficiently large degree that M2 could be affected
from the supply side during this period of weak bank
lending

Demand-side considerations
Small time deposits have probably also been unusually
weak because the public’s demand for them as invest-
ment outlets has fallen Even though small time deposit
rates have declined roughly in step with the drop In
market rates, the absolute size of the decline has been
a shock to many consumers, particularly those who rely
heavily on interest income to finance their spending.
Some of these consumers have moved their money to
investments outside M2 in a search for higher yields.
indeed, with some banks and thnfts actively promoting
families of mutual funds at their branches, switching
from time deposits or other depository liabilities into a
broad range of mutual funds has been made quite
simple for consumers willing to take on some nisk In
exchange for greater yield

At the same time, former depositors In institutions
closed or taken over by bank regulators have had to

Chart 12
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reconsider their investments in a low-rate environment.
It seems lkely that at least some of these depositors
would move their funds outside M2, especially those
more sophisticated individuals who were attracted to

Chart 13
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small time deposits at these weak institutions by inter-
est rates that were above market rates in the local
deposit market or in the brokered CD market. In most
cases, the acquinng bank or the regulatory agency
would be unwilling to continue paying above-market
rates.

Coinciding with these other demand-side develop-
ments, a sharp steepening of the yield curve has
prompted some consumers to examine whether they
should sacrifice some hquidity by moving from small
time deposits into long-term instruments to gain some
additional yield. As Chart 12 indicates, the gain in yield
In percentage terms could be quite large. Moving
money into longer term instruments has been made
somewhat easier In recent years by the greater avail-
abihty of alternatives such as bond and stock mutual
funds of various kinds, and these funds have grown
quite rapidly over the past year or so (Charts 13 and 14).
in addition, smaller investors probably now view direct
investment in bonds more favorably than they would
have the last time such strong inducements to find
higher yield alternatives were present.

The avallable econometric evidence suggests that
these demand side factors, when added together, could
be quite important in explaining the recent weakness In
M2. Simulations of conventional demand equations for
M2, which do not allow for the full range of alternatives
to holding small time deposits, produce very large neg-
ative errors For example, as shown in Chart 15, an
equation estimated by Moore, Porter, and Small over-
predicted M2 by nearly $200 biliion, or 5.6 percent, by

Chart 15 .
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Box: Graphical Analysis of Supply and Demand Shifts

The M2 equation, used to calculate the errors in Chart
15, incorporates a measure of the opportunity cost of
holding M2 balances, that is, the spread between a
short-term market rate and a weighted average of the
rates paid on the components of M2.t The chart in this

1This approach to measuring the opportunity cost does have
some problems First, ‘only the short-term Treasury bill rate 1s
used as an alternative to M2 deposits Clearly, longer term
rates might be important as well, particularly when the yield
curve Is more steeply sloped Second, this opportunity cost

Impact of Money Supply and Demand Shifts on
Money Balances and Interest Rate Spreads
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box, incorporating this spread concept, illustrates how
negative shifts in the supply of and demand for M2 may
have interacted recently to produce what appears to be a
large error in the demand equation This chart also
demonstrates why deposit rates, for the most part, have
not appeared unusually weak relative to market rates
during this period of reduced bank lending In the chart,
SM1 and DM1, respectively, are the imtial positions of the
supply of and the demand for money. Initially, M is the
equihbrium level of money balances held and (r-rd) is the
spread between the market rate (r) and the weighted
average deposit rate (rd)

Assume that there 1s a reduction in the supply of
money (SM1 to SM2) resulting from a credit crunch as
well as weaker loan demand. To reduce the hability side
of their ‘balance sheets, banks offer lower rates on
deposits, a response that increases the spread between
the market rate and the deposit rate to (r-rd)* and
reduces the level of money balances to M* Because this
supply shift represents a movement along the intial
demand curve, it should not create any errors In the
estimated demand function for money.

However, suppose the demand for M2 also shifts for
the reasons cited earlier very low deposit rates, the
greater acceptance of mutual funds by consumers, the
closing of many thnft institutions by the Resolution Trust
Corporation, and the steep yield curve As a result, the
shift 1n the demand for money from DM1 to DM2 will
reduce money balances even further (to M**). This shift
will also tend to move the rate spread back toward the
onginal level as banks are forced to bid somewhat more
aggressively to offset outflows larger than desired

To see how the supply and demand shifts interact,
assume that the rate spread returns to its original posi-
tion (r-rd) When this rate spread Is viewed in the context
of the onginal demand function (estimated prior to the
shifts in the supply and demand functions), we observe a
large error (M**-M), partially due to the supply shift along
the initial demand function (DM1) and partially due to the
demand shift along the second supply function (SM2)
Hence, both supply and demand considerations are lead-
ing to the observed error in the inihal demand function
because the demand function shifts along a reduced
supply function

t continued

measure canno! capture more subtle changes in bank
behavior such as increased advertising and promotion
Finaily, although the deposit rates are the most common
rates paid by surveyed institutions, they may be different
from the rates paid to raise funds in the brokered CD market
or the rates paid to larger customers
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Small time deposits probably played an important role
in both the demand and supply shifts outlined above As
noted in the text, these deposits are probably the compo-
nent of M2 most vulnerable to demand shifts because
consumers have become more willing to shift funds to

Box: Graphical Analysis of Supply and Demand Shifts (Continued) °

alternative instruments outside M2 On the supply side,
small time deposits can also have significant impacts on
M2 because banks use them at least somewhat as man-
aged habilities.

the fourth quarter of 1991 '© Most likely, a large part of
this error is due to the omission of these alternatives,
especially at a time when consumer attitudes about
alternative investments may have changed appreciably
(see box for more detail)

Interaction of supply and demand forces and the
policy implications

The preceding discussion suggests that reductions in
both the supply of and the demand for small time
deposits have slowed M2 growth This combination of
supply and demand forces probably explains, in part,
why bank deposit rates have not appeared unusually
low relative to market rates as a result of weak bank
lending. Normally, we would expect banks to respond to
weakness In lending by lowering deposit rates relative
to money market rates, and perhaps by reducing adver-
tising and promotions as well. But If consumers have
been reducing their demand for these deposits at the
same time, banks may have been forced to keep
deposit rates more in line with market rates to avoid a
larger than desired decline in these deposits. The box
tllustrates this point with supply and demand curves. It
also shows how supply and demand forces may have
interacted to produce the large error in the M2 demand
equation noted above.

How should the weakness in M2 over the past two
years be interpreted for policy purposes? A decrease In
the supply of money stemming from declining loan
demand and a reduced willingness on the part of banks
to lend would be consistent with weakness In economic
activity, particularly iIf those consumers and firms rely-
ing on bank credit could not find readily available alter-

1°The M2 equation used in this exercise was taken from George
Moore, Richard Porter, and David Small, “Modeling the
Disaggregated Demands for M2 and M1 The U S Experience in
the 1980s," Financial Sectors in Open Economies Empirical
Analysis and Policy Issues, Board of Governors of the Federal
Reserve System, 1990, pp 21-105, Table 11
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natives when the banks reduced their lending.” But a
dechine in the demand for money caused by the greater
acceptance of close money substitutes would not nec-
essarlly depress economic activity further The lower
level of money balances resulting from the demand shift
could finance the same level of spending through an
increase In velocity If, however, the shift out of insured
small time deposits into uninsured holdings of stocks
and bonds (directly or indirectly through mutual funds)
made consumers feel less secure or less hquid, therr
spending might be somewhat constrained

Not only has the recent weakness in small time
deposits made 1t difficult to interpret M2 for policy pur-
poses, but it has also raised the question whether M2 s
still defined correctly In the next section, we consider
whether excluding small time deposits from M2 would
yield a monetary aggregate better suited for policy
purposes.

Redefining M2 to exclude small time deposits

For those readers unfamihar with the logic behind the
current definitions of money, the appendix reviews how
the current definitions of money were developed In the
early 1980s The monetary aggregates were redefined
at that time to include similar deposits at the same level
of aggregation without regard to whether the deposits
were the liabilities of commercial banks or of thrift
institutions  For example, under the revised definitions,
all checking accounts, whether at banks or thrift institu-
tions, are included in M1. In contrast, the preceding
definitions had sharply distinguished the habilities of
banks from the liabilities of thrift institutions

1For more background, see Ben Bernanke and Cara Lown, “The
Credit Crunch,” Brookings Paper on Economic Activity, 2 1991,
pp 205-27, and Ben Bernanke and Alan Blinder, “Credit, Money,
and Aggregate Demand,” American Economic Review, May 1988,
pp 435-39 in the Bernanke-Blinder model, a reduction in the
willingness of banks to lend shifts the IS curve leftward, reducing
output Hence, the monetary policy response in this model would
be better if the Federal Reserve took into account not only
developments with respect to money but also bank loans



Because small time deposits are used by banks at
least partially as managed liabilities, some analysts
have proposed excluding small time deposits from the
current defimtion of M2.'> These analysts have also
argued that in theory the lquid components of M2
(demand deposits, NOW accounts, savings accounts,
and money market deposit accounts) should not be
aggregated with less liquid time deposits at the M2
level. Consumers are lhikely to view these liquid
accounts as being more readily available for transaction
purposes than the less liquid time deposits. A final
consideration, outlined in the first section, I1s that shifts
in the demand for small time deposits may also
destabilize the demand for M2 if holders of these
deposits become more aggressive over time In looking
for alternatives outside of M2.

The case that an M2 aggregate defined to exclude
small time deposits might be more suitable for policy
purposes than the current M2 aggregate rests on four
arguments. (1) the redefined aggregate would probably

12The case for removing small ttime deposits from M2 can be found
in Brian Motley, “Should M2 be Redefined,” Federal Reserve Bank
of San Francisco Economic Review, Winter 1988, pp 33-51 Also
see the Federal Reserve Bank of Cleveland's Economic Trends,
December 1991, pp 4-5, and Wiliam Poole, “Choosing a Monetary
Aggregate Another Look,” report prepared for the Shadow Open
Market Committee for its September 29-30, 1991 meeting Other
analysts have argued at times that institutional money market
mutual funds, a highly liguid component of M3 but not of M2,
should be included in M2

be better insulated from shocks to bank lending in the
short run, (2) 1t would be conceptually cleaner at a
theoretical level, (3) it would be more demand-deter-
mined because 1t would not contain a large amount of
managed liabilities, and (4) instability in the demand for
small time deposits would not translate into instability in
the demand for M2.

Other considerations, however, suggest that a rede-
fined M2 might not be better suited for policy purposes
than the current definition of M2 over the longer run.
Chart 16 shows that consumers tend to move funds
between the hquid components of M2 (M2 less small
time deposits) and small time deposits. The growth
rates of these two components of M2 have developed a
strong negative correlation since 1978, when the phase-
out of Regulation Q began. Consumers tend to move
funds between time deposits and the liquid components
of M2 In response to the interest rate spreads that
develop when banks quickly adjust the rates on time
deposits as market rates change (as would be expected
with a managed hability) but only gradually move the
rates on the hquid components of M2.'3

This behavior by banks also suggests that the
demand for the liquid assets in M2, like the demand for
M1, has a larger interest rate elasticity in the current
deregulated financial system than it had under the ear-
lier regulations. When the maximum rates on consumer
deposits were set by Regulation Q, the spreads

13See John Wenninger, “Responsiveness of interest Rate Spreads "
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between the rates offered on M1 balances, or on M2
less small ime deposits, and the rates paid on small
time deposits tended not to change as market rates
changed Hence, while consumers had incentives to
switch funds between deposits and market instruments
when market rates changed, no such incentives were
created to prompt consumers to move money between
time deposits and M1 or M2 less small time deposits

In a deregulated banking system, however, the
spreads between the rates offered on time deposits and
the liquid components of M2 also change when market
rates change, making both M1 and M2 less small time
deposits more Interest sensitive. Consumers can now
choose small time deposits as well as market instru-
ments as alternatives to their more liquid deposits, the
rates on which do not respond strongly and quickly to
changes in market rates. Indeed, for many consumers 1t
is probably easier to use time deposits at their banks to
manage their money than 1t 1s to use market instru-
ments. As a result, M2 less small time deposits, If used
for policy, would probably have caused many of the
same problems encountered with M1 In recent years,
problems that stemmed n large part from M1's larger
interest rate elasticity in a deregulated banking
system.'¢

This conclusion 1s supported by Chart 17, which con-

4Econometric evidence that the demand for M2 less small time
deposits probably has a large enough Interest rate elasticity to
cause problems for monetary targeting i1s also found in Brian
Motley, “Should M2 be Redefined?”

tains the growth rates of M1 and M2 less small time
deposits. Except for a brief period in the early 1980s
when the introduction of money market deposit
accounts attracted a large amount of money into M2
less small time deposits, the growth rates of M1 and M2
less small time deposits have moved together quite
closely since the phaseout of Regulation Q began. The
growth rates have also been of about the same order of
magnitude, including the 1985-87 period when the Fed-
eral Open Market Committee stopped setting targets for
M1 because of its unusually rapid growth as interest
rates fell in response to lower rates of inflation. Hence,
it 1s not clear that M2 less small time deposits would
have worked any better for policy purposes than M1
during the 1980s. The longer run similarities between
the growth rates of M1 and M2 less small time deposits
make 1t difficult to create a strong case to redefine M2
because of the unusual weakness displayed by M2 over
this most recent business cycle.

Chart 18 contains some additional information that
would argue against redefining M2 to exclude small
time deposits on the basis of the recent weakness in
M2.'* The chart shows that M2 has been the only
monetary aggregate to maintain a stable long-run rela-
tionship with GDP (stable growth rate of velocity over
the long run), a desirable property from the perspective

¥5This chart was adapted from one contained in an article by Susan
Black and William Gavin, "Monetary Policy and the M2 Target,”
Federal Reserve Bank of Cleveland Economic Commentary,
December 1, 1989
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Chart 18
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of setting monetary targets over time to sustain non- w
inflationary growth in economic activity M1, M2 less GDP Growth less Money Growth {
small time deposits, M3, and the monetary base have Change from Four Quarters Earlier
not maintained stable relationships with GDP over the M2 Tess
long run (their velocity growth has vaned over time). Manaestgry M1 Sﬁncf&g:{ge M2 M3
Other analysts, using more sophisticated econometric Averages
techniques, have also found M2 to have a stable long- 1960 to'1991 15 21 11 00 -07
run relationship with GDP.'s In more technical terms, losa oo I RS S A -
M2 is cointegrated with GDP.

The statistics in the table also illustrate this point For S'?ggg'? ?e‘g?t'ons o 37 6 28 28
the entire penod, as well as the first and second halves 1960 Ig 1375 ?8 16 g 1 24 28
of the penod, M2 has grown at virtually the same rate 1976 to 1991 36 47 90 32 27
as nominal GDP. The other monetary aggregates have | ]
displayed relationships with GDP that differ from the —
first half of the penod to the second half. Because of its
stable relationship with GDP over time (stable growth in In sum, it appears that the small time deposit compo-
velocity over the long run), M2 has received consider- neqt of M2 has five somewhat unique features that pose
able support as a long-run anchor through which mone- definitional problems. First, small ime deposits are not

tary policy can control inflation."”

as liquid as the other components of M2, raising the
theoretical question whether small time deposits should

16See Robert F Engle and C WJ Granger, “Cointegration and Error

Correction Representation, Estimation and Testing,” Econometrica, Footnote 17 continued

vol 55 (March 1987), pp 251-76, and Stephen M Miller, “Monetary Level Tied to the M2 Monetary Aggregate in the Long Run?”
Dynamics An Application of Cointegration and Error Correction Amencan Economic Review, vol 81, no 4 (September 1991),
Modeling,” Journal of Money, Credit, and Banking, vol 23 (May pp 841-58, Robert L Hetzel, "M2 and Monetary Policy,” Federal

1991), pp 139-54

Reserve Bank of Richmond Economic Review, September-October
1989, pp 14-29, and Yash P Mehra, "An Error Correction Model of
US M2 Demand,” Federal Reserve Bank of Richmond Economic

7See Jeffrey Hallman, Richard Porter, and David Small, “Is The Price Review, May-June 1991, pp 3-12
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be aggregated with the other components of M2 Sec-
ond, smail time deposits are used by banks as man-
aged liabilities, a practice that may create short-run
instability in the supply of M2 when large shocks to the
bank lending function occur. Third, small time deposits
in a deregulated banking system are used by consum-
ers to manage their hquidity as interest rate spreads
change. This practice creates larger interest rate elas-
ticities for the demand for M1 and the demand for M2
less small time deposits. Fourth, instability in the
demand for small ttme deposits may translate into
instability 1n the demand for M2 as consumers give
greater acceptance to instruments outside M2 such as
bond and equity funds. Fifth, the small time deposit
component of M2 seems to be necessary to maintain
M2’s stable long-run relationship with GDP (because
when market rates change, the shifting of funds
between hquid deposits—M2 less small time deposits—
and less hquid time deposits 1s largely internalized in
M2 but not in the narrower aggregates).

Taken together, these five features of small time
deposits do not make a strong case that M2 should be
redefined at this time to exclude small time deposits. To
be sure, if small time deposits continue to create shifts
in the supply of and demand for M2 that destabilize
significantly the short-run relationship between M2,
GDP, and interest rates, further consideration might be

given to redefining M2 At present, however, not enough
observations are available to know how large a problem
this instability will prove to be. If it turns out to be only
an occaslional problem associated with extreme circum-
stances (a credit crunch, greater use of instruments
outside M2 In a low-rate environment), M2 may still
prove a better long-term policy guide. And even If 1t
were eventually decided to exclude small time deposits
from M2, the resulting monetary aggregate, while cor-
recting for some of the difficulties with the current M2
definition noted above, would create new policy prob-
lems In contrast to M2, M2 less small time deposits
does not share a stable long-run relationship with GDP
In addition, M2 less small time deposits appears to
respond strongly to changes in market rates, making 1t
difficult to set targets in the shorter run

Conclusions

The small time deposit component of M2 has been a
source of instability in the supply of and demand for M2,
particularly in the short run. Nevertheless, this short-
run instabiity need not imply that M2 should be
redefined to exclude small time deposits More experi-
ence with small time deposits in a deregulated financial
system will be necessary before this issue can be
resolved.

The monetary aggregates were last redefined in the early
1980s, following the review of a set of proposals put out
in the late 1970s ' In revising the monetary aggregates,
the Federal Reserve Board staff was responding in part
to a blurnng of the functional distinction between
demand deposits and certain types of savings accounts,
and between comparable types of deposits at commer-
cial banks and thnft institutions

Before the 1980 redefinition of the monetary aggre-
gates, M1 was defined as currency plus demand depostts
at commercial banks M2 was also restricted to commer-
cial bank habilities. To arrive at M2, time and savings
balances (except large negotiable CDs) at banks were
added to M1 M3 was obtained by adding time and

tThomas D Simpson, “A Proposal for Redefining the Monetary
Aggregates,” Federak Reserve Bulletin, January 1979,

pp 13-42, and Thomias D Simpson, “The Redefined
Monetary Aggregates,” Federal Reserve Bulletin, February
1980, pp 97-114

Appendix: Development of the Current Definitions of Money

savings balances at thnft institutions to M2. M4, another
commercial bank aggregate, was calculated by adding
large negotiable CDs to M2 Finally, an M5 aggregate
was created by adding negotiable CDs to M3

In proposing new definittons for the monetary aggre-
gates, the Board staff took as its guiding principle the
notion that monetary assets should be grouped by their
hquidity (or availlabiity for use in making transactions)
and not by the type of institution (banks versus thrifts)
Hence, in 1979 the Board staff proposed a new definition
of M1 that included the old components of M1 plus NOW
accounts (checking accounts paying the same rate of
interest as savings accounts), credit union share drafts,
demand deposits at thnift institutions, and savings
accounts subject to automatic transfer This proposed
aggregate consisted of the most hquid bank and thnft
habilities.

For the redefined M2, the Board staif proposed adding
savings balances at all financial institutions Savings
balances are highly hquid, but not checkable, and
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Appeﬁdix: Development of the Current Definitions of Money (Continued)

seemed to be the logical next step in moving from the

narrow definition of money to broader definitions *
For M3 the Board staff recommended that all time and
savings deposits, including negotiable CDs, be added to
" M1i. This aggregate was designed to capture the total
volume of deposits at- all depository institutions (commer-
cial banks and thrift institutions) The Board staff also
considered including repurchase agreements (RPs) in
M3, or. possibly in a narrower aggregale because of

evidence suggesting that corporations were using RPs to

reduce the level of demand deposits The staff concluded
that the data on RPs were not-as rehable as those on the

other components and decided not to'include RPs 1n the’

proposed definitions

A little over a year later, the Board staff, after reviewing
the comments received on the proposed definitions,
releaseéd the new definitions of the monetary aggregates
The new definitions included five measures of money,
which varied somewhat from the three defmmons pro-
posed a year earlier

The Board staff presented two defmmons of M1, M1A
and M1B. M1B would include NOW and automatic trans-

fer accounts,  MTA would not During the transition to

nationwide NOW accounts it appeared lkely that con-
sumers would shift balances from both demand deposits

(transactions balances).and savings accounts, (liquid

deposits) into the newly available NOW accounts Hence,
M1B would be likely to overstate the growth of transac-
tions balances and M1A to understate these balances
during the transition period Making both series available
would make 1t easier for analysts to judge the underlying
growth of transactions balances ¢

The new definition of M2 was constderably different

from the proposed definition, which had added.to M1 only -

hquid savings accounts at banks and thrifts The new
measure added to M1 not only savings deposits but aiso
overnight RPs, overnight Eurodollars, small denomina-

1The Board staff aiso proposed M1+, that 1s, M1 plus savings

balances at commercial banks only This proposal was based .

on some evidence (higher turnover rates) that these
balances at banks-were used moré for-making transactions
than were savings deposits at thnfts

tion time. deposits, and money market mutual fund
shares Overnight RPs,’ *Eurodollars, and money market
mutual fund shares were judged to be I|quud assets that
were probably close substtutes for liquid bank deposits

- Small time deposits (those issued in denominations of

.less than $100,000) were" included, not because they
displayed hquidity similar to the other components, but
because the market rates banks and thrifts had recently

-been allowed to pay on six-month and two-and-a-half-

year time deposits would make them very attractive alter-
_natives to savings balances As a result, the staff con-
cluded: that it would be better to internalize any shifts of

" funds between savings and small time’ deposits within

the M2 aggregate.

To obtain M3, the Board stalf added term RPs and
|arge denomination time deposuts to M2 These compo-
nents were viewed as large-dollar instruments that were
hkely to be close substitutes for one another 1n most
portfolios.. A measure of total hquid assets, L, was also,
defined. It added to M3 the nonbank holdings of bankers'
acceptances, commercial paper, savings bonds, short-

_term U S. Treasury -obligations, and_other Eurodollar

deposits of U S residents: The Federal Open.Market
Committee, however, has not set targets for L as it has
for M1, M2, and M3. . '

The definitions_originally . proposed had made sharp
||qu1d|ty distinctions as they moved from the narrow to
the broad aggregates In addition, these defimtions had
been limited to the deposit liabilities of depository institu-

"tions The new definitions, by combining time ‘and sav-

ings deposits at the same level of aggregation, eased
these liquidity distinctions somewhat and grouped
together those types of deposits that were likely to be
close substitutes In addition, by including RPs and
money market mutual fund shares, the aggregates from
the level of M2 on up went beyond the depository habili-
ties of depository institutions. - '

sFor a peniod of time, thé Board staff also made available a
shift-adjusted M1 series in which M1B's growth was lowered
to adjust for flows 1nto NOW accounts from savings °
accounts
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