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1. The exchange rate of the dollar has gained weight as a factor in 
monetary policy formulation.

2. The dollar now is more important as a regulator of capital inflows 
than of trade. So long as the budget deficit requires large capital imports, 
it is not clear whether the short-run interests of the American economy are 
better served by a strong dollar that helps keep down interest rates or by a 
lower dollar that would help U.S. exporters and import-competing industries.

3. There is little the Federal Reserve can do about the high dollar 
without inflationary consequences. Explicit foreign-exchange targeting by 
the Fed would mean giving up money-supply targets.

4. The dollar nevertheless can serve as an indicator of the stance of 
monetary policy. A strong dollar implies that monetary policy is firm -- but 
it must be evaluated in context of behavior of monetary aggregates, interest 
rates and the economy.

5. On the domestic side, the technique of monetary control through borrowed 
reserves has worked acceptably. The two-week reserve period that accompanied 
contemporaneous reserve requirements has permitted banks more freedom in reserve 
management and may have produced a slightly more flexible funds rate. Otherwise, 
contemporaneous reserve requirements have been a nonevent.

6. Rebasing money-supply targets from 1985 to the mid-point of the range 
for fourth quarter 1984 would have been the equivalent of slightly higher Ml 
targets on the actual fourth quarter 1984 base, and undesirable.

7. Using bands in addition to cones does not change targets but permits 
larger deviations in the early months of the target year. Acceptance of this 
minor device implies more short-run flexibility in pursuit of money-supply 
targets.

* * * * * *
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It is a great professional honor to be speaking to the Money 
Marketeers in receiving their Distinguished Service Award. Having been 
on the fringes of the money market since 1935, first as a securities 
analyst, then at the New York Fed, thereafter as professor at Yale, and, 
finally, as a Member of that anonymous group i-n Washington of which only 
Paul Volcker's name is known to the public, I feel at home here. Over 
all these years, there have been changes —  interest rates have changed, 
the Fed has changed, methods of doing business have changed. But the 
money market has continued to serve as a central institution without which 
our economy could not prosper.

My topic here today will be two aspects of monetary policy -- the 
growing impact on policy of the high dollar, and some more technical features 
of monetary targeting and Desk operations.
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The Role of the Dollar
In the course of its long rise, the dollar has increasingly 

forced its way into monetary policy considerations. The Federal Open 
Market Committee policy record, published approximately every six weeks, 
reveals an increase in both the frequency and the degree of detail of 
references to the dollar. The FOMC's Directive to the Open Market Desk, 
which up to the end of 1983 referred to "a sustainable pattern of inter
national transactions" as one of the FOMC's objectives, in early 1984 
shifted to "an improved pattern of international transactions." This change 
was made in the recognition that the economic expansion was increasingly being 
influenced, adversely, by the mounting current-account deficit. On the other 
hand, progress against inflation has been aided by lower prices abroad, and 
interest rates have been kept down by a capital inflow. But there is concern 
about what might happen if the dollar goes down, inflation accelerates, and 
interest rates rise.

The Federal Reserve, while very alert to the dollar, cannot do much 
about it without risk of being counterproductive. At a recent hearing before 
a subcommittee of the House Banking Committee, two former chairmen of the 
Council of Economic Advisers, Alan Greenspan and Charles Schultze, agreed 
that the Fed could not do much about the dollar. The matter was in the hands 
of the budgetary authorities. But though the Fed may be able to do little 
about the dollar, the dollar can do a great deal to monetary policy and to 
the American economy.
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The High Dollar -- Good. Bad, or Both?
A quick review of the dynamics of the dollar will make this clear.

In simplest terms, the dollar is both inexplicable and unpredictable. Among 
the explanations for its high level, none is completely compelling by itself.
High interest-rate differentials, in nominal or real terms, at the short end of 
the spectrum or the long, are a plausible reason for the large demand for 
dollars. Even so, the dollar has not moved closely with these differentials 
in recent years. Only the broad sweep of interest rates here and abroad is 
reflected in the dollar's rise.

The profitability of the American economy is another much-cited 
cause. A look at the data suggests that profitability recently indeed has 
been stronger than in earlier expansions. But business investment, though 
good, has not been exceptionally high at least when measured in terms net of 
depreciation. Stock markets have gone up in the United States, but so have 
they abroad. An examination of the balance-of-payments data leaves unsettled 
the extent to which enhanced corporate profitability has fueled the U.S. capital 
inflow. In 1983, the inflow represented primarily bank funds, but last year 
most of the funds entering the United States came via private nonbank channels. 
However, the data is not refined enough to shed much light on the comparative 
explanatory power of the profitability hypothesis or the safe-haven theory.
Even the apparent evidence that the bulk of the flows was predominantly con
trolled by U.S. residents and that the inflow of capital was mostly a cessation 
of U.S. lending -- rather than an increased foreign flow -- does not stand up 
once various appropriate adjustments are made to the data. No doubt all factors 
cited above played a role in stimulating the inflow. But I believe that interest 
rates probably have been the principal driving or pulling force.
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Effects of the High Dollar
If the reasons are not quite clear, the effects are entirely 

discernible. Unfortunately, the strong dollar has both good and bad 
effects. To some extent these depend on accompanying circumstances outside 
the Fed's control, especially the budget deficit. The long rise of the 
dollar has helped us against inflation. A continued high dollar would nail 
down that advantage. The high dollar has also promoted enormous capital 
imports, by generating a current-account deficit (the flip side of capital 
imports). These have helped to finance the budget deficit directly and 
even more indirectly. They have kept interest rates from rising to the 
level they might have reached had the budget deficit remained bottled up 
within our economy.

But the high dollar also has severe costs. Many of our export 
industries, as well as farmers, are being pushed to the wall. Protectionist 
pressures are rising, but protection, if it could not be resisted, would 
in any event not help the exporter. By trying to shield import-competing 
industries, it would reduce the capital inflow, raise interest rates, and 
probably drive up the dollar some more. The high dollar has made us a debtor 
nation. If large current-account deficits continue, that debt will become 
very large. The interest on the increment increases the deficit further and 
makes it more difficult in the future to earn our way by exports, even if only 
partially, without a substantial decline in the dollar. The longer the high 
dollar continues, the larger the ultimate adjustment.

But a decline of the dollar now or later, in the absence of budgetary 
correction, would have high costs, too. Inflation would accelerate, although 
hardly to levels experienced in the past. A rule of thumb says that a 10 percent
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drop in the dollar would raise the rate of inflation by somewhat less than 
one percent per year. But once inflation gets going again, nobody knows how 
far it will go. A lower dollar would help exporters, import-competing 
industries, and reduce the external deficit. But without budget relief, 
diminishing capital imports would drive up interest rates. Private invest
ment, rather than the budget deficit, would then probably suffer the 
unavoidable crowding out. A recession would threaten.

Overvalued?
In short, the optimum value of the dollar at any moment is ambivalent. 

It is useless, therefore, to argue whether or not the dollar is overvalued or 
not. Even if we leave aside the tautology that the dollar rate at any moment 
balances the exchange market, the question is whether the current account or 
the capital account is to have priority. In my view, priority over time 
clearly goes to the current account. Prolonged imbalance and accumulation 
of foreign debt in excess of income growth creates an unsustainable situation 
for the dollar. In practice, the international markets will decide which is 
to have priority. Absent budgetary action, the matter is not in our hands.

A good solution, in my view, would be a major reduction in the 
budget deficit likely to produce a significant decline in interest rates and 
a resultant drop in the dollar. Evidence that the United States is getting its 
house in order should keep the dollar's decline orderly, although no one can be 
sure. One cannot even be sure that evidence of budgetary discipline may not 
attract foreign investors, despite lower interest rates, and so keep the dollar 
from falling or even drive it up. But in the end, the saturation of the world's 
portfolios with dollars seems likely to curb investors' eagerness.
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How far might the dollar have to fall to get the U.S. current 
account back to a reasonable posture? By no means all of the current-account 
deficit is the result of the high dollar. Some part is due to the weakness 
of economies abroad, which has held down their inports. Some part is due 
also to the special weakness of some particular customers of the United 
States, such as Latin America. If the dollar had not risen, we still would 
now have a sizable current-account deficit for these other reasons. One might 
hypothesize that the dollar could move to a level at which that part of the 
external deficit attributable to it, probably something like two-thirds, would 
disappear, with the usual lag. That might be an amount of perhaps $75 billion. 
A rule of thumb says that a 10 percent drop in the dollar improves the current 
account, with a lag, by $20-30 billion. That calculation would suggest that 
to reach what one might call a cyclically adjusted level, i.e., assuming 
recovery abroad, the dollar would not have to fall to the lows which it 
reached in the late 1970's. But, of course, recovery abroad may be slow, 
the markets may overshoot, and all guesses are just that.

Intervention and Exchanee-Rate Targeting
What can the Fed do, given the dominant role in the picture of 

budget deficit and market sentiment? Since at this point somebody always 
mentions exchange-market intervention, let me say a word about it.

Intervention is not an effective means of lastingly influencing the 
dollar. It can at best deal with day-to-day fluctuations. That at least is 
the case if we are speaking of so-called sterilized intervention, in which 
the effects on bank reserves and money supply are immediately eliminated.
In the United States, given the operating procedures of the Desk, that
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sterilization is routine. Indeed, the reserve impact of the kind of inter
vention operations that we have had on a few occasions, in the tens and at 
most in the hundreds of millions, are small compared to market factors like 
changes in the Treasury balance, currency and float, which the Desk routinely 
offsets.

The United States at times has intervened heavily, for instance in 
1978, when the dollar was very weak. At that time, because the United States 
had very little international reserves, we had to borrow through Carter bonds 
and raise money by other devices. Since no one can be sure that similar 
exchange-market conditions may not recur, one would think that today, with 
foreign exchange relatively cheap, would be a good time to lay by a war chest 
of that kind. Admittedly, such advice would have sounded plausible even when 
the dollar was at DM 2.50. There would have been substantial losses on reserves 
accumulated at such rates. Other countries, of course, have also had losses 
on reserves from time to time, although currently they have profits. A cumula
tion of a reserve would be a justification for intervention that would not rest 
solely on the exchange-rate effect. Also, if other countries are very eager 
to have the United States intervene, while we are indifferent, we might be 
able to obtain concessions that would be of value to us.

As far as the immediate benefits of intervention for the United States 
are concerned, they pretty much follow the old ditty of Nelly and the cow —  

the cow kicked Nelly in the belly in the barn, didn't do her much good, didn't 
do her much harm. In fact, if countries want to engage in exchange-market 
intervention, they can do so all by themselves. There is no urgent need to 
coordinate; in the exchange markets it takes only one to tango. But if the
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exercise brings other benefits, I can see no reason why we should not rise 
above principle and cooperate.

Finally, if a country is determined to have a particular exchange 
rate, monetary policy can do it by unsterilized intervention. That simply 
would mean to allow the money supply to expand or contract through purchases 
of foreign exchange that would put and keep the rate at the desired level, 
accompanied if necessary by open-market operations in government securities 
if foreign-exchange reserves are inadequate, and accepting the consequences 
for domestic prices and output. Some countries for which the exchange rate 
is very important in effect do this. That means, however, to risk losing 
control over money supply and price level. For a country whose monetary 
policy is based on money-supply targeting, like the United States, exchange- 
rate targeting would not be possible without a major change in monetary policy 
and its objectives.

Money-supply targeting, in fact, is the form of monetary policy 
farthest away from exchange-rate targeting. Interest-rate targeting, which means 
targeting on a price other than the exchange rate, falls somewhere in between. 
Exchange-rate targeting, by all available policies, was indeed the rule under 
the old fixed-exchange-rate system of Bretton Woods days. Monetary policy of 
major countries was indeed aimed at maintaining a fixed exchange rate. That 
is the basic reason why no country at that time pursued a money-supply target, 
while many employed shifting interest-rate targets as a means to maintaining 
a fixed exchange rate.
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The FOMC and the Dollar
I have engaged in this perhaps excessively theoretical disquisition 

in order to make clear why, even though in principle central banks "can" 
determine the exchange rate, for the Federal Reserve it is not practical to 
do so. More concretely, an effort today by the Fed to bring down the dollar 
would probably reignite inflation. Interest rates would have to be brought 
down which, if it can be done at all, would require acceleration of money 
growth. That does not mean, however, that the Fed should or can be oblivious 
of the dollar. All monetary-policy actions in some way touch upon or are 
touched upon by the dollar. As I said before, there is a delicate balance 
between the pros and cons of actions tending to influence the dollar in one 
direction or another. The fundamental view of the FOMC probably is best 
expressed by the reference in the Directive to the Desk to "contribute to 
an improved pattern of international transactions." To me, that means a 
reduction in the current-account deficit because I do not consider the deficit 
as sustainable. Someone else conceivably might interpret it as calling for 
a larger volume of capital imports. From the language of successive policy 
records over the last two years or more, it is evident that the Committee's 
concern with the dollar has predominantly been one of caution rather than of 
activism. The dollar, in other words, is not like inflation, for which in 
present circumstances the only desirable direction is down. It is more like 
economic growth, which one likes to see strong, but which can be too strong 
or too weak. Some typical references in the policy record, taken more or 
less at random from recent meetings, are to "the demand for domestically 
produced business equipment ... inhibited ... by the level of the dollar"
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(March 1985), "the high level of the dollar ... reflected in pressures on 
some sectors of the economy" (February 1985), and "the dollar ... inhibiting 
demand for U.S. exports" (November 1984). Comments such as these suggest a 
preference for a lower dollar.

On the other side, the policy record shows concern over a weaker 
dollar, such as "inflationary pressures would be greater ... if the value of 
the dollar were to decline substantially" (July 1984), and "diminution [of 
capital inflows] ... could have highly unsettling effects on domestic credit 
markets" (January 1984). Volatility of the dollar as such was also a cause 
of worry. "Concern was expressed about sensitive conditions in ... foreign- 
exchange markets" (March 1985), "the [economic] outlook ... remained subject 
to substantial uncertainties ... because of ... the strength of the dollar" 
(August 1984). With respect to monetary-policy decisions, statements such as 
"adjustments [in the degree of reserve restraint] ... needed to take account 
of ... the dollar" (March 1985), "support [for] ... maintaining the reserve 
conditions of recent weeks ... was reinforced by the current strength of the 
dollar" (February 1985), "evaluation of the desirability for firming [of reserve 
conditions] should take account of the strength of the dollar" (February 1985), 
"considerations in favor of lesser restraint were reinforced by ... the strength 
of the dollar" (December 1984). The operative stance of the directive typically 
has been to treat the dollar as a constraining or mitigating factor in both 
directions —  "should growth in Ml appear to be [too rapid] ... modest increases 
in reserve pressures would be sought, particularly if ... exchange-market 
pressures diminish [i.e., if the dollar is not rising much]. Lesser restraint 
on reserve positions would be acceptable ... particularly in the context of ...
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con tinued strength of the dollar" (February 1985). This short-term tendency 
to avoid rocking the dollar boat must be viewed in the broader context, of 
course, of the objective of contributing "to an improved pattern of inter
national transactions."

Exchange Rate As Policy Guide
The somewhat stylized formulations of the policy record and particularly 

of the directive can be interpreted, at least in the thinking of some FOMC 
members, as reflecting the use of the foreign-exchange rate as a guide to the 
evaluation of monetary policy. The high and rising exchange rate can be 
viewed as an indication that monetary policy is firm and getting firmer. There 
is an analogy to the interest rate, which, of course, the market, as well as 
the policymaker, regards as an indicator of the stance of monetary policy, 
although under a regime of money-supply targeting perhaps only as a secondary 
indicator. A parallel exists between exchange rates and interest rates in 
that both operate directly upon economic activity, a rising interest rate 
by restraining investment, a rising exchange rate by restraining exports and 
increasing import competition.

For either the interest rate or the exchange rate to be used as an 
indicator of monetary policy requires, of course, a ceteris paribus condition, 
i.e., that fiscal policy, private demands for goods and services, and foreign 
trade are not shifting and that the movement of the interest rate and exchange 
rate, therefore, is exogenous, instead of endogenous to these other factors.
In the case of the use of the dollar as an indicator of the firmness of monetary 
policy, this problem is made more complex by changes in policies and in economic 
conditions abroad. The rising dollar may merely say that U.S. monetary policy
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is firming relative to policies and conditions abroad, but not necessarily 
with respect to what would be a desirable policy at home.

Under a regime of money-supply targeting, the indications thrown 
off by the dollar may well be at odds with those thrown off by the monetary 
aggregates, although hardly in the long run. For instance, during the rapid 
monetary expansion from mid-1982 through mid-1983, the dollar with some inter
ruptions continued to rise. During the period of very slow monetary expansion 
in the latter part of 1984, the dollar first rose through mid-October but 
then declined sharply through early November. By the verdict of the dollar, 
monetary policy, broadly speaking, has been on a firm course for several years. 
By the test of money growth, which has shown substantial variation both between 
and within years, monetary policy on balance has not seemed overly restrictive. 
By the test of interest rates in nominal terms, policy has eased, since these 
have come down, but by the test of real interest rates probably much less so 
if at all. The verdict on the stance of monetary policy may have to be that 
a mixed bag of indicators is hard to interpret. Perhaps one useful function 
for the dollar rate as a policy indicator might be to help distinguish 
movements in real from nominal interest rates. It should be clear in any 
event that using the exchange rate as an indicator of the firmness of monetary 
policy does not imply targeting on it.

Action at Extreme Points
The role of the dollar in monetary policy is not always so difficult 

to interpret as during the last few years. There have been episodes when the 
dollar became decisive. Most clearly this has been the case when the dollar
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was very weak, such as in late 1978 and 1979. In November 1978, the discount 
rate was raised by the then almost unprecedented amount of one percent, and 
reserve requirements —  somewhat of a cosmetic —  were also raised. These 
were the actions that underpinned the coordinated intervention operations at 
that time. In October 1979, the Federal Reserve moved to a much more rigorous 
technique of money-supply control, using the reserve mechanism, which quickly 
led to higher interest rates and in due course to a strengthening of the 
dollar. In these cases, monetary policy had to deal with what was perceived 
as a crisis in the exchange market. The exchange rate itself was saying that 
monetary policy had been too easy.

There is no parallel to this in times of a very strong dollar. While 
the rapidly rising dollar may, in some other countries, have been perceived as 
a crisis in their exchange markets, it was hardly in ours. Instead, the 
emphasis has been on the effect of the strong dollar on trade, inflation, 
interest rates, and on the United States becoming a debtor country. These 
concerns have never led to crisis-type action. It is reassuring to be able 
to say so, because crisis-type monetary action to keep the dollar from rising 
could be very damaging. By analogy to the sharp tightening that was undertaken 
when the dollar was low, monetary action when the dollar is very strong would 
have to take the form of energetic easing. This could have consequences far 
beyond the exchange markets. Financial markets would be disrupted, the money- 
supply targets would be violated, an inflationary spurt possibly set in motion, 
the credibility of the central bank's anti-inflationary stance put in question. 
Subsequent correction of these policies would bring new disturbances, would 
probably not fully undo the bad effects, and perhaps cause the dollar to go
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back up again. The different reaction of monetary policy to a weak and a 
strong dollar seems well founded.

The Ingredients of Policy and Their Weights
This leaves the present high dollar as one of many ingredients entering 

the monetary-policy decision. Growth, unemployment, inflation are the principal 
elements. Today, the fragility of financial markets, the situation of 
developing countries, the farm sector, the pressures on financial institu
tions all have gained in weight. But each FOMC member is likely to weight 
these factors differently. The dilemma is one familiar to economic policy
makers: how to hit several targets with only one instrument. The job is made 
no easier by the fact that some of the targets conflict.

This decision process is capable of further refinement. The weights 
given to particular objectives and causal factors may vary with the degree to 
which an objective is achieved or underachieved. Adequately achieved objectives 
may cease to carry much weight at least over short time periods. Seriously 
underachieved objectives may be given an overriding weight. Lines may be 
drawn mentally beyond which one will not accept some adverse development. 
Objectives naturally divide into more long-term and more short-term goals. How 
far to sacrifice the long run to the short run, and vice versa, is not an easy 
decision, depending on a person's time preference. "In the long run we are 
all dead," but also "if you want time to pass quickly, just sign a 90-day note."

Maintaining one's objectivity in this process is important. There 
is a temptation to reach for some particular argument because it suits one's 
broader objective, be it to ease or to tighten. The plight of the developing



-15-

countries may become unaccustomedly vivid at a moment when for other reasons 
a policymaker would like to see lower interest rates. Strong growth forecasts 
can become a pretext for monetary tightening desired mainly to curb inflation. 
For Reserve Bank presidents on the FOMC, the weighting of conditions in their 
Districts as against national conditions may become a problem.

As these difficult choices become visible in the policy record, an 
important impression is the tendency toward risk aversion. Monetary policy
makers are always choosing among and trying to guard against alternative evils. 
The status quo, to be sure, is not always ideal. But deliberate deviations 
from it tend to be approached with great caution. I believe that this is a 
very valuable characteristic of the FOMC. It protects against overreaction 
to temporary problems. It protects also against the ever-present temptation 
to fine tune. It does not protect against all mistakes, but in the field of 
economic policy, where knowledge is at best partial and uncertain, it is better 
to do too little than too much.

Targets and Constraints
This sage principle applies not only to the international side, but 

also to the domestic, to which I now turn. In terms of recent new approaches 
to the making of monetary policy, about which you might like to hear, there 
is not a great deal to report. A year ago I gave a talk somewhat similar 
to this one, in which I tried to describe the changes that Federal Reserve 
techniques had undergone in recent years. The talk traced successive shifts 
from the rather loose federal funds technique of controlling the monetary 
aggregates to the more rigorous technique of controlling them by means of
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nonborrowed reserves, to the present somewhat intermediate system of 
controlling the aggregates through adjustments to the level of borrowing 
from the Federal Reserve. The present system has experienced several 
uncomfortably wide swings of the monetary aggregates. In early 1984, the 
aggregates continued to expand at a healthy clip, although at less than the 
previous year's pace. The economy accelerated sharply. Interest rates 
advanced moderately but by no means as much as they would have under the 
nonborrowed reserve regime which would have inposed restraint automatically 
through a sharp rise in borrowed reserves. In the second half of 1984, the 
money supply —  as measured by Ml —  slowed pronouncedly. Interest rates 
moved down, but again not as far as they would have had to in order to quickly 
push Ml growth back up to the middle of its target range.

It is clear that this third-generation system is well designed to 
avoid the defects of the automatic second-generation system, which were excessive 
volatility of interest rates. It is less clear to me whether it would also avoid 
the defect of the first-generation system, which stressed the funds rate, of 
tempting the Comnittee to move too little and too late. This concern of mine 
-- I cannot speak for my colleagues on the FOMC -- is enhanced by the evidence 
of some very realistic constraints. I have already noted the fragilities of 
financial institutions, of the developing countries, of the economy's cyclical 
posture, of the high dollar. The fact that the FOMC has lowered monetary- 
aggregates ranges only very modestly and selectively (and raised some of them 
slightly over preliminary levels set in July 1984) points to the same constraints.

Although the going rate of inflation has been stable for some time, 
the purpose remains to bring it down through gradual reduction in the 
target ranges, but it is a glacial process. Yet the current pace of
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inflation obviously is not good enough -- in a better age, it would have been 
regarded as unacceptable and would have brought about immediate strong action 
to curb it. Today, the state of the world makes it difficult to take sub
stantial risks on a slowing of the economy, even though in our cyclical 
economy we know that growth cannot be stabilized from year to year. In terms 
of maximizing production and income over time, we would very probably be better 
off accepting occasional growth recessions but avoiding the big recessions that 
have resulted from all-out efforts to keep the economy expanding when its 
cyclical impulses had spent themselves. But the premium for the rest of the 
world of maintaining the pace of the U.S. economy is higher today than it 
ordinarily has been. Monetary policy, today more than usually, is beset by 
constraints on all sides.

Implementation of Policy
In the area of monetary targeting, Ml has been restored more or less 

to grace, with some FOMC members holding rather different views on the topic.
In conventional econometric equations, Ml again seems to track reasonably well 
averaging over several quarters, after persistent deviations in 1982 and early 
1983. VI is believed to increase at a rate less than its past rate of approxi
mately three percent per year over the 1950's through the 1970's. This is 
manifested by the narrowing gap between the Ml and the M2 and M3 ranges. The 
main regulatory changes affecting the aggregates seem to be behind us. The 
ultimate step, however, interest on demand deposits, still remains to be 
taken. When all aggregates receive market-based interest rates, the interest 
elasticity of all of them may well approximate that of GNP, tending to make
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velocity constant. This would remove one of the arguments in favor of 
targeting on money instead of on nominal GNP. The ultimate usefulness of 
money-supply targeting, therefore, remains in doubt.

Domestic nonfinancial debt, which for a while seemed to offer an 
escape from the difficulties besetting the monetary aggregates, fell victim 
to "Goodhart's" law (which in turn is a subcategory of the Heisenberg 
uncertainty principle) —  the variable ceases to function as soon as targeted 
upon. The large Treasury deficit and borrowing for mergers, takeovers and 
mounting imports have contributed to debt growth well in excess of nominal 
GNP but do not seem to be solely responsible.

In setting monetary-aggregate ranges for 1985, the Committee rejected 
the notion of adjusting the base for the fourth quarter 1984 to the midpoint 
of its range for that year. Instead, it accepted a moderate base drift of Ml 
in a downward direction (though upward for M3 and debt). This may be 
appropriately seen as a rejection of an overly rigid attachment to targets set 
a long time ago or, in the minds of some, to a midpoint concept. More prag
matically, it can be seen as a small step in the process of lowering the Ml 
range. Rebasing it, but keeping the current 4 to 7 percent growth-rate 
specifications, would have been the equivalent of establishing a range of not 
quite 5 to 8 percent based on the actual 1984 fourth-quarter average. If in 
some future year there should be an overshoot in the fourth quarter, downward 
rebasing could be the right move for those wanting to reduce inflation more 

rapidly.
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The addition of a band to the cones, if it is to be anything more 
than graphics, could be interpreted as symbolizing a greater willingness 
than earlier to tolerate short-term deviations from midpoint growth, albeit 
in diminishing degree throughout the year. In this sense, it would confirm 
the implications of the move from the nonborrowed reserve technique to the 
borrowed-reserve technique. To the careful reader of market literature, the 
speed with which the wider leeway of the bands has seemed to be accepted by 
the market, implying acceptance of wider fluctuations in aggregates growth, 
was noteworthy.

Borrowed reserves have served their function as a target. It is 
clear, nevertheless, that borrowed reserves, more so than nonborrowed reserves, 
cannot be hit with precision. Changes in the demand for excess reserves change 
the level of borrowing. The Desk has the choice whether to accommodate this 
demand by changing nonborrowed reserves thereby keeping borrowed reserves 
constant, and allowing free reserves to vary, or not to accommodate, thereby 
keeping free reserves constant, and letting borrowing vary. The most frequent 
solution may, in fact, be somewhere in between. Formal changes in the 
nonborrowed path, or more informal responses, are equally feasible. Whether 
borrowed reserves or free reserves have a closer relationship to the funds 
rate still seems to be an open question.

These arrangements seem to permit somewhat greater freedom for the 
funds rate than existed before 1979, although the data on rate volatility show 
a mixed picture. Somewhat greater freedom for the funds rate also comes from 
contemporaneous reserve requirements with its two-week maintenance period. The 
lengthening of the maintenance period has given additional leeway for banks to
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front- or backload their reserve positions, although such behavior does not 
seem to be a major attraction. With a constant funds rate over the 
maintenance period, all that can be earned by postponing the meeting of 
reserve obligations to the second week is interest on interest, and it is 
not much. Limitations on overdrafts and carryovers discourage extreme reserve 
positions. Some arbitraging of reserve positions over the maintenance period 
to take advantage of expected changes in the funds rate nevertheless does take 
place. Of course, the Desk itself at times frontloads ("Desk case") or back
loads the supply of reserves within the two-week period in view of emerging 
reserve-market pressures. All in all, contemporaneous reserve accounting has 
been a nonevent.

Emergency Lending
"Events" for the Federal Reserve in the recent past have been various 

opportunities to act as lender of last resort. Continental Illinois far out
distanced any other, and the mere fact that the discount window is available 
probably has much reduced the need for its use. Liquidity created by extended 
borrowing was promptly absorbed by open-market sales. Given the very large 
and liquid portfolio of the Federal Reserve, much larger operations could be 
readily accommodated and sterilized. As one minor aspect to such operations, 
the Federal Reserve has taken steps to assure that sales of securities in 
these circumstances would not constrain the availability of collateral needed 
to back Federal Reserve notes.
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As the years go by, personalities change, institutions remain.
The Money Marketeers, created in 1932, came into being only five years 
before I might have joined them, when I was taking courses at NYU. 1 
lacked the good sense to do so, but there could easily be members active 
today who have been present since the creation. Not quite the same can be 
said of the Federal Reserve Board and the Federal Open Market Committee.
The wisdom of the legislator gave us long terms but no reappointments (in 
case of a full term), so -that we might devote ourselves single-mindedly and 
without afterthought to the public good. Reserve Bank presidents, if they 
start early enough, may stay even longer. In a body where individuals change, 
there can be no assurance, of course, that views will remain constant. Never
theless, institutions tend to maintain their basic characteristics, and I 
believe this will be true also of the anti-inflationary stance of the Federal 
Reserve.
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