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What Are Open Market Operations?
Federal Reserve Banks serve their member banks in many ways: 
supplying coin and currency, collecting checks, issuing Government 
securities (as the agent for the United States Treasury), to name but 
a few. What’s more, under certain conditions, banks can obtain money 
or, to use the technical term, reserves, from the Federal Reserve System.
To meet a sudden withdrawal of deposits or other demands for short 
periods they can borrow from the Reserve Bank in their District.

Lowering reserve requirements, that is, reducing the amounts that 
member banks must legally keep against their deposits, is one means by 
which the System makes money available. But when the System wishes 
to reduce credit availability, it may raise reserve requirements.

How They Affect Reserves
Of all the instrumen.; with which the System can supply or withdraw 
reserves, the one most frequently used is its “open market operations.”
This instrument is less spectacular than changes in reserve requirements 
or changes in the rate at which Reserve Banks lend to member banks 
(the “discount rate” ). Open market operations, therefore, make fewer 
headlines and are not as well understood by the public.

Essentially, open market operations are nothing more than the buying 
or selling of securities, chiefly U. S. Government issues. The term “open 
market” does not refer to a location, but to a market in which prices 
are determined by competition between many buyers and sellers.

Suppose the System wants to add to bank reserves through open 
market operations. It would buy Government obligations from a firm 
that trades in these securities, namely a Government securities dealer.
When the dealer receives the check in payment for the securities he has 
sold the System, he deposits the check in his own bank. That bank, in 
turn, sends the check to the Reserve Bank for credit to its account.

The bank getting the additional reserves is not likely to leave them 
at the Reserve Bank, where money earns no return. Indeed, unless it 
has to repay debt, it will most likely lend them, except that percentage 
that must be kept as legally required reserves, to another bank or busi
ness or use them to buy securities, and the money is likely to turn 
up at another bank as deposits. That would certainly be so if the bank 
receiving the money as a result of the System’s open market purchase 
were to lend it to another bank (“sell” Federal funds). But even if it 
were to lend the money to a business instead of a bank, a part, if not 
the entire amount, is likely to be withdrawn by the borrower and 
deposited in another bank. If the borrower were a garment manufacturer 
and used the money to buy textile supplies in this District, for example, 
suppliers here would be paid by check for the merchandise. They, in 
turn, would deposit the checks with their local bank.

The net result is that even though System open market operations 
directly affect only that handful of New York and Chicago banks with 
which dealers keep deposits, money quickly flows through financial and
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trade channels to banks in other parts of the country. 
Moreover, the deposits created by the original purchase of 
securities by the System will normally become the basis 
for a multiple increase in checking account dollars (de
posits).

The opposite occurs when the System sells securities. 
The dealer buying securities from the System pays for 
them by check. The System in collecting payment re
duces the reserve account of the bank with which the 
dealer keeps a deposit. Unless that bank has more money 
than necessary to cover legal reserve requirements (excess 
reserves), it must then replenish its reserve account by 
borrowing, selling securities, or other means. As a result 
of such adjustments, other parts of the banking system 
will also feel some effects.

Reasons for Open Market Operations

Why should the System want to expand reserves by buy
ing securities or diminish reserves by selling securities? 
Part of the answer lies in the System’s basic purpose of 
keeping in circulation the amount of money and credit 
necessary to encourage a rising standard of living, adequate 
job opportunities, and a stable dollar. The amount of 
money and credit necessary to achieve these ends depends 
upon the amount of reserves that banks must keep against 
their deposits.

When the economy is going full blast and prices are 
going up, giving borrowers all the credit they want would 
force prices up further, but would not necessarily increase 
either jobs or things the public can buy. That is why in 
an economic boom the System tries to keep bank credit 
from increasing too fast. Reducing reserves by selling 
Government obligations is one way of doing this.

What if the economy is plagued with heavy unemploy
ment and low output? To promote recovery the System 
purchases securities as a means of increasing bank re
serves. These additional reserves encourage banks to ex
pand credit: Businessmen and others whose loan requests 
previously were turned down thus get the credit they need 
to buy supplies and perhaps add workers. In this way the 
economy is stimulated.

An Aid to Monetary Management

As a rule the System buys securities in recessions and 
either refrains from buying or actually sells securities in 
booms. This statement, however, oversimplifies how 
open market operations are actually carried out. In 1959, 
as shown in Chart I, the System bought securities on 
several occasions, although the policy at the time was 
aimed against excessive bank credit expansion.

Were these open market purchases inconsistent with 
this objective? Not if we consider that things other than 
System operations can change reserves. Indeed, on some 
days of the week and at certain times of the year, other 
elements absorb a tremendous amount of reserves. The 
public, for instance, normally wants to hold about $1 
billion of extra currency from late autumn to mid- 
December. This absorbs $1 billion of reserves, for when 
the Reserve Bank ships currency to the member banks, it 
charges their reserve account. Such a loss of reserves was

Chart I

Federal Reserve Holdings of Government Securities 
And Member Bank Reserve Balances, 1959

evidently larger than the System felt desirable last year, 
since it took offsetting action by open market purchases.

Not every factor affecting member bank reserves op
erates in as systematic a fashion as currency in circulation, 
which, incidentally, varies a lot too, notably over holidays. 
One that fluctuates considerably is “float,” the term used 
to describe the credit the System gives banks on some 
checks before the physical collection has been completed. 
Bad weather, among other things, can delay collections 
and thereby cause an increase in “float.”

Other important factors causing large changes in mem
ber bank reserves are changes in the U. S. Treasury’s 
deposit account at the Federal Reserve Banks, in the 
gold stock, and in required reserves. Chart II gives some 
idea how much swing in reserves these factors produce. 
On individual days, the changes are even greater than 
the weekly averages plotted on the chart.

By borrowing from Reserve Banks or by other means, 
banks usually have very little trouble adjusting their daily 
reserve position. Occasionally, however, changes in the

Chart II

Major Factors Affecting Reserves, 1959*

* Cumulative changes in daily averages for Wednesday statement periods, Dec. 31, 1958, 
through Dec. 30, 1959; sign indicates effect on reserves.
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daily reserve picture are so great that without some off
setting open market action, there would be too much 
strain (or ease) placed on the banking system or some
times on the Government securities market. A sudden, 
sharp decline in reserves might force banks to sell an 
unduly large amount of securities and might make credit 
tighter than the business situation demanded. If these sales 
had to be made when prices on Government securities 
were already falling and when the Treasury was about to 
borrow money, it would have to offer higher interest rates 
in order to attract buyers for the new securities. The in
terest cost on the public debt would go up also.

Federal Open Market Committee

Who in the System decides whether to buy or sell securi
ties? The ultimate decision rests with the Federal Open 
Market Committee established by Congress. It consists 
of the seven members of the Board of Governors of the 
Federal Reserve System and the Presidents of five Federal 
Reserve Banks. The President of the Federal Reserve 
Bank of New York is a permanent member. The other 
four rotate in designated order. The Presidents not cur
rently on the committee customarily attend open market 
meetings and present views on the economic situation.

This representation on the committee emphasizes the 
regional character of the Federal Reserve System. A broad 
participation in policy formation of this sort makes for 
consensus of opinion rather than domination by a single 
individual. A meeting in Washington every three weeks 
means a frequent reviewing of policy.

What the open market committee decides at each meet
ing and why is reported to the Congress each year. Any
one interested can read about it in the Annual Report of 
the Board of Governors of the Federal Reserve System. 
A perusal of the reports shows that decisions are made 
only after a thorough review of the underlying economic 
and financial situation. Before each meeting the partici
pants receive exhaustive information and counsel from 
professional economists on the staffs of the Board of 
Governors and each Federal Reserve Bank.

At the conclusion of each meeting, the manager of the 
so-called “open market account” gets his instructions. 
From these and the tenor of the discussion, he will know 
whether pressure on reserves should be tightened, eased, 
or left unchanged until the next meeting.

Work of the Trading Desk

The actual buying and selling of Government securities 
is done at the Trading Desk of the Federal Reserve Bank 
of New York, which acts as the agent for the committee. 
The manager responsible for the System’s $25 billion 
Government securities portfolio is an officer of that Bank. 
In its operations, the Desk does business with 17 Govern
ment securities dealers. Some of them deal only in U. S. 
Government securities. Others, besides dealing in U. S. 
Governments, do substantial business in state and local 
government, corporate, and other bonds. Unlike the stock 
brokers you may be familiar with, these dealers buy and 
sell securities for their own account. Working on narrow 
margins, they make their profit from the differences be

tween what they pay and what they get for the securities. 
Of course, they may also gain from a rise in price of the 
securities they hold. Orders are handled by telephone, 
usually in units of millions of dollars, with total value 
of trading by the relatively few firms in the market far 
exceeding that done at the New York stock exchange. Of 
the total business done by dealers, the System accounts 
for only about 5 to 10 percent. Accounting for the re
mainder are banks, insurance companies, pension funds, 
large corporations, and other investors.

In determining how much pressure banks are subject to, 
those at the Trading Desk look at a variety of things: 
Are banks able to borrow funds easily from another 
bank? At what rate? Is the reserve picture different in 
New York than in other parts of the country? Do dealers 
find it difficult to finance their needs? How is the Govern
ment securities market behaving?

To help answer questions of this type, the Desk collects 
a great deal of information. Some of it comes from 
written reports and conversations with dealers; some 
from price quotations of Government securities; some 
from reports from Federal Reserve Banks and member 
banks. In addition, the Desk learns about conditions in 
the Government securities market firsthand through its 
purchases and sales for foreign central banks and govern
ments, which entrust their investing to the Trading Desk.

How Orders Are Executed
Some general approach for the day is usually worked out 
before the 11 o’clock telephone call made with one of the 
Presidents serving on the Open Market Committee and a 
representative from the Board of Governors. Suppose the 
manager has decided to buy. Under his guidance, the 
traders around the U-shaped trading desk, equipped with 
direct lines to the dealers, ask them for quotations for 
Government securities, usually Treasury bills, in which 
the System is interested. He will finally buy those offered 
at the lowest price and those that fit best into the System’s 
securities portfolio.

In addition to buying securities outright, the Desk from 
time to time enters into repurchase agreements with 
dealers. Under such an arrangement, a dealer sells securi
ties with the understanding that he will buy them back 
within a stated period, a few days later. This method of 
supplying funds to dealers is particularly useful when 
monetary strains are expected to be temporary.

The foregoing may give some idea of the importance of 
open market operations in the workings of the Federal 
Reserve System. As public understanding of this instru
ment of policy grows, the goals set by the Reserve System 
will come closer to realization.

H arry B randt

Additional copies of this article are available without 
charge to instructors and students in economics and 
finance and to others. Address requests to the Research 
Department, Federal Reserve Bank of Atlanta, Atlanta 3, 
Georgia.
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