
Bank Credit Proxy

At each Federal Open Market Committee meeting 
the Committee evaluates recent and prospective 
changes in economic activity, financial conditions, 
and the international situation. Taking into account 
the probable effects on these of past and current 
monetary and fiscal policy, it issues a policy directive 
to the Federal Reserve Bank of New York concern
ing the conduct of open market operations until the 
next meeting of the Committee.

Since July 4, 1967, these directives have been 
published with a three-month lag as part of the 
“ Record of Policy Actions of the Federal Open 
Market Committee.”  The directive of the October 7,
1969 meeting of the Committee reads in part as 
follows:

In light o f the foregoin g  developm ents, it is the 
policy  o f the Federal O pen M arket Com m ittee to 
foster financial conditions conducive to the reduction 
o f inflationary pressures, w ith a view  to encourag
ing sustainable econom ic grow th  and attaining rea
sonable equilibrium in the country ’s balance o f pay
ments.

T o  im plem ent this policy , System open market 
operations until the next m eeting o f  the Com m ittee 
shall be conducted w ith a view  to maintaining the 
prevailing firm  conditions in m oney and short-term  
credit m arkets; provided, however, that operations 
shall be m odified if bank credit appears to be de
viating significantly from  current projections.

What does this mean? Some observers charge 
that the instructions are so imprecise as to be 
virtually meaningless. That is not correct. The 
Manager of the System Open Market Account 
understands what the Committee wants him to do. 
He interprets the directive within the context of the 
detailed discussion that has occurred during the 
course of a long meeting. Moreover, he and 
the Federal Open Market Committee have worked 
together through many difficult problems and have 
accumulated a vast background of common ex
perience. The Manager reports daily, weekly, and 
at each Federal Open Market Committee meeting 
on his conduct of open market operations. The lines 
of communication are never down. So, while the 
directive may appear vague to those who approach 
it cold or out of context, the Manager has a rather 
precise idea of what he is instructed to do.

For many years the directive was couched almost 
exclusively in terms of such marginal measures of 
bank reserve positions as free reserves or member 
bank borrowings and in terms of conditions in the 
money and short-term credit markets. This practice 
led to charges of “ money market myopia,”  i.e., ex
cessive preoccupation with movements in free re

serves and very short-term rates coupled with in
sufficient attention to movements in such variables 
as the money supply, bank credit, etc. The “ myopia” 
argument is more a catchy phrase than a statement 
of fact. The System has always had bigger game 
in mind than minor movements in short-term rates. 
To put it another way, influencing money market 
conditions (except possibly for very short-run 
periods) has always been a means to an end and 
not an end in itself. The end has been such ultimate 
objectives as full employment and stable prices. In 
pursuit of these, the System has used money market 
conditions as a sensing device for detecting changes 
in financial flows and credit demands and as an im
mediate target of policy. But as an immediate 
target, money market conditions have been regarded 
only as a first link in the mechanism through which 
policy changes are transmitted to other financial 
variables and finally to aggregate demand.

Since August 1966 the directive has often made 
explicit reference to bank credit (total loans and in
vestments of commercial banks), generally in the 
form of a proviso clause. If bank credit deviates 
significantly from that rate of change which is ex
pected to be consistent with the target range of 
money market conditions, the deviation signals the 
Manager to aim at money market conditions slightly 
different from those specified in the directive.

Since actual information on bank credit does not 
become available quickly enough, the Federal Re
serve uses a proxy measure of bank credit in im
plementing monetary policy through open market 
operations. What is the bank credit proxy ? W hy is 
it used rather than some alternative aggregate mea
sure of money or credit? W hy is an aggregate 
measure used at all ? How is the proxy used in con - 
ducting open market operations ? These are some of 
the questions discussed in this article.

What Is the Bank Credit Proxy? V ery simply, 
the proxy is total member bank deposits subject to 
reserve requirements. These include time and sav
ings deposits, private demand deposits, and demand 
deposits of the U. S. Government. Since total de
posits comprise the bulk of the liabilities side of 
banks’ balance sheets, a change in total deposits 
usually reflects the direction and approximate magni
tude of change in bank credit, the principal com
ponent on the assets side. Some changes in bank 
credit are, of course, not picked up by changes in 
the proxy. There may be changes in bank credit
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due to changes in nondeposit liabilities, changes in 
bank capital, changes in the banks’ cash position, 
or changes in the proportion of total bank credit 
supplied by nonmember banks. These factors, of 
course, must be and are taken into account in using 
the proxy for policy purposes.

W hy use a proxy when the real thing is available ? 
The real thing simply does not become available soon 
enough. The Federal Reserve collects actual infor
mation on loans and investments as of each Wednes
day from its member banks, but time is required to 
receive and process the data. As a result, the infor
mation does not become available to the Manager of 
the System Open Market Account until more than 
a week later. By contrast, some information on total 
deposits subject to reserve requirements is available 
to the Trading Desk each day with only a short lag. 
Most reserve city banks report deposit data to their 
Reserve Banks each day. Information for a given day 
reaches the Trading Desk the morning of the second 
business day following. These daily figures are used 
to see whether the deposit projection for reserve city 
banks for the week is holding up. These data are 
supplemented once a week by daily deposit data from 
a sample of 300 country banks. Each Tuesday these 
country banks report to their Reserve Banks daily 
average deposits subject to reserve requirements for 
the three preceding business days. Data from the 
country bank sample, which has proved extraordi
narily useful, along with the daily reserve city data, 
are used to revise past estimates of total deposits 
and to provide a base for projections into the near- 
term future. Thus, the Desk has reasonably current 
information with which to operate. Moreover, since 
the data are available daily, they can be combined 
into weekly and monthly averages. Data for a single 
day are sometimes very misleading.

How Is the Proxy Used? Since the Federal Open 
Market Committee issues its primary instructions 
in terms of money market conditions, it is first neces
sary to be clear on what is meant by “ money market 
conditions.” Normally, conditions in the money 
market are described by various short-term rates 
(rates on Federal funds, dealer loans, and short-term 
Treasury bills) and measures of banks’ reserve posi
tion (borrowings and net borrowed or free reserves). 
While no rigid relationships among these money 
market indicators exist, it is possible to conceive of 
a range for each of the money market variables 
which will probably prevail in the coming period. 
This presumably consistent combination of ranges of 
rates and marginal reserves can be thought of as 
comprising the condition of the money market. The

Federal Open Market Committee may want to main
tain the prevailing conditions of the market or to 
change it either toward “ ease”  or toward “ tightness.” 
Easier conditions in the money market would imply 
lower money market rates, reduced borrowings from 
the Federal Reserve System, and either lower net 
borrowed or higher free reserves. Tighter conditions 
would imply the opposite.

It is possible to take into account many of the 
factors which will affect the bank credit proxy in 
the coming period. These include such things as the 
outlook for credit demands as influenced by interest 
rates and prospective economic activity, the relation
ship between Regulation Q ceilings and market rates 
of interest, the volume of CD maturities, tax dates, 
Treasury financings, other seasonal factors, etc. 
Taking these into account makes it possible to project 
the growth of the proxy, although with an admittedly 
large degree of uncertainty, for as much as four to 
six weeks ahead. Of course, one’s estimate will also 
be affected by what the Federal Open Market Com
mittee decides to do with respect to money market 
conditions. Other things being equal, the tighter the 
money market conditions, the slower will be the rate 
of growth of the proxy or the faster the rate of de
cline. Given all the other factors affecting growth 
of the proxy, each possible pattern of money market 
conditions will be associated with some rate of growth 
of the proxy which can be estimated to fall within 
some range with more or less accuracy.

In the directive cited, the Federal Open Market 
Committee wanted to maintain prevailing conditions 
in the money market. Judging from what happened 
in September, this meant something like the follow
ing : Federal funds fluctuating in a range from about 
8.5% to 9.5%, the three-month bill in a range from 
about 7.0% to 7.25%, borrowings between $1.0 and 
$1.5 billion, and net borrowed reserves between $900 
million and $1.2 billion. Consistent with these con
ditions in the money market would be some par
ticular rate of growth in the bank credit proxy. 
For obvious reasons, this growth rate could not be 
projected three or four weeks ahead with pinpoint 
accuracy. But it could be and was projected to fall 
within some range. The particular wording of the 
directive in question required modification of money 
market conditions if growth of the proxy turned out 
to be either above or below the projected range. 
This was a “ two-way proviso clause.” If the proxy 
grew faster than projected (beyond the high point 
of the range by some amount considered significant) 
the Manager was instructed to achieve slightly firmer 
conditions in the money market; if slower than pro
jected, slightly easier conditions.
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A  proviso clause can also be “ one-way.” For ex
ample, in an inflationary situation with a strong de
mand for credit, the Federal Open Market Com
mittee might be more concerned with deviations of 
the proxy on the upside than on the down. A c
cordingly, it might instruct the Manager to achieve 
slightly firmer money market conditions than those 
called for in the directive if the proxy threatened to 
grow faster than projected. In other circumstances, 
the Committee might be more concerned with devia
tions on the downside. It would then instruct the 
Manager to ease money market conditions if the 
proxy grew at a slower rate than expected. The 
Federal Open Market Committee meeting of O c
tober 29, 1968, provides an example of the first kind 
of proviso clause; the meeting of April 4, 1967, an 
example of the second type.1

Obviously, implementation of the proviso clause 
is a matter of judgment. This is evident from 
the wording of the directive of October 7, 1969:

. . operations shall be modified if bank credit ap
pears to be deviating significantly from current pro
jections.” 2 When dealing with projections, one 
can never be certain of the figures. Of course, for 
any given period of time, one acquires a better 
line on the actual growth rate as more and more 
firm statistics become available. But then there 
is the question of what constitutes a “ significant” 
deviation from projections. Fortunately, matters of 
this sort can be discussed in the daily conference 
calls and collective judgment exercised. In periodic 
written reports and at each Open Market Committee 
meeting, the Manager explains and must justify his 
decision with respect to implementation of the pro
viso clause.

Rationale for Using an Aggregate in the Im
plementation of Policy The bank credit proxy 
is only one of several aggregate measures of mone
tary policy. Others include total reserves, nonbor
rowed reserves, required reserves, the monetary 
base, the money supply, money supply plus time de
posits, total liquid assets, bank credit, total credit, 
etc. But why use any aggregate? W hy not use in
terest rates only?

Basically, the reason is that the monetary and

1In the October 29, 1968 meeting the Committee said: “ . . . System 
open market operations until the next meeting of the Committee 
shall be conducted with a view to maintaining about the prevailing 
conditions in money and short-term credit markets; provided, how
ever, that operations shall be modified, to the extent permitted by 
the Treasury financing, if bank credit expansion appears to be 
exceeding current projections.”

In the April 4, 1967 meeting the Committee said: . . System 
open market operations until the next meeting of the Committee 
shall be conducted with a view to attaining somewhat easier con
ditions in the money market, and to attaining still easier conditions 
if  bank credit appears to be expanding significantly less than cur
rently anticipated.”
2Emphasis added by author.

credit aggregates are believed to exert a major in
fluence on economic activity. Consequently, they are 
regarded as important indicators of monetary policy 
and therefore useful as policy targets. Moreover, in
terest rates, taken by themselves, may mislead both 
as to the direction and strength of policy. Interest 
rates, which are prices of credit of various kinds, 
change both because of changes in the supply of 
credit and because of changes in demand. The eco
nomic consequences of, say, an increase in interest 
rates which is due primarily to an increase in the de
mand for credit may be entirely different from a rate 
increase due primarily to a decline in supply. In 
the former case, the tightening of credit markets as 
measured by rising interest rates might be due to 
heavy credit demands stemming from a surging 
economy and inflationary pressures. It would be a 
serious mistake in this instance to attribute the rising 
rates to restrictive monetary policy. Such a con
clusion could lead the monetary authorities to supply 
reserves more liberally and thereby fan the inflation. 
On the other hand, rising rates might be due pri
marily to a diminishing supply of credit. In such a 
situation the economy might have run out of steam 
and be generating smaller demands for credit than 
earlier. Under these circumstances, a policy which 
would cause interest rates to continue rising might 
well lead to recession. Consequently, it is necessary 
to know not only what interest rates are doing, but 
why they are behaving as they are. The quantity of 
bank credit and other aggregates provide a clue. If 
interest rates are rising and the quantity of bank 
credit is increasing, the rise in interest rates is due 
primarily to increasing demand. On the other hand, 
if interest rates are rising and the quantity of bank 
credit is falling, the rise in rates can be attributed 
primarily to diminishing supply.

Exclusive use of interest rates as an indicator of 
policy may lead to excessively easy monetary policy 
during inflationary periods, and to overly restrictive 
policy during periods of incipient economic decline. 
In short, narrow focusing on interest rates could lead 
to procyclical rather than countercyclical monetary 
policy.

An additional advantage of aggregates as policy 
targets is that it is probably somewhat easier to 
choose an appropriate growth rate of an aggregate 
than to choose the appropriate level of interest rates, 
given wide fluctuations in the demand for credit. W e 
know from past experience how fast real output has 
grown and approximately how fast it is likely to 
grow in the future. This serves as a guide as to how 
fast the aggregates can be allowed to grow without
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producing either inflation or underutilization of re
sources.

Which aggregate one should use as a target and/or 
indicator of policy is, of course, subject to much de
bate. The lack of agreement arises primarily be
cause economic knowledge has not advanced to the 
point where linkages between financial and real eco
nomic variables are understood with much precision. 
But most economists would probably agree that ex
plicit use of an aggregate, any aggregate, is a step 
in the right direction. It should be remembered, how
ever, that aggregates were used in the formation and 
execution of policy long before one began to be 
mentioned explicitly in the directive.

The Bank Credit Proxy and Other Aggregates
Over short periods of time the various aggregates 
frequently move divergently as various short-run 
factors influence the aggregates in different ways. For 
example, total reserves may increase rapidly in a 
given month while total deposits increase hardly at 
all because the public chooses to switch from time 
to demand deposits which carry higher reserve re
quirements. Total deposits may increase rapidly 
while the money supply declines because private de
mand deposits are transferred to Government ac
counts in payment of taxes. These examples suffice 
to show that the linkages between the various ag
gregates are fairly loose in the short run. The extent 
of divergent movement in the aggregates is evident

SELECTED MONETARY AND CREDIT AGGREGATES
Annual Rates of Change 

(Seasonally Adjusted Data)

Money Supply Bank
Total Money Plus Time Bank Credit

Reserves Supply Deposits Credit1 Proxy2

1969

Jan. 8.0 6.3 - 2.1 -  0.6 -  3.2

Feb. -  3.4 3.1 -  0.9 1.6 -  1.2
March -  3.8 3.1 1.2 6.7 - 1 0 .1
April -  7.9 8.2 4.0 18.2 4.9

May 21.8 1.2 -  1.2 -  3.9 -  1.2

June -  7.4 4.3 -  0.6 6.9 - 1 0 .2

July - 2 0 .5 1.8 -  8.1 0.6 - 1 8 .9

Aug. -  5.5 -  1.8 -1 0 .1 -  8.9 - 1 1 .3

Sept. 0.0 0.0 -  1.2 1.5 1.7

Oct. - 1 0 .8 0.6 -  1.5 -  0.3 -  9.2

Nov. - 1 0 .7 1.2 0.3 5.3 9.7

Dec. 4.5 1.8 3.4 4.9 -  0.4

1968
2nd Half 10.9 7.1 12.5 13.9 13.4

1969
1st Qtr. 0.1 4.2 -  0.6 2.5 -  4.8

2nd Qtr 1.3 4.5 0.7 6.7 -  2.2

3rd Qtr. - 9 .1 0.0 -  6.5 -  2.4 -  9.4

4th Qtr. 1.0 1.2 0.7 3.3 0.0

xTotal loans and investments of all commercial banks as of the last 
Wednesday of each month.
2Daily average member bank deposits subject to reserve require
ments.

from the accompanying table which shows annual 
rates of change in the various series from month 
to month.

In the longer run the aggregates tend to move to
gether to a much greater extent. The bottom panel 
of the table shows the annual rate of change in the 
second half of 1968 and in each of the quarters of
1969. All of the aggregates grew rapidly in the 
second half of 1968, and all displayed the same gen
eral pattern of movement in 1969. If one measures 
ease or tightness of policy by reference to the ag
gregates, one could say, regardless of the aggregate 
chosen, that monetary policy tightened substantially 
in the first half of 1969, became still tighter in the 
third quarter and became somewhat less restrictive 
in the final quarter of the year.

Most economists believe that monetary policy af
fects economic activity and prices only after some 
considerable lag. Consequently, short-term fluctua
tions in the aggregate indicators of policy are prob
ably not very important. Since the aggregates tend 
to fluctuate together over periods as long as, say, 
three months, it may not make too much difference 
which aggregate is used as a target/indicator. The 
primary consideration may be choosing one which the 
Manager and the Federal Open Market Committee 
find workable in terms of forecastability, data avail
ability, etc.

Troubles with the Proxy in 1969 W hile as a gen
eral rule, it may make little difference which ag
gregate is used, extended periods may arise during 
which a particular aggregate will give misleading in
formation as to the degree of ease or tightness. The 
year 1969 was probably such a period. The growth 
of the proxy was greatly influenced in 1969 by the 
behavior of time deposits which in turn was deter
mined largely by the relation between market interest 
rates and the ceiling rates banks were permitted to 
pay. The existence of restrictive ceilings may cause 
sharp and far-reaching changes which distort the 
normal relationship between a particular variable 
and other variables.

Such was the case in 1969. With market rates 
above the rates banks were permitted to pay on time 
and savings deposits, holders of these deposits shifted 
into such assets as Treasury bills, corporate bonds, 
etc. From the standpoint of the banking system, the 
result was a conversion of time deposits to demand 
deposits. Since demand deposits are subject to 
higher reserve requirements, the shift was tantamount 
to an increase in average reserve requirements. 
Thus, a given rate of growth of total reserves would 
tend to be associated with a slower rate of growth
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of total deposits and a faster rate of growth in de
mand deposits and the money supply than would have 
been the case had the interest rate ceilings not 
been binding.

Banks responded to the interest rate ceilings by 
creating nondeposit liabilities, i.e., liabilities subject 
neither to reserve requirements nor to the interest 
rate ceilings. Many banks borrowed in the Euro
dollar market, sold assets under repurchase agree
ments, and sold commercial paper in the money mar
ket. To the extent that these nondeposit liabilities 
replaced time deposits, required reserves were re
duced, making possible an expansion of bank credit. 
Thus, change in the bank credit proxy became a poor 
indicator of the direction and magnitude of change 
in actual bank credit.

In order to make the proxy a more reliable pre
dictor of bank credit, the monetary authorities ad
justed the proxy to take into account, first, Euro
dollar borrowings, then the other major nondeposit 
sources of funds, such as sale of assets under re
purchase agreement and sale of commercial paper. 
The adjusted figures are not included in the table, 
but they parallel the movement of the other ag
gregates more closely than the unadjusted series.

Summary and Conclusion In the conduct of open 
market operations the growth of the bank credit 
proxy is used in a proviso clause as an intermediate 
target of monetary policy. The proviso clause began 
to be used in order to achieve a desired rate of 
growth in a monetary aggregate, especially during 
periods of rapid change in credit demands. Imple
mentation of the proviso clause makes possible a 
modification of the primary target of money market 
conditions between meetings of the Federal Open 
Market Committee.

The proxy was chosen as an intermediate target 
both because it is regarded as a useful measure or 
indicator of the effect of monetary policy on economic 
activity and prices and because information on the 
proxy is available quickly. The diverse short-run 
movements of the various aggregates make it neces
sary to choose a single measure for operational pur
poses. Otherwise, there could seldom be agreement 
as to when the proviso clause should be implemented. 
However, the choice of the proxy rather than some 
other readily available aggregate does not necessarily 
imply that the Manager of the System Open Market 
Account or the Federal Open Market Committee re
gard it as the “ best” indicator of the thrust of policy. 
Different members could believe that other aggregates 
were more important and still find the proxy opera
tionally useful. Taking account of the normal re
lationship between the proxy and their favorite 
variable, they could express a preference for a growth 
rate of the proxy which would probably lead to the 
desired growth rate in their variable. Thus, it is not 
necessary to endorse the proxy as the “ best” indicator 
of policy in order to regard explicit reference to the 
proxy in the proviso clause as a distinct improve
ment in the formation and execution of monetary 
policy.

Jimmie R. Monhollon

ERRATUM
In the February Monthly Review  article, 

“ Forecasts 1970,” the range of GNP fore
casts for 1970 given on page 4 should have 
read “ from a low of $966 billion to a high 
of $990 billion.”
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