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BOARD OF GOVERNORS
OF THE

FEDERAL RESERVE SYSTEM

Office Correspondence Date April 4, 1957
To Governor Mills Subject Free reserves and Federal Open

Market Account, actual ana
From R. J. Collier and E. J. Swindler under three assumptions.

This refers to your request that consideration be given to
what might be the effect on the level of "free reserves" of conduct-
ing Federal open market operations by (1) ignoring fluctuations in
float or (2) basing them on changes in required reserves alone.

In order to compare actual free reserves and the open market
account with hypothetical free reserves and open market account under
certain assumptions described below, weekly average figures of factors
affecting member bank reserves were compiled for the period August 29,
1956 through January 30, 1957. This period was chosen because the wide
fluctuations in reserves that normally occur during the period would
provide a good test of given alternatives. The weekly averages used
in these comparisons are the final reported figures, some of which did
not become available until two to four weeks after the end of the given
period; they were not available to the Federal open market account
manager, who had to make his decisions on the basis of forecasts and
day-to-day market developments. Use of the final actual figures in
these comparisons eliminates the adverse effect of poor forecasts; it
seeks to show how the open market account might have moved if the re-
lated factors had been so well forecasted every day as to result in
a weekly average that coincided perfectly with the final reported
average.

Comparisons of actual free reserves and the Federal open
market account are made with hypothetical figures computed under the
following three assumptions:

(1) That all changes in factors affecting free reserves
except those due to float are offset by open market
transactions.

(2) That free reserves are held constant, i.e., that all
factors are offset by open market operations.

(3) That open market transactions are based on the move-
ment of required reserves.

The results are reflected in the accompanying charts.

Situation under Assumption 1. Had open market transactions
offset all changes in all factors affecting free reserves except those
in float, the System account would have been about as stable during
September-November as it actually was. Thereafter, as Chart 1 shows,
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it would have risen to a high of over $25,800 million in the week of
December 26 and declined to $23,400 million in the week of January 30,
a range of $2,2400 million. The actual range of movement in the open
market account during the same period was about $1,500 million, from
$24,966 million to $23,480 million.

Increases in float which supplied reserves in December, and
decreases which drained reserves in January, tended to reduce the need
for open market operations. If movements in float had been ignored,
free reserves would have shown somewhat wider fluctuations in
September-November and very much wider fluctuations in December-January
than actually occurred, as Chart 2 shows.

Situation under Assumption 2* If free reserves could have
been held constant and the open market account had been adjusted to all
other factors, including float, the account would have fluctuated more
than it actually did during September-November. In December-January,
the account would have risen to a high of $24,800 million in the week
of January 2, and declined to a low of $23,100 million in the week of
January 23, a range of $1,700 million. This range was similar to the
actual range of $1,600 million in January, from a high of $25,100 mil-
lion on January 2 to a low of $23,500 million on January 30.

Situation under Assumption 3. For this assumption we first
adjusted the open market account average for each week by an amount
sufficient to bring free reserves to a constant level, and for this
purpose we chose the level (negative $427 million) that existed in the
first week of the period;l/ we then computed for each week the ratio
of required reserves to the adjusted open market account; and finally
we computed an average of this ratio for the four weeks ending
with each week in the test period. This moving average ratio was
used in deriving the open market account for the next week--simply by
applying the ratio to required reserves in the next week.

If open market transactions had been conducted in this manner,
the open market account would have varied more in the period
September-November than it actually did. The timing of changes prior
to December tended to be opposite to that of the actual account as
Chart 1 shows. Variation during December and January would have been
somewhat smaller than it actually was. The account would have risen
to a peak of $24,700 million in the week of January 2 and declined to
$23,300 in the week of January 30--a range of $1,400 million. The
actual change in this period was from $25,100 million to $23,500 mil-
lion—a range of $1,600 million.

1/ The percentage relationship between required reserves and open
market account as thus adjusted for a constant level of free re-
serves was used on the grounds that a relationship of this sort
would tend to reflect better the aims of the Federal Open Market
Committee*
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Under this assumption free reserves would have shown sub-
stantially larger week-to-week changes than actually occurred and
would have been negative almost throughout the period. In each month
September-November free reserves would have fluctuated very widely,
reaching high negative levels at mid-month and declining sharply in
weeks ending the 19th-24th accompanying intramonthly increases in
float. Free reserves would have fallen during early December to a
negative level of nearly $900 million by mid-month, and then risen
sharply during the last ha3.f of the month. In January free reserves
would have averaged higher, but would have shown about the same
range of movement as in the preceding months. Hence, throughout the
period a four-week moving average percentage relationship between re-
quired reserves and the open market account was not sufficiently
sensitive to prevent substantial seasonal changes in reserve balances
and free reserves resulting mainly from variations in float.

Since it has been the policy of the Open Market Committee to
maintain free reserves within a limited range in order to prevent wide
fluctuations in interest rates which would disrupt the money market,
it appears that actual open market operations during the period reviewed
were more conductive to effectuating its policy than would have been
operations under any of the three assumptions.

This does not preclude the possibility that generally satis-
factory results could be achieved if the Open Market Committee ignored
float except when very wide changes therein were indicated — but it
would be very difficult, of course, to forecast when changes in float
would be so wide as to require compensating open market operations.
Although precise forecasts of changes in float cannot be made, the
direction of movement from week to week is generally predictable, and
some offsets by open market operations seem to be preferable to none
at all.

To conduct open market operations on the basis of estimated
changes in required reserves alone would not seem to be conducive to
an orderly market, partly because country bank required reserves can
not be estimated satisfactorily, but principally because changes in
free reserves reflect changes in reserve balances much more than they
do changes in required reserves.
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CHART 2
Behavior of Free Reserves, Actual and Under Two Assumptions
Averages for weeks ended Aug. 29, 1956 to Jan. 30, 1957
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Behavior of Federal Open Market Account, Actual and Under Three Assumptions
Averages for weeks ended Aug.29, 1956 to Jan. 30, 1957
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