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- AXJfoJ re*”ﬂdﬁ (1) - L think the main point to be made with respect to Milton's.

letter on various changes in reserve settlement and computation techniques
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but would make an "appreciable contribution toward more precise control of

monetary aggregates', I would downgrade them in importance more, though

I am sympathetic to some aspects of them,
that some of these same proposals were considered by a staff ad hoc sub-

committee on reserve proposals, whose report (dated May 13, 1966) was un-

sympathetic to points 2 and 3 in Milton's letter, This subcommittee was

the source of the proposal on lagged reserve accounting.

(2) With respect to lagged reserve accounting, my impression

from watching the money market day to day, is that there has been more

fluctuation in (say) the Federal funds rate since the new accounting pro-

cedure was put into effect., At the beginning, this would have been

related to transitional problems as banks' money managers became used to

the new methods,

has persisted, One would expect somewhat more variation because, with

required reserve fixed by lagged accounting, any unexpected deposit flows

You might like to know, however,

But I believe that a certain amount of greater variation
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at a bank would not be associated with an accompanying fractional change in

required reserves during the statement week; as a result, a bank would hav:
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somewhat larger reserve surpluses or deficiencies than otherwise. It

is difficult, however, to isolate this source of variation in day-to-
day money rates from changes in the pattern of Desk operations as a
result of greater -emphasis on the aggregates in open market operations.
As a highly significant factor, this greater emphasis on the aggregates
would not be dated much, if any, before the early part of this year.
The supposed advantages of lagged reserve accounting are a

long story. For a while they had to do with reducing the potential
revisions in the published net borrowed, or free reserve, number. Toward

the end of the debate in the System, greater emphasis was put on enhancing
the ability of banks to manage their reserve positions more efficiently.

Banks would know for certain, so the argument went, at least one important
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element--required reserves--in judging their demand for or supply of money

market funds.l Many banks, particularly country banks and banks with

large branch systems, did feel that lagged reserves would in fact be of

help to them in that respect. We have not followed up systematically to

see if feelings have changed as a result of experience, but I would suspect

that they haven't changed much, partly because it's really a pretty minor

matter to have strong feelings about.

As to the relation between lagged reserves and control of

monetary aggregates, I would think that they do not hamper our ability,

1/ Banks would also know vault cash for certain, since this too is lagged
two weeks, a point that was of particular importance for large branch systems.
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such as it is under current institutional arrangements, to control the

money supply over the intermediate- or longer-run. Butrlagged reserves

probably do loosen the already loose relation between money and reserves

in the short-run. For examble, if the System reducéévtheAfeserve supply
through open market operations, banks without lags would adjust by reduc-
ing loans and investments and thus deposits and required reserves, assum-
ing excess reserves are already at a minimum and the discount window rate
and administration provide no incentive to increase borrowed reserves.
Even with lags, banks may still reduce deposits currently, and required
reserves two weeks hence, as the System holds back on reserve provision,
but they do have more options open; an individual bank, for example, can

delay its adjustment for two weeks partly because it now may think there
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is some probability that reserve costs would not be so high two weeks hence,
In general, uncertainty becomes a larger factor in bank reserve adjustments,
and this reduces the short-run predictability of the deposit-reserve
relationship.

(3) A working day basis for reserve computations (i.e. a five
instead of seven day basis) has its appealing aspects now that practically
all banks are open only five days a week (although Saturday openings would

present a complication). But I'm not sure that it too might not

introduce a Friday distortion, although the special importance of Fridays

has been, in my view, long over-estimated as a problem for open market

operations or for the money market itself, However that may be, a five
day calculation would enhance the value to banks of larger deposits on

Friday relative to the rest of the week. Under such conditions,

Digitized for FRASER
http://fraser.stlouisfed.org/
Federal Reserve Bank of St. Louis



Chairman Burns -4-

if deposits bulged on Friday, the bank could invest for a three day

rather than a one day return though the effect on required reserves would

be no different from a bulge on any other weekday. The opposite would -

be the case for another bank who lost the deposits on Friday, but for.

the banking system as a whole there would be some incentive to attempt
to obtain deposit funds on Friday to the extent this was in their

control. Whether Friday would be any more or less of a problem (it

would probably be a different kind of problem) under these circumstances

seems open to question.

Staggered reserve settlements have always seemed to be

(4)
a pretty good idea to me, although again it is a minor aspect of reserve

control and operations. But any such staggering need not be done on the

five working day basis suggested in Friedman's letter, For example, if
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we lengthened the reserve period to two weeks, half the banks could settle
one week and half the next., This simple proposal would reduce some of the

need for Federal Reserve intra-monthly '"defensive'" operations. However,

the whole issue of defensive operations requires a much broader analysis,
including their role when the System is on an aggregate target and an

appraisal of the market's capacity further to develop a mechanism to

provide for day-to-day variations in money market demands without excessive

short-term interest rate fluctuation. There is no way to find this out

without beginning to test the water, though.

Forcing banks to meet required reserves daily would seem

(3)

to introduce an unnecessary rigidity into the banking system. And, in
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practice, such a method of reserve computations and maintenance might
very welifihbreasejkﬁe nééa;for_féderalxRe;eIVe'daily oéen market
operations as banks each day scramble for reserves because deposit
funds (which to an: individual bank are a source-of reserves)-fall
short of expectations, or in the opposite case dispose of unexpected
surpluses, Such a daily reserve requirement would probably require,

for efficiency, a large allowance for carry-over reserve surpluses and

deficits and easier access to the discount window.
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First and nost important, let me repori progress on Rose's 22 proclen
We are 0y no means out of the woods as yet, and I siill zavs .y fing ar"
crossed, out they Rave adjusted tne coniact lens, used dross eec., s0

that she has bzsen able to tolerate the lens for some days and i$ sradually
lengthening the period of use., 30 we are hoping for the tess -tlz songwhat
more reasons.
Second, I an enclosing a second letier dealin:z with hie su:-eosiion that
I madd re revising operating procedures at the desk, zecauss 7 wiouiad
you would rather nave that separately.

‘Third, I nave been scratcaing my head adoult a less misleadin; term
"incomes peclicy" for what you have in mind. Re tiae meanin; of taat tem,
a particularly clear indication of now misleading for jyour purposes it
is came out in Jenry Wallich's iewsweek column of llov. 23, . Le wrose:
"The fact is that incomes policy is a caterall farase for everyi:ing
from zuideposts to Jjawooning to a temporary fresze o ermanent xkmes: waze
and price controls," not even mentioningz market-oriented policies.

Harket-oriented policy is perhaps most descriptive dui not very caichiinge.
Of the otaer alternatives I nave tnought of "free market policy" seems
to me the best, though it still does not quite ring tae rizat oell.

The others that I t.o.;ed with and that I might list just in case one sets
you off are: Structural Policy; MHarket-flexdinility policy, i c:x aas a
Japanese ring ("income-doubling policy". Somenow, one would like o get
in the idea of breaking roadolocks, removing frictions, grnasi:. s the wars,
etc., but I have been able to come up whin no mkx catchi slozans tiat do
SO-

Yesterday, I attended part of a consultants' meetinsz at the Treasury (tze
first one &f the last four I have dDeen inviied to). Iespite your zood efforts,
one of the other academics invited, tl:oua‘; ae did not k=x atte“;, was

Paul Samuelson. Je was on tae list of tlose expected, so must nzve car

celled at last minutg. How suicidal can we sel

Rose Jjoins in sending our best to youand Jelen.
Cordially yours,

Im.lton Friedman
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