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LETTER OF TRANSMITTAL

FesruARrYy 7, 1964.
To the AMembers of the Subcommittee on Domestic Finance:

Transmitted herewith for the use of the subcommittee is a staff
analysis of Federal Reserve policy action. More specifically, it
examines the basic notions that guide the Open Market Committee
In 1ts transactions which, of course, are fundamental in determining
the volume of the money and credit.

Although part of a larger study which is expected to be available
for printing in the near future, this analysis, dealing as it does with
the Open Market Committee and the fundamental monetary func-
tions that it performs, is being made available separately at this
time because of its relevance to the current hesrings on the Federal
Reserve System.

Sincerely yours,
WricHr PaTyan, Chairman.
1
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LETTER OF TRANSMITTAL

JaNUaRrY 30, 1964.
Hon. WRiGHT PaTMAN,
Chairman, Committee on Banking and Currency,
House of kepresenm(ives, Washington, D.C.

DEear Mgr. CuatrmMan: Transmitted herewith is one chapter of the
study entitled “An Analysis of Federal Reserve Monetary Policy-
making” that is being prepared for the committee. The following
chapter, “Some General Features of the Federal Reserve’s Approach to
Policy,” contains an evaluation of some of the basic notions that guide
the Iederal Reserve in determining the nature and extent of policy
actions. The role of this chapter in the study can best be understood
by a brief description of the total study, the general guidelines along
which our analysis has proceeded, and the main conclusions that
emerge from our analysis.

As you know, 50 years have passed since the Congress established
the Federal Reserve System and delegated to it, under a broad man-
date, the constitutional powers vested in Congress under article I,
section 8. In the ensuing years, the original mandate was modified
In & major way hy congressional approval of the Banking Acts of 1933
and 1935, the Employment Act of 1946, and of international agree-
ments. Along wit{; these changes and the social and political changes
that they reflect, there have been major modifications in the powers
and structure of the Federal Reserve System, in the scope and com-
plexity of credit and financial markets, in the institutional arrange-
ments that transmit Federal Reserve policy operations to businesses
and households, and in the mechanisms on which the Federal Reserve
relies to carry out the mandates or directions given by the Con_gress.

This study attempts to appraise Federal Reserve operations in the
light of the congressional mandate. It will be concerned with four
basic questions: (1) What are the Federal Reserve’s conceptions of
the mechanism transmitting its policy actions to the monetary system?
(2) What are the principal ideas composing the Federal Reserve’s
conceptions? (3) How do these ideas affect the observable policy
behavior of the Federal Reserve authoritics? How do they shape
their objectives and the manner of operating the available policy
Instruments? (4) What relevance can be assigned to the conceptions
imding the Federal Reserve’s policy behavior? Hns the Federal

eserve based its ruling conceptions on a systematic body of tested
Propositions about the nature of the monetary process? Are the
dominant notions guiding policy actions sufficiently well_concel.ved
and adequately appraised to carry the heavy burden of policy actions
induced by their pervasive and entrenched influence? X

Our understanding of the prevailing notions and viewpoints of the
Federal Reserve is based on a careful reading of the published record,
the statements made by members of the Federal Open Market Com-
mittee, and by members of the research staff of the Board of Governors

\4
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VI LETTER OF TRANSMITTAL

and the Reserve banks. Our knowledge has been enhanced by
detailed discussions with members of the research and operating
stafls and by members of the Federal Open Market Committee, and
by responses to a set of questions mailed to_the Presidents of the 12
Reserve banks and to each member of the Board of Governors.

The study attempts to use the information obtained from the varied
sources to develop what we believe is the prevailing state of Federal
Reserve understanding of the process connecting policy actions with
the money supply. Chapter I will summarize the material in the
study und indicate the main findings. The enclosed chapter II,
. discusses sonmie of -the-fragments that represent a large part of the
Federal Reserve-conception of the monetary process. Most of these
fragments arc based on judgment, personal experience or direct
observation; few, if any, have-been critically examined, fully articu-
lated, or compared to alternative conceptions. We find that the fail-
ure of the Federal Reserve to develop and test a frame of reference has
led to inappropriate policy decisions, incorrect evaluation of events
occurring in the money and financial markets, and the choice of
inadequate instruments or targets for policy actions. Further, we
find dmt, these failures render monetary policy less successful in
carrying out the congressional mandate than it would otherwise be.

In this chapter, an attempt is made to explicate concepts, such as
“tone,” “feel,” “credit,” and “liquidity,” that play & dominant role in
Federnl Reserve thinking and discussion of the monetary mechanisim.
We find that these concepts ure inadequately defined in Federal
Reserve discussions and often have meanings that %¥ary from context
to -context. Moreover, we suggest that the repeated use of these
vague and elusive concepts has hindered the development of an
adequate explanation of the response of the money supply to changes
in the rediscount rates, reserve requirements against time and demand
deposits, and open market operations.

Further, we suggest that two basic features of the System’s orienta-
tion help to explain the failure of the Federal Reserve to develop a
coherent explunation of the monetary process or a rational foundation
for policy nction. (1) The Federal Reserve is organized and operated
in a way that places overriding importance and focuses principal
attention on week-to-week, day-to-day, and even hour-to-hour
changes in the money and securities markets. (2) The viewpoint of
the System is frequently that of an individual banker rather than
that of a regulating authority for the monetary system and for the
economy as a whole. We find that these two features help to clarify
a number of prevailing Federal Reserve views and actions; e.g., the
System’s explanation of the effect of member bank borrowing, the
concern with essentinlly random and often self-reversing changes in
the money market, the importance attached to daily changes in
reserve positions, the concern about temporary redistributions of
reserves from one class of banks to another, and similar features that
pervade and shape the System’s policies.

_While there are many loose or disconnected strands that appear in
Federal Reserve discussions of the monetary mechanism, one con-
ception appears to have dominated Federal Reserve policy operations
in the postwar, postaccord era. We refer to this conception as the
“modified free reserves doctrine’ or “the doctrine centered on free
reserves.” Chapters III and IV will trace the development of this
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LETTER OF TRANSMITTAL vl

doctrine from its origin in an older frame of analysis and will provide
evidence that it has dominated Federal Reserve thinking in the past
decade.

Two principal sources of evidence furnish the dividing line between
the two chapters. Chapter 111 is entitled ‘“The Federal Reserve’s
Attachment to the Free Reserve Concept: Evidence From Published
Statements.” Published sources and responses to the Committee’s
questionnaire are used in our attempt to explain the role assigned
within the System to the magnitude free reserves and its relation
to bank credit expansion. These interpretations are buttressed by the
evidence in the following chapter, “The Federal Reserve’s Attachment
to the Free Reserve Concept: Evidence From Announced Changes in
Policy.” The latter chapter congiders the evidence from the published
Record of Policy Actions and compuares indicated changes in policy
to a moving average of free reserves. We find that there is a close
correspondence between decisions to change or modify policy and the
moving average of free reserves, .

A principal conclusion of this portion of the study is that move-
ments of free reserve quite frequently precede rather than follow de-
cisions of the Federal Open Market Committee. The published rec-
ords that we have examined strongly suggest that decisions to change
or modify policy are often ratified by the Federal Open Market Com-
mittee rather than determined by that body. This finding is quite
consistent with our view that the Federal Reserve has failed to develop
an adequate understanding of the process connecting policy actions
with the money supply. As a result, members of the Committee are
heavily dependent on the Muanager of the System Open Market

ccount for interpretations of the events occurring on the market
and are unable to assess adequately his operations or appraise their
meaning,

The evidence gencrally supports our contention that the Federal

eserve has relied primarily on the “modified free reserve doctrine”
during the postaccord period. In chapter V, we attempt to assess the
extent to which policy operating according to the modified free reserve
doctrine excreises a decisive or an important influence on t‘};e money
supply or on bank credit. Our findings are largely negative. We

nd very little correspondence between the Federal Reserve view of
the factors influencing the money supply and the monthly or annual
changes in the stock of money. ~Further, our evidence suggests that
the “degree of control” exercised over bank credit_by the F_edernl
Reserve is smaller than for the money stock. Again, the evidence
strongly supports our contention that the Federal Li{e_serve has fajled
to develop an adequate framework for the policy actions required to
earry out the congressional mandate. i

Our findings from the test of the Federal Reserve conception are
sufficiently negative that they raise questions about the existence of
adequate control of the money supply, useful for policy purposes.

artly for this reason, we present the outline of an alternative con-
ception of the monetary process in chapter VI. We attempt to
show that several impor{ant features of the monetary mechanism are
excluded from, or incorrectly incorporated in, prevailing Federal

eserve views. We then test the proposed alternative conception
and show that it exhibits subst,nntially closer relation between policy
Operations and changes in the supply of money.
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vix LETTER OF TRANSMITTAL

Chapter VII concludes our study with suggestions for changes in
the administrative arrangements for policymaking and in the nature
of the policy operations themselves. Our suggestions are designed
to retain. many of the excellent features of present Federal Reserve
operations, particularly their remarkable, demonstrated ability to
judge promptly postaccord turning points. But such judgments
must be accompanied by appropriate action, if they are to have an
important influence on the monetary and economic system. To
correct some of the recorded deficiencies in Federal Reserve opera-
tions, we will suggest for consideration a reorganization of the Federal
Open Market Committee and some changes in policymsaking pro-
cedures.

It is not novel to criticize policymakers, particularly Federal
Reserve policymakers. With hindsight, one can frgguently_, if not
always ask: Why did they not move faster? Why did they increase
this or that measure by only a few percent rather than by a few more
or a few less percent? This study is not directly concerned with
criticism of particular actions, It isfocused instead on the deficiencies
and triumphs of present policy arrangements. We have not asked
the question: ‘“Was monetary policy adequate in the postwar, postac-
cord period?” We believe that there is a more important series of
questions that has not been asked very often: Are the procedures for
making monetary policy adequate? Does the Federal Reserve have
adequate information in sufficient time to make appropriate decisions?
Does the Federal Open Market Committee or the Board of Governdrs
have an adequate understanding of the mechanism connecting mone-
tary policy operations with the money supply? It is to these ques-
tions that this report is primarily addressed. As we have noted,
chapter IT sets out the main lines of this inquiry. Chapters I and
IIT to VII will be mailed to you in the near future. )

In completing this study, we wish to acknowledge a large debt to
Clark Warburton whose published descriptions of Federal Reserve
policy and its consequences are in many ways unique. We were
often heartened, on arriving at an interpretation of the reasons for
Federal Reserve procedures, to find that he had arrived at the same
interpretation much earlier and that his detailed studies of policy-
making in the prewar and preaccord periods interpreted the often
puzzling behavior or remarks of the Federal Reserve in much the
same way as our studies of the postwar and postaccord periods. We
would particularly like to mention his papers ‘“Monetary Control
Under the Federal Reserve Act,” Political Science Quarterly, Decem-
ber 1946, and “Monetary Difficulties and the Structure of the Mone-
tary System,” Journal of Finance, 1952.

We also wish to publicly thank Miss Thelma Johnson for her fine
cooperation in preparing this manuscript for publication.

Finally, we want to thank the members of the Board of Governors,
of the Federal Open Market Committee, and those members of the
stafls that we interviewed or who responded to our questions. Al-
though our report is at times severely critical of the manner in which
policy decisions are made, these criticisms should in no case be interpret-
ed as a personal reflection on any of the individuals involved. We
have been deeply impressed with the integrity of the individuals that
we met, the forthright answers that we have received and the courtesy
that was granted to us at all levels of the Federal Reserve System.
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LETTER OF TRANSMITTAL 5.6

with which we have had contact. OQur criticisms are intended only as
a statement of our belief, supported by evidence, that the analysis
that currently furnishes the foundation for monetary policymaking
is seriously deficient in many important respects, and that after 50
years, the Federal Reserve has not yet provided a rational foundation
for policymaking. Indeed, that is the chief finding of our study.
KarrL BRUNNER.
Arran H. MEeLTzZER.

28-046—64—2
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THE FEDERAL RESERVE’S APPROACH TO POLICY

Monetury policy operates directly on the discount rate, reserve
requirements apainst demand and time deposits and the Federal
Reserve Banks’ portfolio of securities. The administration of the
discount window and the supervision of banks are, at times, included
as part of monetury policvmaking. These policy instruments are
expected to modify the money supply and to alter the level of interest
rates and other magnitudes on the credit market. The effect that
actually emerges from the use of policy instruments by the Federal
Reserve depends crucinlly on the nature of the process through which
these instruments operate.

The interacting behavior patterns of banks and the public are the
central elements in the process connecting particular monetary policy
actions with the money supply or the credit markets. Only an
appropriate knowledze about the structure of this process enables us
to state with some confidence what the actual outcome of any policy
action will be. Similarly, an adequate understanding of the nature
of monetury processes is required to interpret the events that are
recorded in the form of interest rates, the position of the banking
system, or the supply of money. Such understanding not or}ly permits
evaluation of the consequences of Federal Reserve operations in the
context of prevailing institutional arrangements, but also forms the
foundation for analvsis of the cffect on the monetary process of changes
in institutional arrangements. An understanding of the central fea-
tures of the monetary process is required to evaluate the desirability
and the effects of changes in the legal and institutional arrangements
that presently prevail.

Whatever “understanding we may possess about the nature of
monetary processes and the operations of credit markets is reflected
In & more or less clearly articulated frame of reference, conception,
or theory. Such cm\ccf)tinns mayv be shaped by personal experience
and directly related to pcrsonal observations that have occurred
ff equently in the past. Still, long and persistent exposure to
‘experience” does not guarantee the relevance of the conception or
Its usefulness for analvsis of events or poliey actions. “Personal
experience” is not an agolomeration of brute facts; it is a set of
selective impressions shaped by ideas and notions or & vague frame
of reference that has heen acquired previously. Such ideas or
notions operate like a filter on the stream of accruing Impressions that
we call experience. Some impressions are disregarded while others
are admitted to enlarge our “personal experience.” Even the most
articulate conceptions *‘based upon” long personal experience require
& critical examination to judge their relevance and validity.

he requirement for a critical evaluation holds quite generally

for all conceptions about. the structure of our environment whether

they are based on the most abstract theory, on persopal experience,

Or on some other foundation. A particular frame or view must show
1
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2 FEDERAL RESERVE'S APPROACH TO POLICY

its mettle by repeated exposure to observations in competition with
rival conceptions. Such competitive evaluation will eventually
decide the comparative validity of any particular frame of reference
under consideration. This is the only reliable procedure for obtaining
a rational foundation for policy decisions.

In this chapter, we consider some of the fragments that represent
a large part of the Federal Reserve conception of the monetary process.
Most of these fragments are based on judgment, personal experience,
or direct observation; few, if any, have been critically examined,
fully articulated, or compared to alternative conceptions. Failure
to develop and test a frame of reference has led to inappropriate policy
decisions, incorrect evaluation of events occurring in the money and
financial markets, and the choice of inadequate instruments or targets
for policy actions. These failures render monetary policy less suc-
cessful in carrying out the congressional mandates than it would other-
wise be.

It is not our intention to survey completely the inadequacies of the
Federal Reserve conception. Nor is it our concern to point to particu-
lar periods in order to suggest that policy should have been a Little bit
“tighter’ here, a little bit ‘“‘easier” there. Our principal interest is
the development of a systematic frame of reference that represents the
%rincipal guidelines for policy action that have emerged within the

ederal Reserve after 50 years of judgment and experience. We can
then test this frame of reference or conception by exposure to data
and by comparison with an alternative conception. Moreover, we
can consider the extent to which inadequacies and errors in the Fed-
eral Reserve conception have been the source of major mistakes in
policy and in the interpretation of events in the money and credit
markets.

First, brief consideration is given to the Federal Reserve’s stated
view of its role in the monetary system. Then an attempt is made to
show how some particular features of the Federal Reserve’s frame of
reference have been the cause of major errors in analysis and have
prevented the development of an adequate conception. Finally,
some consequences of the Federal Reserve’s misconceptions are dis-
cussed in the context of some particularly unfortunate policy decisions.

THE BYSTEM’S VIEW OF ITS ROLE

The Federal Reserve authorities described ih a well-known report
to a congressional committee how they view their position and obliga-
tions. The Board of Governors is presented as a rulemaking and
quasi-judicial agency of Congress. It was established by Congress
“to regulate the volume, availability, and cost of money in the public
interest.” Furthermore, Congress recognized ‘“the need for inde-
pendence of judgment in the exercise of these functions.” The Board
and the Federal Open Market Committee are expected to act “accord-
ing to their own best judgment.” The Federal Reserve authorities
aline their position to a clarifying statement concerning the Federal
Trade Commission made by the Supreme Court. Under this inter-
pretation the Federal Reserve authorities acknowledge “the congres-
sional intent to create a body of experts who shall gain experience by
length of service.” The Board of Governors further acknowledged
that “it has an obligation through educational work to foster public
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FEDERAL RESERVE’S APPROACH TO POLICY 3

understanding of monetary policies and the relation of money and
credit to economic conditions and development.” !

In summary, we note that policy should be based on the best judg-
ment of policymakers acquiring knowledge about the structure of the
process to be manipulated and conveying their accumulated knowledge
to the public. In view of the requirements of rational policymakihg,
it is reasonable to interpret the Federal Reserve’s position as an obli-
gation to proyvide a coherent conception describing the causal nature
of monetary mechanisms. We find it therefore surprisitig indeed that
the Board has played a minor role in developing the necessary under-
standing of our monetary system and in supplying a comparatively
relinble foundation for its assessments of evolving situations and
decisions.

There is a relatively large research organization at the Board of
Governors and in each of the Reserve banks, and there are 13 regular
monthly or bimonthly publications reporting current news or factual
discussions of a number of financial topies. In addition, numerous
publications on special topics are issued, yet neither the policymaking
officials nor any of the stafls have provided a fully articulated state-
ment of the relation of policy actions to the money supply or the
pace of economic activity. Although spokesmen for the System have
shown an occasional awareness of the importance of the causal factors
affecting the supply of money, there has never been a detailed analysis
of the mechanism through which open-market operations, changes in
the discount rate, or changes in reserve requirements modify the state
of the monetary svstem. The Board’s research division has undoubt-
edly collected much information about banks and credit markets.
But the relevance of this mass of data eannot be judged in the absence
of a colierent conception systematically weaving this information
into a meaningful pattern. Collection and preparation of data not
guided by an explicit analytical frame often leads to a pointless
accumulation of data.?

SOME EVIDENCE OF THE ABSENCE OF A SYSTEMATIC FRAMEWORK

That the Federal Reserve has furnished the public with informa-
tion about many of its operations can hardly be denied. It has
clearly been more faithful to this view of its role than to the require-
ment to provide a systematic frame of analysis with which the infor-
mation could be interpreted. This fundamental fact associated with
Federal Reserve policymaking can be recognized through diverse
clues occurring in discussions, 1 the public record, and in numerous
statements bearing on the nature of ;l)olicy actions and the assessment
of monetary events. To our knowledge, Riefler’s discussion, published

t “Monetary Policy and the Management of Public Debt” (Washington, D.C.: Joint Comuuittee on the
Economiv Report, 1852), pt. I, pp. 242, 246, and 265, This st1dy will be referred to as the “Patman report.””
It shnild be noted that at least one high-ranking Federal Reserve official considers this report as the best
statement describing the Federal Reserve's views and positions,

Two examples may ilhistrate this point. The Federal Reserve Dolletin for, July 1963 contained an
ticle “Mensures of Member Bank Resorves.”" A series of seasonally adjusted data on required reserves
15 presented in this article.  The data are computed on the assumptinn that reserve requireinents prevail-
ing aronund July 1963 were applicabie to the period covered LY the data. As a result, the series reflects
primarily the movements of total deposits and variations in their Qistrihutional patterns. It is disticult
10 visualize how this series can be meaningfully used to represent the behavior of required reserves as an
ingredient of a systetmatic analysis.  Of conrse, such utilization is not timpossibile, but there is no indication
0f how these data can be meaningfully exploited. A second example is drawn from the flow of funds study.
Great effarts went into the collection and preparation of data with no cicar notion about the questions
that could be answered with the data. Important questions abrut the response of the monetary system
to policy actions might have been asked and answered had resources been employed in that direction,
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4 FEDERAL RESERVE'S APPROACH TO POLICY

more than 30 years ago, remains the most coherent notion ever for-
mulated by anyone closely related to the policymaking bodies.?
Residues and strands of this notion are still found in the collection of
ideas used in Federal Reserve discussions. But they are accompanied
by other fragments not clearly related to Riefler’s work or to any other
systematic consideration of monetary processes.

The variety of conceptions or frames of reference are reflected in
the abundance of “criteria” for monetary policy that are offered at
meetings of the Federal Open Market Committee. These criteria
refer to & variety of magnitudes or entities reflecting the behavior of
banks or the operations on credit markets. Some refer to free re-
serves, some to short-term rates; others point to reserves, required
reserves, ‘“credit,” long-term yields, short-term yields, liquid assets,
‘et cetera. Even the supply of money is mentioned on occasion.*
This collection of criteria presented at meetings of the Federal Open
Market Committee may well cover important aspects of the monetary
process, but the very mixed nature of these criteria reveals the absence
of a coherent conception.

The character of the Federal Reserve’s notions is also reflected in
numerous statements made by high officials or their representatives.
We note, for example, the perennial phrase that Federal Reserve
policy is concerned with “the volume, availability, and cost of money
and credit.” On other occasions we read that the “most important
functions of the Board are those affecting the money supply.”® Of
course, Federal Reserve officials also declare that “monetary policy
is concerned with the overall availability of credit.” ¢ This apparent
confusion about the Federal Reserve’s basic purpose is apparently
clarified by assertions that “credit’” and “money” are essentially the
same or behave in an identical mauner. This,very problem, namely,
the Federal Reserve’s inclination to confuse credit and money, will®
be considered in a later section in some detail.

Another aspect may be sclected for attention at this point. A
critical reader of the Federal Reserve’s publications and pronounce-
ments will find it very difficult to learn what “credit’” and “availa-
bility” mean. In spite of the frequent usage of the term ‘“‘credit,”
explicit indications of the many meanings assigned to the term are rare.
Scanning the occurrences of this term and the context for clues of
meaning, we gathered the following list of possible meanings attached
to the term by Federal Reserve officials: the commercial banks’
loan portfolio, the rate of change per time unit of this loan portfolio,
the commercial banks’ total portfolio of earning assets, the rate of
change per time unit of this asset portfolio, the total loan portfolio
of all financial institutions, thé rate of change per time unit of this
inclusive loan portfolio, total earning assets of all financial institutions
or its rate of change per time unit, and lastly, the rate of change of
financial claims occurring in the balance sheet of any economic unit in
our economy. With such an abundance of meanings at one’s disposal
a careless usage of the tern easily slips in the context of an argument
N Dgo\‘v. W. Rietler, “Money Ratesand Money Markets in the United States” (New York: Harper & Bros.,

+ At least one member of the Board regards any relation between growth in the money supply and growth

in gr(‘);a ;mtio_.rial product as “erroneous.” See the 45th Annual Report of the Board of Governors for the
year 1062, p. 71,

» Patman teport, p. 246.
1] Seedt_he answer of the Presidents of the Federal Reserve banks to question I of the questionnaire in the
appendix.
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FEDERAL RESERVE'S APPROACH TO POLICY 5

from one meaning to the other. But statements which hold for one
meaning of the term often do not hold for another.

The ambivalence surrounding the term “‘availability,” typically
associated with money and credit in Federal Reserve discourse, is more
fundamental. It is a matching counterpart of the ambiguous term
“needs’” occurring in statements assuring us that Federal Reserve
policy is concerned with the “accommodation of the needs of business.”
Both terms are usually used in a context that ignores many of the
better validated portions of contemporary economics. In particular,
the terms are usually associated with notions that deny the relevant
operation of cost and yield factors, or prices and interest rates, as an
important element in market responses. Once we have recognized
the structure of such responses the danger posed by a careless use
of the “necds-availability” terminology is quite apparent. The
persistent usage of these terms in the Federal Reserve’s pronounce-
ments reveals a confused undercurrent of notions, which could not
survive the persistent presence of a deliberate attitude to base policy
decisions on a coherent and critically examined frame; that 1s, on
validated theory.’

Discussion of the monetary process

Among the notions comprising the Federal Reserve’s view somne
emerge with great force and frequency. Foremost among these is
the centrul role attributed to bank indebtedness in the 1920’s and to
free reserves or net reserve positions in more recent decades. The
clues provided in Federal Reserve statements and publications are
sufficiently definite to permit the development of a detailed analytical
framework capable of explicating a number of vague assertions that
huve never been adequately developed or appraised.® In particular,
it becomes possible to evaluate the assertion that free reserves have
only very short-run operational significance while total reserves have
a longer run sienificance for the monetary process. This statement
can be reconciled with other assertions that systematically associate
the rate of “eredit expansion” with the prevailing level of free reserves.
The dominating influence of the free reserve notion of the mounetary
process justifies a more detailed discussion.  We will present, discuss,
and test the monetary framework that is centered on free reserves in
several chapters. At this stage our interest is in other features of
the Tederal Reserve’s conception.

Other items of the Federal Reserve’s “idea bag' reveal quite clearly
the fragmented, unsupported nature of the views held by the policy-
muaking officials.  We have noted that the Federal Reserve authorities
acknowledeed in the 1952 Patman report that the Board’s most
important functions are ““those affecting the money supply.” This
view rationally requires understanding of the meehanism determining
the behavior of the money supply. Intelligent policy decisions
require & knowledge of the structure of monetary processes at least

7 Tho pnswers to question I provided by both the Board and the Presidents still operate with the old for-
muls of *needs ceenmmodatio (See apperuiin,)  But both answers also reveal o partial awareress of
the operation of relative prices: Le., of appmpriate cost and vield factors, in the supply and allocation of
“eredit.’”  But there appears no realization that such awarencss renders the “availability-needs” connota-
tinn pointless, Numerous references to “accomnmaodation of needs™ oecur also in the Federnl Resorve's
answer to question A.1 published in the Patman report.  The context definitely supgests to the reader that
:hh: foriula asswmes meaning 1o the Foderal Reserve authoritics—but, this meaning is never revealed to

tninitiated,

¥ Our forthrorming paper, “Evolving Federal Restrve Conceptluns of the Money Supply Process,” provides
ah analytical underpinning for 2 number of assertions made In this study.
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6 FEDERAL RESERVE'S APPROACH TO POLICY

sufficient to permit reliable expectations concerning the response of
the money supply to policy actions. )
The Board was asked in the Patman report to discuss this essential
question and to state its view of the process by which changes in the
money supply are brought about. Specifically, they were asked to
“digcuss the factors that determine the quantity of money.”* 'The
answer shows little awareness or understanding of the money supgly
mechanism. Among the opening sentences we find the assertion that
“the supply of money is responsive in the main to the needs of com-
merce, industry, agriculture, and government * * * and to the desire
of business and individuals to hold cash balances.”” The intrusion of
an “accommodation” and “needs’ terminology renders the statement
ambivalent and obscure. But it does suggest a translation under
which the public’s loan demand and money demand behavior domi-
nate the beEavior of the money supply. Theremainder of the opening
passage in the Federal Reserve’s answer offers no clarification. There
follows a passage of two pages of text under the subtitle ‘“Factors
Affecting the Supply of Money.” This passage is understood as an
attempt to elaborate the sentence quoted. We read in the opening
paragraph:
In general, the most important determinant of the aggre-
gate supply of money is the lending or investing activity
of commercial banks, which itself reflects the current de-
mand for credit by private and public borrowers, the public’s
desire to hold cash balances, the available supply of bank
reserves and attitude of banks toward lending and investing.

The opening paragraph thus presents a classificatory listing of deter-
mining factors: (1) loan-demand, (ii) volume of reserves, (iii) the
banks’ desired partition of total assets among cash assets and earning
assets, (iv) the public’s desired stock of money.

Two more sections complete the IFederal Reserve’s description of
the “factors affecting the money supply.” One deals with “bank
lending and the money supply” and describes some elementary text-
book materin]l exhibiting the connection between the assets -and
linbilities of bunks. Loan extension is shown to create new deposits
and loan-repunyment to destroy deposits. The other section considers
“the influence of bank reserves.” 'These reserves, together with the
public’s demand for “credit’” are introduced as factors shaping the
commercial banks’ portfolio of earning assets. There follows a discus-
sion of required reserves and reserve requirements in the manner of
an elementary textbook and finally an enumeration of “domestic and
international factors affecting the volume of reserves.” -

_ An elementary classification combined with an elementary discourse
in textbook style constitutes the Federal Reserve's whole answer to
a question that, according to its own previously stated idea, bears on
the basic functions it is supposed to perform. There is no indication
of the detailed nature of the “factors” listed, their behavior patterns

how they operate in the money supply process and how their inter-
action determines the money stock. Moreover, it is impossible to
use the framework provided to analyze the response of the money
stock to open market operations, changes in the discount rate or

? Question 28, p, 388,
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FEDERAL RESERVE'S APPROACH TO POLICY 7

changes in reserve requirements.® Furthermore, according to this
conception, variations in the public’s division of money holdings
between currency and checking deposits play no significant role in the
money supply process. The events occurring in the last months of
1930, repeated in subsequent years, and climaxing in March 1933 are
simply irrelevant from the viewpoint of the Federal Reserve's
descriptions developed in the Patman report.M

A more recent example may be drawn from the Board’s answer to
the qu(elst-iommire appended to thisstudy. Under part 6 of question I
weread:

Changes in the money supply result from the prevailing
posture of monetary policy as well as many other factors:
Among the most important of these other factors are the
economy’s demands for bank credit, public preferences for
holding liquid assets in particular forms, and the incentives
for banks to make loans and purchase investments.

Again, all we obtain is a classificatory listing which could not possibly
yield any explanation of the responses to policy actions. As a listing

owever, it is potentially superior to the previous listing. :The ad-
mission of the public’s desire to hold liquid ussets in particular forms
could open the way to the: full realization of the importance in the
money supply process of the public's allocation of deposits between
demand and time accounts and of its allocation of payment money
between currency and demand deposits. But similar to the previous
listing, this statement furnishes a vague impression that the public’s
“credit” demand and money demand dominate the determination of
the money stock. The discussion developed in later chapters will
show that an evaluation of this assertion in the context of an explicit
analytic frame yields no support for this view. On the contrary,
we will indicate that the accumulated evidence assigns a comparatively
small imgort to the public’s demand for loans or eredit and emphasizes
the weight of policy actions and the public’s desired currency holdings
as the essential features in the monetary process.!?

The leverage provided by fractional reserve requirements

The previous section discussed some features of the Federal Re-
serve’s understanding of the money supply process as a whole. One
topic that recurs frequently in Federal Reserve and textbook discus-
sions of the process is the multiple expansion of bank deposits by the
banking system as a whole. The manner in which this issue is dis-
cussed furnishes additional evidence of the absence of a systematic

t¢ The second scction contains n passage that appears on a casual reading to convey information about
some response patterns: “Since total reserve requirements of member banks actually average about 16
percent, member bank deposits can expand * * * by ahout 6 times the amount of any inerease in bank
reserves.”  But closer reading should reveal the meagerness of the information conveyed, It only asserts
that the deposit multiplier does not exceed the reciprocal of average reserve requirements (stated as s decl-
mal). The discussion in the text will subscquently resurne this point.

11 This {s consistent with the Federal Reserve’s “policy postures” during these events. The Federal
Raserve is prone to refer to '‘large’’ open market purchases mode during this pertod of the early thirties, but
seems oblivious to the fact that these purchases only modified, but did not offset, the dramstic deflationary
fmpact of the public’s currency demand. It should also be noted that {n the Federal Reserve’s account of
past policies and monetary history, the eflect of curreney patterns on the monetary system is treated as
primarily a8 seasonal problem. E

1 Tho Board's answer to question ¥ contains another passage that is noteworthy in the present conteat,
After mentioning a number of factors to be considered in cvaluating(;'uedit needs,”” the Board notes: “All of
these factors are weighed in arriving at judgments as to whetber the credit needs of commerce and industry

‘are being met adequately * * *.”  No doubt they are weighed. The important question is how they are
weighed. How can relevance be assigned to the weighing in the absence of a8 coherént, validated frame of
reference?  How is it decided that some things are relatively itnportant and others relatively umitmportant?

28-046—64—3
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8 FEDERAL RESERVE'S APPROACH TO POLICY

analysis of factors affecting the money supply. We consider the
question briefly here and return to it in & later chapter.

The reciproeal of the member banks’ average reserve requirements
is used by the Federal Reserve authorities as an indicator of the order
of magnitude of the System’s response to open market operations or
changes in reserve requirements. The Federal Reserve’s linguistic
practices are rather ambiguols on this issue. It rarely is very clear
whether the reciprocal mentioned indicates only the maximal response
possible in r given environment, or whether it indicates the response
reasonably to be expeeted.® Both versions occur. The second
version was encountered frequently in oral discussions with Federal
Reserve officials.

The first version is rather iunocuous. One may easily accept it,
and even grant that it does convey some meager information. It is
not an empty formula; it excludes possible response patterns from
practical consideration. DBut the meagerness of the information, that
muakes discussion very safe, nlso renders it almost useless us a guide for

olicy decisions. From a policy standpoint, it is important to know
Eow much the money supply is likelv to expand in response to open
market operations.  Unless the maximal response 1§ regarded as likely
to occur, the knowledge that it is the reciproeal of the average reserve
requirements is not very helpful an indicator of the expected change.
in the supply of money.

We submit that the actual response of the nmoney supply to varia~
tions in reserve requirements and open market operations can be
relinbly ascertained with sufficient, precision tg vield valuable informa-
tioni for poliey purposez.  The Federal Reserve authorities have ample
resources nt their dizposal to improve their knowledge on this impor-
tant issue. If they direct their rescarch staff to supply a firmer
foundation for policy decisions, they will appreciate that the weight
of evidenee renders the estimates of a sixfold or sevenfold expansion ¥
quite unreasonable.  Our studies suggest that the appropriate mul-
tiplier for policy operations i$ no more than one-half the size of the
multiplier suggested.

The concentration of Federal Reserve attention on the reciprocal
of average reserve requirenients as an “indicator” of the response of
the monetary system to policy actions is closely allied to the kind of
currency llmttm'ns recognized and discussed. A disregard or denial
of the public’s desire to ullocale ussets between currency, demand,
and time depozits leads to the omission of these factors when consid-
ering the maenitude of the response of the money supply to changes
in policy action.  The principal remaining factor, the average reserve
position of the banking system, is then treated as the only factor
worthy of consideration.

The position of the Board with respect to currency patterns is
quite clear.

The forms in which the aggregate money supply is held
reflect the preferences and conveniences of individuals and
businesses, and althaugli®tdigizafTect materially the structure
N ——————————————— s
13 An example with amblruous meufing m: g in the “Reply of Willlam McC. Martin, Jr.”

] ; t AYS Ko
Fatnan hering, pp. 35-3E An GampleaHrating () second version can be found in an article by W.
Ricfler, “Open Murket Operations in LangTora, &\-cun}ia" Federal Reserve Rulletin, vol, 44, No. 11,

o~

P 12001250, tootnate 20 Ricfler evaluptes the fripact 6L3hen market operations on interest rates, In the

;-ompx‘g of hit srgument, the reeifrogal ef average reserve rgquirements is used to measure the response that
ypicaliy oomrs. E o
¥ Rietler, flad.
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FEDERAL RESERVE'S APPROACH TO POLICY 9

and operations of our financial institutions; they do not
ordinarily have great significance from the standpomt of the
adequacy of the overall supply of money.”

A statement of more recent vintage reaffirms the Board’s view. Part
5 of the Board’s answer to question I (see appendix) elaborates on
the role of currency in the monetary mechanism. The only references
are to seasonal fluctuations and “secular growth.” One may easily
grant the Board’s fullest awareness of random flows of currency
between the public and the banks. But there appear no clues to
signal an awareness that the public’s division of money balanges
between currency and checking deposits is neither accidental nor a
purely scasonal process. Most importantly, there is no awareness of
the cyclical component in the public’s currency behavior. Nor is
there recognition that the currency patterns have (1) persistently and
quite decisively contributed to shape the cyclic behavior of the
money supply, (2) that in the early thirties, and (3) again in the early
postwar period, these currency patteras dominated the behavior of
the money supply.

Finally, the Federal Reserve’s usage of the reciprocal of average
reserve requirements as an ‘‘indicator” of system response, combined
with its truncated views about the currency patterns, prevent any
recognition of the important role of “currency spillovers.” Such
spillovers of currency to the public occur as typical and persistent
features of the response mechanism triggered by changes in reserve
requirements and open-market operations. And these spillovers are
a major reason why the response of the money supply to open-market
operations (or changes in reserve requirements) has been on the average
less than 50 percent of the reciprocal of average reserve requirements.'®

We could go on to discuss other features of the general Federal
Reserve coneeption and furnish additional support for the view that
the Federal Reserve has failed to develop a clear or systematic under-
standing of the money supply mechanism. But such discussion raises,
but does not answer, fundamental questions about the system. Why
has the Federal Reserve failed to develop a coherent notion of the
monetary process? Why does its knowledge of the response of the
nmoney supply to policy operations remain inchoate? Why has the
Federal Reserve, aided by its large research staff, failed to recognize
the importance of detailed evaluations of the notiops that guide its
policies?

SOME REASONS FOR THE SYSTEM'S FAILURE TO UNDERSTAND THE
MECHANISM

An explanation for the absence of deliberate and systematic evalu-
ation of the monetary mechanism by the Federal Reserve is not hard
to find. Two factors appear to be of paramount importance: (1)
The Federal Reserve is organized and operated in a way that places
overriding importance ang focuses principal attention on week-to-
week, day-to-day, and even hour-to-hour changes in the money and
securities markets, (2) the viewpoint of the System is frequently that
of an individual banker rather than that of a regulating authority for
the monetary system and for the economy as a whole. This attitude

11 Patman report, p. 338,
1t The problems arising from faflore to incorporate the public’s destred holdings of currency in the money
supply mechanism will be discussed in ch. 6.
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10 FEDERAL RESERVE'S APPROACH TO POLICY

is reflected in a number of prevailing views; e.g., the System’s explana-
tion of the effect of member bank borrowing, the concern with essen-
tially random and often self-reversing changes in the money market,
the 1mportance attached to daily changes in reserve position, the
concern about temporary redistributions of reserves from one class of
banks to another, and similar features that pervade and shape the
System’s policies.

These statements should not suggest that there is no concern or
interest in longer range problems. On the contrary, we will later
detail the excellent record of the Federal Open Market Committee in
recognizing changes in economic conditions in the postwar period.
But we will present evidence to support the view that the absence of
an explanation of the behavior of the money supply and its response
to Federal Reserve policy often prevents the System from taking
appropriate action to reverse the inflationary or deflationary forces
‘that it so clearly recognizes.

The Federal Reserve is an organization and like many other organi-
zations it is likely to devote attention to those tasks that must be
done within a particular time period. In the pressure to solve day-
to-day operating problems, extensive research into the monetary
mechanism has been given low priority. Moreover, the efforts of the
research staff have been focused principally on those tasks that are
of concern for the solution of operating problems, e.g., the develop-
ment of procedures to more accurately estimate daily float or the
demand for currency on holidays.'” Again, like other organizations
“Gresham’s law of planning” has been operative: Concern with
daily routine has driven out longer range research activity.!®

Concern with daily operations

No clearer illustration of this point can be found than Roosa’s
description of the work of the trading desk at the Federal Reserve
Bank of New York."? A distinction is made between “defensive’ and
“dynamic’’ operations. The former are concerned with the “avoid-
ance of niechanical disturbances’; the latter are a means of promoting
‘“economic growth within a pattern of sustained stability.” ® To
sccomplish the former, there must be projections of daily Hoat, con-
ferences with the Treasury about the actual or projected balance,
during the next few days, discussions with commercial bankers,
dealers in Government securities and Federal funds about movements
of money into and out of New York, and a host of similar facts about
currency, bank positions, etc.

In marked contrast, we are told almost nothing about the ‘“dy-
namic” operations other than that somehow they “‘emerge from the
day’s confusion as a dominating force * * * that it has long since be~
come second nature to the operating personnel to handle each with its
defensive and its dynamic aspects joined together.” * We are not
told clearly what emerges, but the context suggests that some measure
of reserves has been kept within a desired range. We are never told

L1 . i thd .
Now York 0 Fhns 1 00k o Baet et tho F ogorm Koo ma shovi DE b o Resecve Bank of
range problems, but that the Federn) Reserve rescarch staft has focused almost exclusively on such problemsa
::thBrVChil{)OSéﬂ ‘a"ii}x;{"{)e}? )‘. Slrgon. “Organhatiops" (New Yorkv: John Wiley & Sous, 1958), p. 185.
York: Federa) Reserve Bank of New Vork. 100). bee st ths Sistodent o B0 Romings, Harket (New
Angual Report of the Federal Reserve System for the {gnsaor&w%gtﬁ lfelﬁirxlltgogel;org ih%oﬁ)sieﬁ?x}:c&;;i::i‘:: ?Jfot o
m;gtee (Washington: U.S. Government Printing Office, 1961, p. 7). aa

1bid., p. 105.
= Thid., p. 105.

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



FEDERAL RESERVE'S APPROACH TO POLICY 11

how the System judges the adequacy of the growth of the money
supply, if indeed that judgment is made.

Although the words “dynamic” and ““defensive’ are not used, the
published reports of the meetings of the Federal Open Market Com-
mittee (FOMC) reflect much the same spirit. Unlike the trading
desk, the FOMC does consider the operation of longer term factors.
However, much of the discussion centers on the problems of extremely
short run variations and the need for “defensive’ operations to coun-
teract taxpavments, float, gold and currency drains. Decisions are
made about operations for the next few weelks and are taken relative
to the position of the monetary system and money market during the
preceding 3 weeks. Very little discussion is devoted to the longer term
prospects of the economy and even less attention is apparently paid to
the specific monetary actions that could achieve a higher level of-
employment and real income at the end of a given 6-month or 1-year

eriod.

P The reasons for the absence of discussion and plans to implement
a longer range monetary policy are probably varied. But the un-
developed state of knowledge about the relation of money to the pace
of economic activity and the relation of Federal Reserve policy to the
behavior of the money stock cortributes to the neglect of H)onger range
policy. If there is no estimate of the magnitude and timing of
changes in the money supply in response to open-market operations
or changes in reserve requirements, there can be no fruitful discussion
of the desired policy actions'over any sustained period.

Thus policy decisions are made with a very short-run focus. The
bulk of Federal Reserve operations are conducted to adjust the reserve
positions of banks to temporary :market conditions. In the process,
policy changes are introduced. But there is no mechanism presently
1 use that attempts to make certain that the sum of all of the
changes—the ‘“‘defensive’” plus the “dynamie’ changes—will produce
the desired supply of money or anything closely approximating that
sum.

However complex the relation that connects bank reserves with
the supply of money, monetary policy must be predicated on the notion
that changes in reserves do produce changes in the stock of money.
Whether the changes in reserves arise because of ‘“‘defensive’” or
“dynamic’”’ operations is not the issue. A change in reserves, what-
ever name or reason is attached to it, alters an important determinant
of the money supply. The result of the almost continuous variation
in the rate of change of the reserve base is reflected in an almost
-continuous variation in the rate of change in the stock of money.
Some of these variations are of course seasonal and reflect the con-
scious policy of reducing seasonal variations in interest rates by
introducing seasonal variations in the reserve base, But one need
only study the month-to-month changes in the stock of money or in
the stock of credit to become convinced that month-to-month varia-
tions reflect more than seasonal adjustments.

Table II-1 displays the variations that have occurred in the rate of
change of some selected money and credit magnitudes. The informa-
tion 18 divided into the 108 monthly changes during periods when the
economy was moving from a recession trough to a peak of prosperity
and the 46 monthly changes from peak to trough. The dating of
peaks and troughs follows that of the National Bureau of Economic
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12 FEDERAL RESERVE'S APPROACH TO POLICY

Research and begins with the peak in November 1948. The measure
that we have selected to summarize variability, the coefficient of
variation, is commonly used for this purpose. Its meaning can be
made clear quite easily. If the change in money or credit is approxi-
mately the same from month to month, the coefficient of variation will
be quite small, alimost zero. But if the changes in money and credit
during periods of recession or periods of recovery are made up of a
series of alternating positive and negative (or large and small changes),
the coeflicient of variation will be quite large. If the number is larger
than 1, the month-to-month variations are larger than the average
monthly change.

TaBLE II-1.— Aleasures of variation in the rale of growth of money and credit during
postwar cycles

Peaks to Troughs to
Item troughs, peaks,
coeflicient of | coetticient of
variation variation

Monthly change in money supply ..o voom oo 5.3 2.3
Monthly change in member bank loans and investments - 2,1 2.8
Monthly percent ehange inymoney supply.. o o oooooinooeoooos - 5.5 1.8
Monthly percent change in member bank loans and investments. 2.0 2.6
Monthly change in roney supply plus time feposits_ ... 1.4 1.2
Monthly average value of free reserves. ... oo e .85 6.6

The statistics in the table tell us something about the variability
of the money supply (demand deposits and currency) and member
bank credit (loans and investments of member banks). For compara-
tive purposes, we have provided a similar measure for the level of free
reserves, one of the primary tools of System policy as we shall note
later in this study. It appears that the level of free reserves has
substantially less variation during periods of recession or declining
activity and substantially greater variation than the other measures
during periods of recovery or rising economic activity. There seems
to be little correspondence between the variability of the level of free
reserves and the variability of the measures of money and credit.

Before aceepting the above conclusion, we must look behind the
statistical data and consider the economic behavior that they reflect.
First, the mongtary mechanism does not operate without lags. The
market response, that is initinted today, based on a misinterpretation
of Federal Reserve policy, is not completely reversed in the.following
week when the weekly Federal Reserve statement suggests that the
action that the market interpreted as a “dynamic” change last week
was really ‘“defensive.”” The “defensive reserves” that are supplied
to the market pass out of the hands of the initial recipients and may
lead to increases in the supply of money or the stock of credit despite
the fact that some “defensive” action has restored free reserves to
approximately the level prevailing several weeks earlier. Time is
required for the money supply to fall to its previous level. Second,
perceived changes in System policy have some effects on the desired
composition of bank assets between loans and investments. Experi-
enced bankers, suspecting that they observe a change in System
policy, may attempt to shorten or lengthen the average maturity of
their investments, thus inducing changes in interest rates. These in
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FEDERAL RESERVE'S APPROACH TO POLICY 13

turn alter the rate of change of the money supply.® Third, changes
in bank reserves are often used to repay borrowing from Federal
Reserve banks during periods of recession or declining activity. This
tends to dampen month-to-mmonth variations in the level of free
reserves. During periods of rising activity, banks borrew to replace
some of the reserves that are withdrawn through open market opera-~
tions. The IFederal Reserve may introduce additional variability by
attempting to offset the borrowings of member banks. Finally, the
level of free reserves for all member banks Las been positive in both
downswings and upswings, but it is larger in downswings than in
upswings. This accounts for much of the difference in the two coeffi-
cients of variation for free reserves.

Whatever the reason for the differences in variability, it scems clear
that the rates of change in the money supply and in the level of bank
credit are highly variablet Moreover, the rate of change of the
money supply is the more variable of the two in periods of downswing,
while the opposite is true in periods of rising economic activity. This
difference in the behavior of the two stocks cannot be explained with
the information that has been introduced thus far, but it will be of
concern in a later chapter.

However, one important reason for the difference is worth noting,
The measure of member bank credit chosen rises on the average at a
greater rate-in months of declining activity than in months of recov-
ery; the money supply behaves in precisely the opposite manner.?
Indeed the monthly increase in the money supply is almost twice as
lurge during periods of postwar recovery -than in periods of postwar
recession. But the monthly change in member bank credit is almost
50 percent larger on the average in the months of recession than i the
months of recovery. This striking difference in behavior will be of
importance in distinguishing between the credit and the money
doctrine.

The feel of the market

The Federal Reserve’s discussion of eurrent developments on the
credit markets typically refers to the “fecl” and “tone” of the market.
These entities seem to supply the guiding rationale for many decisions.
“Defensive” and “dyvnamic” actions are said to be welded into a
coherent pattern in response to the “feel” of the market. Indeed,
Roosa tells us that “the trading desk and the money market are
operating largely on the basis of * * * the ‘feel’ of each day’s
market * * *” 2 A(uch the same impression about the importance
of “feel” is obtained from the statements of the 12 Federal Reserve
bank Presidents: e.z., in their reply to question II in the anpendix.

The primary reliznce on *“feel” 18 something of a retrogression in
Federal Reserve operations. Burgess, writing in 1936, conveys the

u}lpression that observable market forces are more important than
[¥3 1
ecl.

R ———————]

# Thae first two reasons are generslly recoznized, Indeed spokesmen for the Svstem have used them as
;;ltqu_m;fruason for justifying the use of dealer repurchase agreements.  For example, cf., Rooss, op. cit,,

7 'The fact that we have used loans and investments for member banks rathier than for all commercial
hanks is not the major source of the difference in rates of growth of hank credit and money. It el be shown
that the difference between the rate of growth of ineney and of member bauk Joans and investments has de-
pended principally or variations in carrency, Treasury deposits, and foreign balanees,

Data on the average monthly changes are presented in fable T1-2. See pape 33.

X Roosa, op. cit. . 104, Seealso p. 65and pp. i6-79.  On p. 79 Roosa tells us that “the Jeel” of cach day's
sitiation provides the final cies to action or inaction” in the sunse that they modify the information obained
from the statistical ptojections. The italics have been added to convey our interpretation that “feel” is
dominunt over other factors.
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If one could set up a balance sheet for the banks in New
York City as a whole * * * a summary of the balance
sheets on the desks of the executives in the principal banks,
one would know from hour to hour and from day to day the
principle forces which were moving in the money market.

1t should be noted that Burgess, like Roosa, places heavy emphasis
on the importance of “hour-to-hour and day-to-day’” changes in the
money market. The difference botween them i1s not about the
importance of “defensive” operations, but about the information that
is most useful for decisionmaking. There appears to be unanimity
among writers experienced in the operations of the System that
extremely short-run operations both should, and do, reccive more
atteution than the longer run considerations,

Relinnce on “tone’ or “feel” of the money market as a guide to
System policy ure also an important base for decisions at the Federal
Open Market Committee meetings. References to these entities
are an integral part of the discussion that is said to give an indication
of the thinking of the Committee members and to assist the Manager
in interpreting a directive that is typically vague. Not all of the
background suggestions are in terms of “tone’” or “feel,” but it is not
uncommon for particular FOMC members to advise the Manager to
maintain about the same “tone” that prevailed in the preceding 3
weeks.? This may help to explain the emphasis that is placed on
“feel” in the Roosa booklet. The management of the System’s
account in effeet may be assuring the FOMC members that their
instructions are being carried out. But the broader issue is the
question: Are instructions about “tone” or “feel” helpful?

1t is surely possible and it mayv even be correct to argue that the
factors determining the stock of money, or credit, or the degree of
ease and restraint are so complex that; despite Burgess, no single
factor or set of factors can describe the “tone” or “feel’” of the market.
Further, any appropriate measure of “tone” may. be temporary; the
mensure_may have to change from week to week, or from vear to
year. Daily judgments may be the only appropriate guide to policy.
This in essence is the position taken by some members of the FOMC.*
QOur interpretation of the answers of the 12 Presidents, and our inter-
views with some members of the FOMC, suggest that this is an
importunt prevailing view, )

Whatever the factors determining the degree of ease or restraint,
most students would agree that ease and restraint change. What is
involved is a much more fundamental point: Can the FOMC guide
the Manager of the System open market account in deciding the
degree of ease or restraint that should prevail at a particular time or
over a particular period? Reference to ‘“tone’” or “feel” without any
clear indication of the meaning nttached to these words cannot serve
as a guide. The Muanager must make a judgment about what the
Committee members had in mind if he is to follow the advice of the
members. This means that the Manager is left with the crucially
important job of determining the appropriate policy, perhaps by
correctly translating FOMC statements into statements about
observable entities. Why? DBecause there exists no market counter-

s‘:;}’h!‘g: lrrx‘grge;s, The Reseree Banks and the Money Market (New York: Harper & Bros,, 1936), p. 186,
» See the 1ast paragraph of the reply of the 12 Presidents to question IT, pt. 1.
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FEDERAL RESERVE'S APPROACH TO POLICY 15

part that can be bought or sold that is called “tone.” There are
mnterest rates, securities, bank reserves, etc. Actual policymaking
must operate in these or similar terms.

The position of the 12 Presidents is that the Manager knows what
they mean because he has participated in the discussion, heard their
remarks, and understood the interpretations. Moreover, the argu-
ment runs, the reference to “tone” or “feel” occurs in the context of a
particular set of events. Reference is made to the action taken in the
past 3 weeks or in somec prior period. Thus the Manager knows the
meaning attached to “tone.”

This argument is misleading. Further, it places responsibility on
the Manager or on those members of the FOII)\IC who are willing to
offer guidelines to the Manager in terms of observable market phe-
nomena or on those whose views are given greater weight by the
Manager. Since we will shortly see that the discussion at the FOMC
does not give a clear interpretation of the directive and may often
give a scries of conflicting goals, decisions are in fact left to the Man-
ager to a much larger extent than has been suggested in official or
semiofficial statements.

The inherent obscurity of the entities denoted by “feel” and
“tone” renders any judgment about these entities very dubious.
It is difficult to determine the direction of change or to challenge
& statement that the ‘““tone” has become *“firmer.” Even the con-
scusus of a group of *“experience men’ adds little if Congress and
the public cannot appraise the validity of the consensus. In practice
one member of the FOMC may suggest that the Manager has not
maintained the ‘“tone” during the past few weeks. He interprets
all of the changes that have taken place as a different ““tone”’; another
member will disagree; he interprets the ‘“tone” as substantially the
same. Coupled with the fact, discussed more fully below, that the
suggestions to the Manager may conflict when the attempt is made
to apply them, much discretion is left to the Manager. This is
particularly the case if the Manager is the one who interprets the
“tone.”” Even the use of regular morning conferences between
FOMC members and the Manager does not eliminate the exercise
of discretion by the Manager.” . )

The foregoing should not suggest that the grant of discretion to the
Manager is necessarily evil. Our concern here is with the reasoning
that gives rise to the allocation of authority and with the correction of
Possibly misleading impressions that may have been obtained from
official or semiofficial statements. We believe that the primary reason
for the prevailing system is the emphasis placed on extremely short-
Tun considerations—the emphasis placed throughout the Federal

eserve on “‘defensive’” operations. An egcplanatgon of some reasons
or this concern is the subject of a following section. But is should
be noted that even if short-run problems are important, it does not
President of the Federal Reserve Bank of New York: “We

an fssue. We reach a decision
neral atmosphere of rcstr%%t
e

e w

¥ C, the testimon 3
. the tes of Mr. Alfred Hayes,
0 ltltg‘ ;each 8 decislgn that we are going to godout andl buyé5 s;xrgh :n‘g rtsgi%hge

are goin : in degree of pre

oreae v e & 5o ‘z‘t’;;&?ﬂ:?’fﬁ%{gﬂr?ﬁ“ﬁn decision i torms of actual purchases or sales.” ;T
Yome of the market fs 5 very difficult thing to describe unless you are actually silting ot this trading dgst sding,
theusm ::"“,1‘{ say that it 13 a compound of all kinds _of‘iryprebisxgxﬁsctggé eydotll gg{tef;’?g tgfetzgllggﬁ 1?31 fmpogt»
‘ed of trading, what is happening to priccs T . W ashe

91 the Feg 5 ; 60. Hearings before the Joint Economic Committee (Was
Ington: Uscgl Geserve System for the Year 160, Hearings R former Manager of the System
A PO, 1961), p. 85. Bee also, the testimony of Mr. Robert Rouse, former Mans :
ltl)en Market Accoun):', 1;1)1%5_ pi??aand 31 Since it is the Manager who is “sitting at the trading desk,”
s the Manager who interprets the tone snd decides whether or not action s required.

28-046—04——4
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16 FEDERAL RESERVE'S APPROACH TO POLICY

necessarily follow that a major policymaking body, the FOMC,
must be concerned with these details. One alternative would be
the explicit delegation of authority for extremely short-run opera-
tions to the Manager. This would help to overcome the effect of
“Gresham's law of planning.” The FOMC would then be frec to
focus on the longer rango problems of monetary policy embodied in
the goals of the Employment Act.

A suggested interpretation of feel and tone

Emphasis on “feel” and “tone’ result from the very short time
horizon considered by Federal Reserve policyrmakers. These entities
appear to designate phenomena that become important because of
the choice of time period; that is, because of the overconcentration
on daily or hourly events. If a longer time horizon is taken, the
relative importance of these entities diminishes or vanishes.

Tluctuations in bank reserve positions and the related variability
in the Federal funds market can be looked upon as a series of events
that respond to systematic market forces. Mingled with these sys-
tematic events are occurrences that are primarily random or chance
events. If a particular buyer wishes to purchase or sell $20 million
in long-term Government bonds, bond prices will change temporarily.
If the calendar requires that all member banks setile their reserve
deficiences on the date of a Treasury new issue, the Federal funds
market, the market for governments, and the Federal Reserve wire
service are all taxed to handle the existing situation. Market profes-
sionals do not interpret price changes that occur at such times as
meaningful indicators of the prices that are likely to occur on the
next day or during the next week. Such price changes are essentially
random events.

The random component in the observations summarizing reserve
positions and the Federal funds market is often such a large part of
the total situation that it is quite difficult to separate random and
systematic events. This is particularly true if we look at daily and
hourly observations. As the time horizon lengthens, the relative
importance of random events dwindles. The systematic component
dominates the observations in the longer run. But the managers of
the banks’ money positions, bill traders, and the Manager of the
System Open Market Account must make judgments based upon the
changes that are occurring almost continuously. They must read the
clues and indicators to infer the nature of the events observed. In
our terminology, they must separate the random from the systematic;
that is, they must decide whether the market is moving to a new level
or is fluctuating around its old level in response to a series of chance
events. The interpretation reached by the market professionals
decisively affects the portfolio decisions made at the commercial banks
and at the Federal Reserve bank.

There is no doubt that most of the men making these decisions are
:ﬁtremel}{ capable professionals who grasp the essential features of
ofedz\ggslix(r)lﬁsg sx%lliméx(zﬁeand translalte therr_l'intvo a decision or a series

4 ons. y are rarely required to articulate the pro-
<I:§ 'ureflﬁi at they use to separate the random from the systematic.
o ‘11511; anc‘;eéx;ﬂfor the bank that they respond appropriately to the

y perturbations and that they do not make frequent,
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FEDERAL RESERVE'S APPROACH TO POLICY 17

serious misjudgments.  The successful discharge of their functions
does not generate any pressure, therefore, to channel attention toward
an explicit analysis of the random process or to articulate the resulting
information. The terms “tone” and “feel” emerge in this context
to convey a total impression, on a comparatively inarticulate and
nonanalytie level, of the concatenation of random and systematic
events. The terim “feel” is used to suggest the complex set of clues
and hehavior indicators observed by market professionals in forming
their judgments about the relative importance of svstematic and
random elements. The term “tone” might usefully refer to the
systematic position underlying the total market situation.

These considerations can also be applied to the market for Govern-
ment securities. Changes in dcmnng and supply conditions emanate
from both systematic and random sources. ?u either case, the shift-
ing market eonditions disrupt established market patterns and create
a situation that requires mgustmcms in the prevailing prices. But
no market adjusts instantancously. Time must elapse before
information filters through the market. Resources, Lmrticularly the
¥8.b9r of skilled professionals, must be used to assess this information.
‘Discontinuities” in pricing, mostly of minor ro;i)ortion, cmerge in
the period of market adjustment. For example, dealers may “s.hop
the market” for a particular issue and thereby generate slight
changes in the existing prices. Market participants watch the pat-
tern of evolving ‘‘discontinuities,” combine this information with
other clues about the condition of the securities markets to interpret
the meaning of the observations. The interpretation made deter-
mines the kind of action subsequently taken. Again, “feel” sum-
marizes the clues justifying the given interpretation, and “tone”
It'_efers to the ccntvra{, systematic position of the ever-changing situa-

ion.

The “feel” and “tone” terminology can thus be explained as a
nonanalytic response to a situation typically containing a large
random element. Such situations regularly confront the Manager
of the System Open Market Account. He deals directly on the
securities market and is exposed to the continuous 1q1{)acb of mgpalg
that require an evaluation. His preoccupation with ‘“defensive
operations puts him in much the same position as the money c_ieskn_len
or the bill traders. The very nature of ‘“‘defensive’’ operations 1m-
Poses on the Manager the same judgments and decisions; namely, to
separate systetnatic and random events in the total situation. )

.. 1f one accepts “defensive’”’ operations as a part pf monetary policy;
it would appear useful to grant general authority to the account
Manager to engage in such operations. Such authority should be
combined with the responsibility to report regularly to the FOMC
on the scope of these operations and their relation to the “dynamic
operations. The grant of authority would not radically change
Prevailing practice, but it might contribute to the removal of lengthy
1scussions about temporary changes in market conditions, float,
currency drains, et cetera, from the meetings of the FOMC. And it
would direct attention toward what is perhaps the greatest single
weakness in the present operation—the failure to develop an adequate
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18 FEDERAL RESERVE'S APPROACH TO POLICY

understanding of the relation between operations affecting bank
reserves and changes in the stock of money.*

A BANKER VIEW OF OPERATIONS

We suggested earlier that a second major reason for the failure
of the System to develop an adequate understanding of the monetary
mechanism was the System’s frequent use of a banker's view of
monetary processes. In this section, we will discuss the issue in
more detail, particularly as it relates to the Federal Reserve's dis-
cussion of “liquidity” and to the question of money versus credit
as a measure of monetary policy. These subjects will be considered
in the light of the statemnents that have been made in Federal Reserve
publications. Before doing so, however, it should be noted that our
contention regarding the Federal Reserve’s tendency to operate n the
manner of a single bank does not affect all of its operations. For
example, it seems clear that the Federal Reserve does not attempt to
maximize net income.®
The concept of liquidity

The deposits and the reserve position of an individual bank fluctuate
greatly from day to day. Withdrawals of deposits in the form of
currency, the failure of checks drawn by the bank’s depositors to be
perfectly matched by checks deposited in the bank, and other factors
contribute to the variations in the reserve position of a particular
bank., An important duty of the management of the bank is to
smooth the fluctuations in reserve position by borrowing reserves
through the Federal funds market or from the Federal Reserve
banks when the reserve position is deficient, by lending reserves or
repaying indebtedness when the bank holds reserves in excess of the
amount that is required and desired.

The prevailing arrangements require that a member bank, classified
as & Reserve city bank or Centrtﬁ Reserve city bank, must have on
hand each Wednesday at the close of business, an amount of reserves
equal to a fixed proportion of the level of deposits held on the average
at the opening of business on each day of the preceding week. For
country member banks, a biweekly period is used for computation of
the average of reserves and deposits. The end of the weekly or bi-
weekly period is referred to as the ‘“‘setilement day.” Saturdays,
Sundays, and holidays are included in the computation of the average
reserves and deposits; i.e., the average is computed for a 7-day period
in the case of Reserve city or Central Reserve city banks. Penalties
may be charged if a bank fails to meet these requirements, and penalties
have, in fact, been collected from some banks. However, a bank
may f{ail to meet its required reserves on a particular settlement day
by 2 percent of the amount of required reserves without penalty.
But it may not use this option at two successive settlement dates.®

% For a similar view and some detafled evidence 1o support it see Clatk W “ tary Dif-
ficulties and the Structure of the Monetary Bystem” J ourgstx)lo of Finxmc?:} 1952\_‘ a‘ﬁm'rt.o r'll“hehér%ﬁ e;rym in
monetary policy in the United States sinee establishment of the Federal Rescrve System scem to me 0
ﬁ‘iﬁﬂfﬁg&?& n]rxore to inadeguate economic information and analysis than to any other single factor,” p. 4.
This should not suggest lack of concern with overall objectives—emple t in d pri To
achieve these ends, the Federal Reserve must operate throu taryp Doliey.  Tmprovement ee&m_
tions should have & salatary effect oh an:hleven.lelll);.E of goals eh mone boley. Improvement in o

1 See the discussion of the use of open market operations
3 ﬁ)eq:}?g (r)fﬁxscriensigg the gnonc{l ftﬁgply. "RevieEv of tge {pal Hecauctions o 7
1e following discussion w in
to all member banks, terms of weekly

eserve requirements 8s
Annual Report,”” op. cit., pp. 70-7

1.
Settlements, but the general principles will apply
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FEDERAL RESERVE'S APPROACH TO POLICY 19

Purchases and sales of Federal funds are a means by which indi-
vidual banks that have surplus reserves can attain a more fully
invested position and higher earnings. Their willingness to do so
permits the existing volume of reserves to be distributed in such a
way that banks with actual or expected reserve deficiencies positions
can acquire reserves to cover their shortage. But the willingness to
sell or buy reserves depends upon the price prevailing in the Federal
funds market relutive to the prices prevailing on other assets that the
individual bank can buy or sell to reduce its surplus reserves or to
eliminate the deficiency. It is not necessary to have access to the
Federal funds market to redistribute reserves. Redistribution can
be—and is—accomplished by the sale of assets, e.g., Treasury bills,
by banks with reserve deficiencies. For example, a bank with a
short reserve position can sell bills to a securities dealer. The dealer
may then borrow from a bank with & temporary surplus. Such
transactions are generally made in Federal funds and accomplish
the redistribution in much the same way as a direct purchase and
sale in the Federal funds market.

The choice between using the Federal funds market or the bill
market depends upon several factors: (1) the cost of making trans-
actions, (2) the time expected to elapse before the banker plans to
reverse the transaction, (3) the prevailing market interest rates on
Federal funds and Treasury bills, (4) the amount of securities that the
banker holds above those required as collateral for Government
deposits and actual or expected borrowing from the Federal Reserve
bank, and (5) the supply of Federal funds, particularly when the
Federal funds rate is at the discount rate. Thus a bank that expects
the reserve deficiency to be a 1- or 2-day problem will prefer to pur-
chase Federal funds rather than sell Treasury bills, unless the Treasury
bill rate is substantially below the Federal funds rate. The cost of

uying and selling Treasury bills, if bill rates remain unchanged, is
approximately four basis points. This difference generally prevails
etween dealer buying and selling prices.  Even if the administrative
costs of buying and selling bills are the same as the costs of buying
and selling Federal funds, it is cheaper for the bank to pay the pre-
vailing Federal funds rate rather than to lose the interest on the
Treasury bill and pay the difference between bid and asked prices.
f the reserve deficiency is expected to persist for a period of weeks
(ie., the change has been judged to be systematic) there are con-
tinuing costs of renewing the Federal funds transaction. These cost
and yield factors are reflected in the choices made by individual banks
concerning the method used to adjust their reserve position.

Cost and vield considerations are reflected in another way. A bank
facing 2 given expected loss of reserves during _t,he course pf the week
can elect to wait until Jate in the settlement period to acquire reserves.

f vields on assets are comparatively high, many banks will prefer to
Wait as long as possible before acquiring reserves, l.e., to take a larger
chance that thev will be required to borrow from their Reserve bank or
on the Federal funds market. Under the stated conditions, fewer
banks will have surplus reserves, and those that do will hold smaller
imounts. Bankers will attempt to squecze just & few more income-
Yielding assets into their portfolios as the preqn_llmg rates. Given the
Many random factors nffecting the reserve position, more banks will be
Tunning the risk of a deficient reserve position near the end of the
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20 FEDERAL RESERVE'S APPROACH TO POLICY

settlement period. Fewer banks will have Federal funds. fo}r s:x}l{(f ‘m;ll
the amounts offered will be smaller. At such times more hanss wi

desire to buy Federal funds in order to retain their invested pﬂ?l.t‘l_(l)_lls.
The Federal funds rate will rise, but the discount rute sets a (g\llmg
above which bankers are unwilling to purchase Federal funds.®®  More
banks borrow at the Federal Reserve to muaintain their portfolio

ositions.

P iar?ger banks are usually more fully invested than smaller b:mk‘s m')'d
may even speculate on the Federal funds rate during the rts‘erﬁtﬁ
computation period. Excess reserves of larger bunks are substmmak \)
less per dollar of deposits than excess reserves of sumllcr_bm]) [?'
Larger bunks rely to a major extent on rapid readjustinents m, (‘l(,_ll'
portfoilo of short-term assets or liabilities to cover deficiencies mf
reserve position arising from the granting of loans, the movements o
deposits, and the purchase of securities. Several reasons account ff)r
these differences in reserve patterns between larger and smaller banks.
But the comparatively low marginal cost per dollar of transaction of
the larger bank’s operations on the short-term markets appears to
be an important reason. Smaller banks substitute lurger holdings of
excess reserves for an allocation of high-priced resources (skilled
professional managers) to produce the rapid rescheduling and reshuf-
fling of short-term portfolios required by a more tightly adjusted
reserve position.

Monthly average free reserves for Central Reserve and Reserve
city banks are generally negative. For the entire 14-vear period,
1949-62, the average of monthly borrowings by all such banks has
been larger than their average measured excess reserves. On the
average, therefore, these banks as a group, borrowed from the Reserve
banks to make their reserve settlement during the 14-vear period.

Statistics for country banks show that messured excess reserves
exceed borrowings on the average for the period. Indeed, report'cd
monthly free reserves of country banks have not been negative during
the entire postwar period. The monthly average free reserves 0
country banks were approximately $400 million during 1949-62.
Again, operation of cost-und-yield factors helps to explnin the behavior
of individual banks that the statistics reflect. Federal funds transac-
tions and Treasury bill purchases are generally made for a minimum of
$1 million. Smaller banks may frequently find the standard lot be-
yond the scale of their surplus reserves. Furtherimore, when oppor-
tunities for small lot transactions emerge, the associated return is
quite small. At a 3-percent Federal funds rate, a $100,000 sale
would yield a gross income of $8.33 per dayv to the seller, At this
point_the marginal return of the transaction may not cover the
marginal cost. Legal restrictions on loans to individual borrowers
limit the amount of Federal funds that a small bank can sell to &
single buyer without collaternl. The preparation of collateral in
order to avoid these restrictions substantially increases the cost to
buyer and seller of making the transaction. N evertheless, there is
substantial cyclical variability in the free reserves of country banks.

31 On oceasion s hank may not have sufficient collateral on deposit at a Federal Reserve hank to horrow
the amount required to meet its reserve deficienc

/.. On such occasions sorne banks have puid onegighth
of 1 percent above the discount rate for Federal f : fave ol

S unds. ‘The additional cost for 1 day is probably less than
the cost of moving securities to the Reserve bank, ?articu!arly if the bank and the Reserve bank are not
Jocated in the same city. Examination of the records

funds broker, Garvin,

of daity price ranges supplied by the leading Federa)
Bantel & Co., reveals very few examples in the 15 years, 1946-62,
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When interest rates on Treasury bills and Federal funds are high, the
free reserves of country banks become relatively small. In fuct,
weekly free reserves of country banks have been negative during
periods of relatively high bill yields, as in 1959.

Neither an individual bank. nor the banking system as a whole can
create reserves. That is a privilege granted by Congress to the Fed-
eral Reserve System as an exclusive right.  Individual banks can and
do distribute the availuble reserves among themselves. The extent
to which the redistribution takes place reflects the operation of cost-
and-yield factors as they affect im{)i\'iduul banks and bankers.

The foregoing discussion can be summarized by saying that banks
have a demand function for cash assets or reserves that is dependent
on cost-und-vield factors. At any particular point in time, the meas-
ured amount. of excess reserves that an individual bank holds reflects
the expectations of the hanker about forthcoming reserve drains and
the relation of the costs to the revenues that will acerue if more assets
are acquired and more reserves are lost through the clearing mech-
anism. ¥

We have perhaps belabored these points but they are essential to
an understanding of the problem of bank “liquidity.” Spokesmen for
the Federal Reserve System often talk about measures of liquidity
for the banking system us if they were independent of monetary policy
operations and unrelated to prevailing market conditions. At times,
similar references are made to the “liquidity of the economy.” As an
example consider the statement by Mr. Robert Stone, Manager of
the System Open Market Account, describing operations during the
year 1962.

Morcover, attention began to focus on the size of the
expansion in bunk credit and total liquidity that had already
occurred. It appeared that monetary policy had reached the
limit of its usefulness as a stimulus to economic activity.
Consequently, * * * the System shifted * * * toward slightly
ess case.®

This conclusion ignores the effect of Federal Reserve policy as a
major factor shaping interest rates on time deposits, Treasury bills,
and other short-term assets and thercby encouraging individuals and
businesses to hold their liquid assets in time or savings deposits rather
than in some other form. Furthermore, the statement suggests that
further increnses in member bank reserves would have no effect on
Interest rates or on the public’s demand for money and other assets.

t suggests that as a consequence, it did no harm to move in toward
an allegedly “tighter” monetary policy. This is in part a result of
viewing the effect of monetary policy in terms of broad measures of
h‘hxirlity rather than in terms of currency plus demand deposits.
Such broad mensures hide within their sum the redistributions of the
Public’s assets in response to interest rate changes. )

he public’s reallocation of deposits between demand and time
accounts affects the volume of total deposits, the money supply, 3}"’(1
Interest rates on assets typically acquired by banks. The pubhc_ s
allocation pattern is also sensitively responsive to variations in
-ﬁ‘ﬁ—— “ >
o o B 60, Ko Brunner, . Sclerts or the Suppy

Theory of Money.,” International F.conomic Review, January 1961; and A. J. Meigs, Free Reserves and the

Money Supply (Chi . University of Chicago Press, 1962).
n "Fedlm%rl) hé&f@%‘}»k gi[‘ner?ﬂ'(fperations in 1962,” Federal Reserve Bulletin, April 1963, p. 431.
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interest rates, in particular the rate offered on time deposits, the hill
rate, and bond yields. Relatively high interest rates on time and
savings deposits-encourage individuals and corporations to maintain
deposits in that form rather than in the form of demand deposits.
Recent actions of the Federal Reserve authorities operated directly
on this interest mechanism, with important consequences for money
supply, “liquid assets’” and the structure of interest rates. 'l‘he
modification of regulation Q in January 1962 enabled commercial
banks to adjust their time deposit rates to prevailing market condi-
tions. The public responded to this relative rise in the time deposit
rate with a large conversion of demand into time deposits. This n
turn encouraged banks to acquire longer term assets; (municipal
bonds and mortgages) rather than to seck loans by lowering interest
rates to business borrowers. And this is reflected in the composition
of bank portfolios at the end of 1962. The sharp rise in total deposits,
the hesitant movement of the money supply, and the relative decline
in mortgage yields and other longer term vields are the reflections of
the response by banks and the public to the events described. The
Federal Reserve’s policy was thus the decisive factor shaping both
the growth in “liquid assets” and the realignment in the structure of
Interest rates.

The confusion generated by the references to measures of bank
liquidity without references to the effect of interest rates is amply
demonstrated by other publications of the System. For example, one
of the monthly publications of the System,* recently discussed the
liquidity of weekly reporting member banks at the end of June 1963.
One measure of liquidity, the ratio of total deposits to total loans
declined during the first 6 months of 1963. This fall in liquidity
reflects the banks’ adjustment of their asset structure to evolving
market conditions and particularly to prevailing interest rate levels.
Another measure of bank liquidity that is cited, the ratio of US.
Government securities maturing in 1 year to total deposits, declined
also. The report finds this decline “less encouraging.” The ac-
companying table strongly suggests that the reporting banks sold
Treasury securities and ncquired “other seccurities,” largely tax-
exempt municipal bqnd_s,_loans to foreign banks, and mortgage loans.

At other times,* liquidity of banks is defined as:

(1) The ratio of short-terin loans to long-term loans, and
(2) The ratio of Government securities to loans.

The components of total earning assets or of total deposits do not
expand and contract at a uniform rate. The composition of both
assets and deposits responds to the prevailing structure of interest
ﬁltes. And these interest rates are not independent of Federal
X ese;(ri‘ytev policy. Quite different signals are given by the various

?m fl y ratios at different times, Without a well-conceived frame
of refercnce, th.e meaning of the host of liquidity measures remains
opague. To eliminate the confusion caused by differences in siznals,
studies of the effects of interest rates and other market phenobmena

on the quantity of particular types of assets demanded by banks and

3 Somewhat Less Ease,” Monthly R -

e 2 y Revlew of the Federal Reserve Bank of San Franct 3
of Ne’ghg{ srlgnilggﬂg t;g;dlg,;smltla)tions of Free Reserves,” Monthly Rcv(ov.{ oﬂhcﬂﬁ%ﬁ& ‘;{gﬁ;’:‘}c‘%’a{,x
Tithin the Feamoygmber 1038 roblems that arise with these definitions are reflected in the discussions
and *“long-term”’ and the diﬁe};gerf;xeaé l!ls(i‘relttel:'?)rtﬁst‘i%?lny!og e,cPiiting meaning of the words "short-teri
and by different individuals. Review of the Annualwkzp‘;tm'e 'Fs?c;g.‘ cr;f sc;;c ;)s_-%cm st various thes,
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by nonbanks ure required. After 50 years, the Federal Reserve has
only recently recogmzed the importance of this point.®

Meanings assigned to lguidiy

“Liquidity,” like eredit, does not always have the same meaning
when it is used in System publications. At least three separate no-
tions seem to be conveved. First, liquidity is used to suggest a posi-
tion of the monetary system or the economy which is likely to induce
expansive action at some future date. Second, liquidity is used to
describe a condition that seems to be directly opposed to the first
position.  When this meaning is assigned, excessive liquidity is said
to hinder or prevent the effectiveness of monetary policy designed to
expand the cconomy. The third meaning of liquidity seems to be
inversely related to the risk of capital losses or default losses that are
expected to occur. ‘I'his notion seems to be closely tied to “‘sound
credit.,”  We consider each in turn.

When the first meaning is assigned to “liquidity,” the discussion
may refer either to the monetary system or to the economy. A highly
“liquid” economy is considered more likely to experience an increase
or ucceleration of aggregate demand. The prevalence of high liquid-
ity in the monetary system appears to be an influential factor in
determining the rate at’ which bankers add to their portfolios. When
either the economy or the monetary system is said to be highly liquid,
inflation is often regarded as a likely consequence. o

This view of liquidity seems to result from two characteristic
features of the Federal Reserve conception: (1) the concentration of
attention on extremely short-run events and (2) the failure to recog-
nize behavior patterns and market responses that economists refer to
in the concept of demand. The Federal Reserve authorities have
acquired detailed experience about the immediate impact of their
policy action on a bank’s reserve position. An initial effect of an
open market purchase by the Federal Reserve is an increase in the
reserves of some group of banks; i.e., bank liquidity is_increased.

l}e particular banks respond to the increased “fiquidity”’ by making
suitable adjustments in their portfolio of earning asscts. The magni-
tude and the type of response depend on the individual banker’s
]l_ldl%ment about the nature of the event and on the prevailing market
Yields,

Bankers do not respond in the same way to systematic and mndoxg
changes in reserves, ns we noted in the section on “tone” and “feel.
Given the level of market interest rates, a larger part of the increase
In reserves will be offered on the Federal funds market if the increase
n reserves is regarded as a random change. Moreover, when yields
are low, an individual bank chooses to hold a larger portion of the
addition to reserves, whether the change is systematic or random.

he volume of earning assets acquired is smaller for any given injection
of reserves under these conditions. ‘I'his is a reflection of two basic
Influences operating on a bank’s adjustment process. One is the
margingl cost scheJule associated with acquisitions of earning assets
and the reshufiling of portfolios on settlement dates. This schedule
femains unchanged when interest rates decline. The second major
Influence shaping the response is the marginal revenue schedule.
m:w'es," Periew of the Federal Reaeree Bank of St. Louis, April 1963. “Evidence suggests

that each bank attempts Lo keep escess reserves at a practical minimuin in view of all the pertinent clr-

: i the bulk of them
Seam ces.  For practical purposes, these reserves afe ¢xczas in o kftlgll.:ﬁge’:iu’ mé: also the discussion

Seem to be needed rate effictently.” p; 15. [ 8]
DD, 14 ibid that éﬁm{,‘g’@‘;}‘ St tois questian is regarded as an unresolved issue within the System.
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The fall in interest rates lowers the marginal returns to be expected
from investments and loans. ) )

When the individual bank expands its earning assets under the ymn-

act of a systematic change in reserves, some reserves are generally
ost to other banks. In the Federal Reserve terminology, an increase
in “liquidity” has generated an increase in “pam’k credit.” Other
banks acquire reserves and become “more liquid.” If these reserve
acquisitions are regarded as systematic changes, additional expansion
of bank portfolios results. The process continues until the reserves
originally injected have been absorbed in required reserves and in
the banks’ desired holdings of excess reserves. .

At every stage of the process, the “liquidity” of some banks is
increased.  This is followed by an expansion of “bank credit.
These observations of the extremely short-run dynamics of ths
monetary process suggest the meaning of the first, or “overhang,
notion of liquidity, viz, that greater liquidity means a larger potential
incresse in the money supply and bank ecredit. When the “over-
hanging liquidity” is large, the authoritics appear to move cautiousty
and hesitantly. Further bank expansion is expected to occur even-
tually. An additional supply of ‘“liquidity” will add to the rate of
potential expansion and perhaps generate inflationary pressures.
Judgment calls for consideration of restraint by the monetary
authorities to prevent ‘loose money markets.” .

This interpretation of “bank liquidity” is seriously misleading.
The error does not occur in the description of events that associates
a systematic increase in reserves with the expansion of bank portfolios.
In the very short run, variations in the supply of reserves are correlated
positively with changes in bank portfolios. This typical occurrence
has been correctly observed by the monetary authorities. But, the
day-to-day view of the monetary process that the authorities take
inhibits further consideration of the adjustment process.

Once we acknowledge that banks have a demiand for reserves that
responds to changes in the yield of portfolio assets, we are no longer
free to associate a given amount of “liquidity’”’ with a given change
in money supply or bank portfolios. Assume that banks are holding
the amount of reserves that they desire to hold at present yields on
assets. An increase in reserves, that is judged to be systematic,
raises the supply of reserves above the amount that banks desire to
hold. The resulting surplus reserves, the differcnce between actual
and desired reserves, will lead to an expansion of bank earning assets
and deposits that absorbs the surplus reserves into required and
desired reserve holdings. This process takes time; it is not observable
in the very short-run movements that play an important role in
shaping the Federal Reserve’s understanding of the monetary system.
. Recognition of increased surplus reserves rather than an increase
in the supply of reserves as the driving foree in the portfolio expansion
process leads to a major modification of the Federal Reserve view.
In their terminology, we would say that increased “liquidity” leads
to an Increase in “credit” only if surplus reserves increase. 1f desired
reserves Increase step by step with actual reserves, there are no
additions to surplus reserves and no expansion in bank portfolios.
Further, if desired reserves increase by more than actual reserves,

P‘anks will reduce earning assests no matter what the measure of
overhang liquidity” may be.

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



FEDERAL RESERVE'S APPROACH TO POLICY 25

The first notion of liquidity as a {actor generating a potential ex-
pansion of credit suffers from a complete disregard of the banks’
demand for reserves and the position of cost-and-yield factors in the
determination of desired reserve positions or of surplus reserves.
The misinterpretation of the very short-run relation between “liquid-
ity” and portfolio adjustment for a single bank is matched on the
aggregate level by assigning a significant role in the process of mone-
tary expansion to some measure of ageregate “liquidity.” Varia-
tions in “liquidity,” however, mean nothing by themselves. Their
meaning depends on a frame of reference usefully explaining the
behavior of the monetary system. A highly “liquid” banking system
frequently occurs during periods of recession when low interest rates
lead to an increase in the desired reserve positions of the banks. In
the absence of additional reserves, banks reduce earning assets and
deposits until actunl and desired reserve positions coincide. In this
case, large “liquidity” is the result of & process of contraction and is
without the inflationary significance attributed by the Federal Re-
serve. Additional increases in reserves, at such times, avoid the
contructive process and permit the banks to adjust desired to actual
reserves,

The interaction of the banks’ demand for reserves with the supp'ly
of reserves plavs u central role in the monetary mechanism. Dis-
regard of the demand for reserves makes it impossible for the Federal
Reserve to understand and learn from the events of the great de-
pression, leads to the notion that “overhanging liquidity” is in-
flationary, and prevents the development of a more thorough under-
standing of the monetary process. In particular, the Federal Reserve
fails to recoghize that a hank’s desired reserve position moves more
slowly thun the actual supply of reserves in response to evolving
market conditions and the random and systematic forces operating
on the monetary system. . .
_The second strand composing the liquidity notion may be incon-
sistent with the first. In the second view, the prevailing level of
“liquidity” is either an indicator of the effectivencss of monetary
policy or a eausal factor making monetary policy effective or in-
effective. Targe liquidity is said to indicate or contribute toward
Ineflectiveness, and conversely. It is conceivable that the first
Notion, “overhanging liquidity,” and the second are compatible in
Federal Reserve thinking. Increased “liquidity” might contribute to
future inflation and to present “incffectiveness.” Such a view might

elp to explain the concern about “loose money markets.”” However,
Speculation along these lines is rarely fruitful. It serves only to
Indicate once again that there is an absence of clarity and of nn"eyphmt
statement of the position occupied by words like “iquidity” in the

ederal Rescrve’s frame of reference. s

One possible frame of reference that was dcvelo.ped within _the
Federal Reserve System helps to clarify the second view of liquidity.
Statements like the one made by the present Manager—that liquidity
1d reached a level in mid-1962 that made expansive pghcy; actions
useless—may be a residue of some notions developed by V’\ . W. Riefler
more than 30 years ago. Various fragments of Riefler’s cqn_ceptxog
continue to pervade Federal Reserve thinking ¥ about liquidity an
Other parts of the monetary mechanism. We will discuss this con-

¥ The reader fs referred again to our forthcoming paper for a more analytic treatment of this material.
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ception in more detail in the following chapter. Her? we_ wish to
point out that an admitted shift in the F ederal Reserve’s policy posi-
tion was justified with an assertion for which the Federal Reserve has
not developed a coherent frame of reference and consequently could not
possibly have relevant supporting evidence. An alternative con-
ception, discussed in chapter VI, implies the continued effectiveness of
monetary policy in the context considered by Mr. Stone. According
to the alternative conception, a given policy operation is more stimula-
tive when interest rates are high than when rates are low. But in
either case, appropriate policy is “effective,” if “effective’” means that
open market purchases lead to increases in the money supply.

A third version of “liquidity” appears to indicate the opposite of
risk. Assets with low probabilities of default or of capital loss are
referred to as “liquid’”’ assets. This definition of liquidity is implicit
in statements that interpret an increase in the ratio of long-term to
short-term assets as an increase in “illiquidity.”

Currency and Federal Reserve deposits are not subject to either
default losses or losses of nominal values. But such losses do affect
the value of loans and investments and hence the value of bank port-
folios. A liquid portfolio; that is, a portfolio containing a large pro-
portion of cash assets and short-term Treasury securities, is associated
with smaller risk. A smaller probability is assigned to the occur-
rence of any particular capital or default loss. In this manner, ex-
pected portfolio losses are inversely related to the prevailing level of
liquidity. A high level of liquidity is thus supposed to lower the
expected loss, reduce the risk.

The Federal Reserve authorities traditionally have been concerned
with the “soundness of credit’’; that is, the probability of capital and
default losses by banks. Bank supervision was designed, in the
Federal Reserve view, to impose some standards of “sound credit”
on banks. The intention of bank supervision is to hold expected
default losses and capital losses below some preassigned, criticaFlevel.

According to the third strand in the Federal Reserve’s views on
‘“liquidity” there exists a negative correlation between the level of
liquidity and the capital losses experienced on the average by com-
mercial banks. The deflationary consequences of substantial losses
spurs the Fedel"tﬂ Reserve’s concern with the “liquidity” of the bank-
1}1{1{; sysm’em_. This concern appears at times to dominate the Federal

eserve’s interest in the money supply. On occasion it has misled
the Federal Reserve authorities and encouraged inapproprinte con-
tractive action. This occurred under the combined effect of the first
z‘x.‘n_d the ?hl_rd strand. Expansionary policy would have raised

liquidity,” induced banks to modify portfolios in a direction in-
Xolvmg mor_e”rlsk and greater expected loss. In order to protect
sound credit” and eliminate deflationary capital losses, a hesitant
attitude concerning open market purchases has prevailed at times.

. We submit that the Federal Reserve's concern with “liquidity”’
:lsrclxrlo):d:i etoaalzanvtf;glt; %,fe oclqunen({e of deflationary capital losses ab-

] , policymakers in a wrong direction. It has
misled the Federal Reserve authorities to justify measures intended
to protect the banks against “unsound credit.”” ~But such rot‘ection
of individual banks against the consequences of their I()wm oor
judgment should not be the concern of an agency instructed by Con-
gress, according to the Board, to ‘“control the money supply’”’ and
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adf'ysb monetary policy in accordance with the goals of employment
policy.

Monetary policy must unavoidably be concerned about deflationary
impulses initiated by defaults of bank loans and capital losses on
bank’s investment portfolios. But the successful elimination of such
impulses does not require protection of individual banks against
their poor judgment. It does involve, however, the protection of
depositors. = A well constructed monetary system appears to require

rotection of depositors against the consequences of “unsound credit,”

ut there is no good reason to protect bank management from such
consequences. Protection of depositors and protection of individual
banks are not the same thing and can be clearly separated by appro-
priate institutional arrangements. With such institutions successfully
operating, the Federal Reserve authorities could usefully disregard
the “quality of bank credit” and the concern for “liquidity” as an
expression of the expected loss associated with a particular portfolio
composition.

The concept of liquidity and the effect of borrowing

The confusion engendered within the Federal Reserve by the
term “liquidity” is observed most readily in connection with their
discussions of member bank borrowing.  As noted above, an individual
bank borrows from the Federal Reserve bank in connection with the
maintenance of its required reserves at the end of the settlement
period. A bank may of course anticipate a shortage and borrow in
advance of the settlement date. Banks may also borrow for emer-
gency reasons; e.g., crop failures. But most of the dollar volume of
member bank borrowing is made as a part of the process by which
individual banks meet tﬁeir reserve requirements. )

The Federal Reserve regards member bank borrowing as “‘a negative
element of primary liquidity.”?® An individual bank must shortly
repay the amount that it borrows from a Federal Reserve bank.
But the banking svstem can be, and has been, indebted to the Federal
Reserve System for long periods of time. Evidence of continuous

rrowing by groups of member banks was presented in our discussion
above. We indicated there that on the average for the period 1949~
62, Reserve city and Central Reserve city banks had negative free
reserves.  All member banks as a group have borrowed for prolonged
periods also. For example, member bank borrowing exceeded $400
million in every month from April 1925 to February 1930, \3'115}1 one
exception. More recently, borrowing has exceeded $500 million in
every month but one from March 1955 to December 1957 and from
December 1958 to April 1960. Other periods of expanding or high-
level economic activity show similar borrowing behavior for banks as
a group.

gVTVh.x? then should member bank borrowing be regarded as an
element of negative liquidity? The reasoning is straightforward for
an individual bank. Whenever a bank must repay the funds bor-

—_—

3 Commission on Money and Credit, *“The Federal Reserve and the Treasury: Answers to Questions
from the Commlgsionﬁ:m }Mone and Credit” (Englewood Cliffs, N.J.: Prentice-Hall, Inc., 19%62) p. 7.
et also, “Measures of Member il"izmk Reserves,” Federnl Reserve Bulletin, July 1963, p. 893, whgre it is
noted that “Member bank borrowing at Federal Reserve banks s generally regarded s a temporary source
of reserves both by the borrowing bank and by the Federal Reserve officials who administer discount opera-
tlons. This transitory or emergency nature ® * * tends to limit the volume of credit that can be supported
by such reserves *‘Barrowed funds are different from other factors affecting reserves. A reserve expan-
slon resulting from an increase in member bank borrowing cannot exist for long because borroyvingsdm
temporary sources of funds,” Monthly Review, Federal Reserve Bank of Atlanta, September 1963. Addl-
tional references to this point will be provided below in the discusslon of free reserves.
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rowed from Federal Reserve banks, it acquires the necessary reserves
by retarding the expansion rate of its portfolio of earning assets. In
one way or the other, the bank must readjust its assets and lmplhtles
to generate surplus reserves sufficient to repay the loan from a Federal
Reserve bank. Such readjustment may be accomplished by unload-
ing securities and calling short loans. On other occasions it may
mean that & portion of the reserves acquired after a settlement day is
applied to the repayment of the amount borrowed. Whatever the
precise form of a bank’s adjustment to facilitate the repayment. of its
debt, the expansion rate of its deposits and earning assets is reduced.
The larger the bank’s indebtedness, the greater will be the subsequent
(relative) retardation of its expansion rate.

This association was carefully observed and properly noted by the
Federal Reserve authorities. But the authorities seriously erred in
the interpretation of this observed association. This error occurred
at two distinct stages; one pertains to the behavior and position of
individual banks, the other to the behavior of the banking system.
The Federal Reserve authorities have traditionally asserted the
existence of a ‘“tradition among commercinl banks against borrow-
ing.” Banks were said to borrow only reluctantly. It is quite true
that banks rarely borrow repetitively over sequences of succeeding
settlement days. But this behavior does not necessarily reflect a
tradition against borrowing. Economic analysis suggests an alterna-
tive explanation. The pecuniary discouragement to borrow exerted
by the discount rate is supplemented in Federal Reserve practice by a
nonpecuniary—or indirectly pecuniary—discouragement by means of
administrative procedures and pressures. At least, there are con-
tinuous suggestions that such pressures might become operative.
These pecuniary and nonpecuniary costs of borrowing are important
features in the individual bank’s borrowing behavior. Moreover,
this explanation also suggests that the “tradition against borrowing”
is not the result of an inherent reluctance on the part of banks, but the
consequence ‘of Federal Reserve policy bearing on discounts and
a‘dvances. This tradition must be understood as the result of the
Federal Reserve’s administrative procedures designed to shape the
desired attitudes and behavior of commercial banks concerning bor-
rowing from Federal Reserve banks. N

Having observed the association between accumulated indebted-
ness and subsequent retardation of the expansion rate of individual
banks, the Federal Reserve authorities asserted the existence of this
association for the banking system. Many pronouncements have
been made by Federal Reserve officials declaring that a larger in-
debt_ed,x’);:gss of commercial banks retards the expansion rate of “bank
credit. On oceasion we may also read that an expansion of
reserves based on growing indebtedness is “not sustainable.” "The
latter notion has never been clarified, and its relation to the asserted
negative association between the System’s indebtedness and the
System’s expansion rate remains quite unclear. We suspect that the
two_ statements reflect different and independent notions about the
working of the discount mechanism.
fal'll‘he ﬁlf‘st statement nb(‘mt t})e System must be recognized as a

acy of composition. The Federal Reserve authorities extend to
the whole system of banks a pattern that has been observed to hold

3 Relerences will be given in the following chapter.
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for the short-run adjustment of individual banks. But this pattern
does not hold for the System, however prevalent it is for individual
banks. Whenever an individual bank retards its expansion rates—
cither by contracting earning assets or channeling reserve accruals
into repayments of indebtedness—the position of other banks is
affected. When one bank unloads assets on the market, the reserves
of other banks decline. The reduction of assets by a single bank
induces a transfer of reserves from other banks to the bank that is
reducing assets. Similarly, a bank’s deposits and portfolio will
expand by smaller amounts if newly acquired reserves are used to
repay indebtedness.  Consequently, some of the reserves lost by other
expanding banks will not be used for asset expansion. The loan
repaying bank will use them instead to repay indebtedness to the
Reserve banks. The retardation of the bank’s expansion rate thus
transfers pressure to the reserve positions of other banks and to
other sections of the country. In this way, the pressure is dis-
tributed over the banking system. Other banks replace the adjusting
bank at the discount window on the next settlement day, and there
18 a turnover in the lineup at the discount window. But the bor-
rowing by other bunks replaces the rescrves repaid by the adjusting
bank.” The new borrowings permit a (relative) acceleration in the
expunsion rate of the newly indebted banks; this offsets the (relative)
retardation of the repaying banks. The observed association of an
individual bank’s indebtedness with the subsequent (relative) decel-
eration of its portfolio movements therefore does not imply that
borrowing has a contractive effect on the banking system. .

For the banking system, it is the total amount of reserves supplied

¥ the Federal Reserve and the demand for reserves by member
banks that is important in judging the market for bank reserves. The
fact that the banking system remains in debt to the Feder_al Reserve

or long periods means that some of the reserves supplied at the

1scount window will remain available and will permit bankers as a
group to issue more deposits.  In fact, the reserves supplied through
the discount window to the banking system may increase the amount
of total reserves available to the bauking system.

Like anv other method of supplyving reserves, borrowed reserves per-
it member banks to supply a larger volume of deposits. An increase
In borrowing, other sources of reserves unchanged, has a positive, not a
Negative, effect on the monetary syster, since it increases the reserves
In the banking system. An increase in reserves attributable to a
Erowing volume of borrowing from the Reserve banks implies that the
_(relativc) aceeleration in expansion rates of borrowing banks dom-
lates the (relative) deceleration of repaying banks. Only confusion

etween individual bank behavior and the behavior of the system
8 & whole could lead to the conclusion that increases in member

ank borrowing have a negative effect on the banking system.

The first statement about the system has thus been shown to
fmanate from fallaciously attributing properties to the_ system
Which truly hold for individual members. Our discussion indicated

lat an increase in reserves, independent of its source, is expausionary.

18 view is quite consistent with the second statement sometimes
made by Federal Reserve officials. The second statement may be
Interpreted to mean that indebtedness of banks to Federal Reserve
banks cannot, grow at a constant rate. In particular, expanding
Indebtedness cannot assure a maintained growth rate of reserves.
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The growth rate of reserves attributable to expanding indebtedness
must eventually decline. This proposition has a radically different
import than the previous assertion considered. In the context of the
Federal Reserve’s prevailing views about the operation of the discount
window, the proposition is most likely correct. Growing indebtedness
emanates from two sources, viz, more banks borrow and they may
borrow larger amounts.  With an increasing number of banks appear-
ing at the discount window, the probability of more {requent applics-
tions by a particular bank increases. Increasing indebtedness thus
implies that both the probability of larger loans and more frequent
applications becomes larger. Consequently, the probability of rising,
administrative pressure applied by the Federal Reserve banks to
indebted and borrowing banks rises. This rising pressure may be
expected to retard the growth of indebtedness. Still, past obscrva-
tions about the behavior of bank indebtedness would suggest that
substantial expansions in bank borrowing occurred without decisive
evidence of a retardation attributable to rising administrative pressure.
But we do not doubt that under prevailing conceptions about the
administration of the discount window, a retardation generated by
administrative pressure would emerge at some point of a continuously
expanding portfolio of discounts and advances. The truth of the
second proposition asserted by Federal Reserve authorities is thus
dependent on its own practices.

The Federal Reserve’s misconceived interpretation of the effect of
borrowing on the banking system has important implications. Itisa
major part of the free reserve concept, one of the primary tools that the
Federal Reserve uses to judge the state of the market. By definition,
an increase in borrowing reduces free reserves. A reduction in free
reserves caused by an increase in borrowing is said to have a negative
effect on the rate of change of “bank credit.”” Conversely, an increase
in free reserves caused by a decrease in borrowing is said to have an
expansive eflect on bank credit.

In short, the Federal Reserve contends that in periods of rapid
expansion in the demand for loans, an inerease in member bank
borrowing reduces free reserves aund thus “tightens” the banking
system, while an increase in total reserves through purchases in the
open market, borrowing unchanged, eases the banking system be-
cause it increases free reserves. But if the total reserves available to
the banking system are the same in both cases, the total volume of
member bank deposits that can be supported will be the same in both
cases. Only if the effect of reserve operations, particularly borrowing,
on individual banks are confused with the effect on the banking
system as a whole can analysis lead to the opposite conclusion.®

The pernicious effect of this error in the interpretation of borrowing
will become clearer when we compare the effects of the free reserves
doctrine to an alternative view of the monetary mechanism below-

The banker approach and the Federal Reserve portfolio

The Federal Reserve’s view of the liquidity of the banking svstem
‘ v, it
affects its own operations in other ways. This is demonstrated in the
testimony of President Hayes before the Joint Economic Committee.”
The view is expressed that since banks are holders of short-term
securities as a part of their “‘secondary liquidity,” the Federal Reserve
# Commission on Money and Credit, * vers i 7
u SRmmission on Moar uegi Repmge. o 'An%s.“ (;‘ra :)c;j Q&Ts;é?ns, op. cit., pp. 117-118,
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must hold similar sccurities as a ineans of affecting the reserve positions
of banks.

In fact, the Federal Reserve does not generally buy securities from
and sell securities to member banks other than the dealer banks. It
buys from and sclls to dealers in Government securities (including
deuler departments of member banks). In the process, it absorbs or
creates member bank reserves and inereases or decreases the volume of
securities outstanding in the market. This operation changes both
member bank reserves and the outstanding stock of securities that
banks and nonbanks hold.

Federal Reserve buying or selling changes interest rates on the
securities hought and sold by increasing or decreasing the stock of
securities that the banks and the public must hold and by increasing
or decreasing the reserves supplied. It remains for the market
to distribute the effect of an open market operation over a wide range
of securities. The origin of the securities that the Federal Reserve
purchases—whether they are initially sold to dealers by banks or
nonbanks—has no effect on the outcome. If the Federal Reserve
had purchased a particular security that was not held by any bank in
the system, the effect would be similar. The reserves of member
banks would be incrensed and a particular type of security would have
a slightly lower vield and slightly higher price. Other securities are
more attractive to buyers relative to the security used in the open
market operation. A relative increase in the demand for all other
securities lowers their yield until no one wishes to exchange the
security used in the open market operation for any other security. In
the process, the prices and yields of securities with longer or shorter
maturity are affected. The amount of new securities offered and the
amount of bank loans demanded are also changed. Both magnitudes
respond to the variations in the structure of interest rates induced by
changes in bank reserves and in the stock of securities to be absorbed
by the market. In this way the effect of open market operations
begins to be transmitted to the pace of economic activity.

It may be true that the spem} of transmission is influenced by the
particular type of security that the Federal Reserve uses in its O{Jera-
tions. For that reason, the particular security that the Federal Re-
serve uses may be of some importance. This problem has not been
studied empirically, so no judgment can be reached. The point of
the discussion here is to suggest that the Federal Reserve 1s not like
any other purchaser or seller in the security market, though it often
seems to regard itself in that way.

The money versus credit doctrine .
Another major fallacy associated with the failure to distinguish
between effects of policy on individual banks and on the banking
system as a whole can best be summarized in the words of. a spokes-
man for the Federal Reserve responding to a written question: #

No difference was meant by the two terms “bank credit
expansion” as used in the May 24 revision of the Federal
Open Market Committee’s policy directive and ‘‘monetary
expansion” as used in the August 16 revision. .

The term “bank credit expansion” refers more precisely
to an increase in the total loans and investments of commer-

9 “Review of the Annusal Report * * *”, op. cit., p. 147,
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cial banks; that is, in their principal assets. “Nonetary
expansion” relates to an increase In the Nation’s money
supply, usually defined to include demand deposits of banks
and currency in circulation. Technically speaking, the
terms differ in that “bank credit expansion” approaches
the problem from the bank asset side, while “monetary ex-
pansion” approaches it from the bank liability side. Since
demand . deposits are at the same time the major com-
ponent of the money supply and the main, although not the
sole, offsetting liability to bank assets, bank credit expansion
and monetary expansion are essentially two sides of the same
coin.

An individual bank receiving an increase in reserves resulting, let us
assume, from an open market purchase by the Federal Reserve is
faced with the task of allocating the increase in reserves between
earning and nonearning assets. We have previously discussed the
effect of interest rates on this decision. And we have noted that in
the process of acquiring earning assets banks lose reserves to other
banks. From the viewpoint of the individual bank, reserves are
used to expand assets. In the process, money is created because the
loan that the bank makes to a customer is balanced by a new liability,
the deposit of the individual borrower.

Generally the loan remains on the books of the lending bank, but
most of the deposit balance is withdrawn. The prevailing structure
of interest rates will be an important determinant of the use that is
made of the money by those receiving checks written by the initial
borrower. When interest rates on time deposits are relatively high,
a larger proportion of the money that was created will be placed in
time deposits or savings deposits.

The decisions that are made by individuals receiving increases in
their cash balances or their deposit accounts have an effect on the
type of assets that banks will purchase and the rate of expansion of
the money supply and the stock of credit. 1f the newly created
money is exchanged for commercial bank time deposits, the increase
in required reserves induced by the asset expansion is smaller. The
system can, therefore, acquire additional assets at a much greater
rate than if the newly created money is held as demand deposits.
Moreover, the average time or savings deposit remains in the bank
for a longer period of time than the average demand deposit. For
the individual bank, the risk of reserve deficiencics is thereby reduced

when time ‘deposits increase relative to demand deposits. The bank
is able to ‘reach for yield,” ie., to acc

¢ | uire a larger proportion of
assets that carry higher market yields, lmve long(‘? maturities, and
are not traded in markets as highly organized as the market for

Treasury bills. Long-term municipal bonds and mortgages are ex-

a.mples of the types of assets acquired by banks whe p iti

. . - A the composition
of their depOSItS between time and deman(l (l(!p() 1 . changes in favo
of time deposits. sits cha n favor

Thus, while it is true that for a sin
credit is part and
it is not true for
The stock of cre
different rates.

gle bank the process of expanding
parcel of the process of expanding the money supply,
the banking system as a whole or for the economy.
dit and the stock of money may change at very
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Furthermore, the desired reserve position of an individual bank and
of the banking system as a whole changes during periods of expansion
and contraction in the economy. As we have noted repeatedly,
such changes in the demand for reserves by banks are a part of the
response to the interest rate changes that occur during periods of
economic expansion and contraction. A given volume of reserves
may be used to support a larger or smaller stock of money depending
on the demand by banks for reserves in excess of requirements.

Table I1I-2 shows the mean or average change in (1) the money
supply, (2) the money supply plus time deposits, and (3) the total
loans and investments of member banks, bank credit. The table
clearly reflects the fact that the substantial differences in the rate of
change of the money supply and the stock of “‘credit” that we have just
described are not simply possibilities but occur in practice.

TanLE 1I-2.—Average rates of monthly change in money and ‘“‘credit’ during
postwar cycles, November 1948 through February 1961

{Milllons of dollars}

Item Peaks to Troughs to
te troughs peaks
Change it MONCY SUPPIY. .o o oee s oo e e eceeceemem oo ememeamons 120 229
Change in money supply plus time deposits e 533 457
Change in bank eredit o ba o o - 714 91

Suppose that two individuals are judging Federal Reserve policy
to decide how expansionary the policy has been during a particular
Period. If one chooses the rate of change of the money supply
and the other chooses the rate of change of bank credit, they are
likely to reach opposite conclusions. During periods of contraction
In the economy, the credit mensure and the money §upply plus time
deposits suggest that on the average, the System is permitting or
encouraging a relatively rapid rate of recovery. However, the
money supply suggests the opposite conclusion. During periods of
expanding economic activity, the reverse is the case. Judging the
effects of Federal Reserve policy by the changes in the stock of
credit would suggest a relatively “tight policy.” Judgments based
on the stock of money would suggest that policy was somewhat
easier during the period of expansion than during the period of
contraction, ) .

The fact that the two rates differ does not immediately tell us
which is the better measure. Nor does it tell us anything about the
extent to which Federal Reserve policy has c0ntr1bu_ted adequately
to the goals of the Emplovment Act or the congressional mandate.

ut it does help to explain some of the differences between thosg
who judge monetary policy in terms of the stock of money an
Federal Reserve officials who most often refer to the stock of bank
credit, total loans and investments. For if we continue to ignore
the demand factors in the present discussion, 1t 1s clear that the

ederal Reserve has permitted on the average a larger expansion }m
the supply of money during months of expansion than during the
months of contraction in the economy. .

Since the rate of change of the money stock and the bank credit
stock are not the same in periods of economic expansion and contrac-
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tion, it is not a matter of opinion or indifference whether we use one
or the other. It is a substantive issue that has important conse-
quences for the understanding of Federal Reserve policy. Only if we
are wedded to the “banker fallacy” and view the banking system in
much the same way that the individual banker views his own opera-
tions, are we likely to regard increases in credit and money as the same.
1f the Federal Reserve had studied the data ou the rates of change
in the supply of money and the stock of credit, they could not have
reached the conclusion that “monetary expansion” and ‘‘credit
expansion” are “two sides of the same cotn.” )

Moreover, we have seen in previous sections that the desired reserve
position of commercial banks reflects interest rates prevailing in the
market. And we have argued that the response of the supply of
money to a given change in reserves is affected by prevailing interest
rates. With higher interest rates, the demand for cash balances, or
for excess surplus reserves by banks, is smaller, and the increase in
the money supply resulting from an increase in the reserves made
available by the Federal Reserve is larger.

Once we recognize that the banking system may desire to hold
larger or smaller ratios of reserves to deposits, we can understand why
the rate of expansion of earning assets (credit expansion) is not the
same as the rate of monetary expansion. It is therefore incorrect to
say that the changes in earnings assets or credit are approximately
equal to the changes in demand deposits. By doing so the Federal
Reserve ignores the change in banks’ desired reserves because it
implicity assumes that desired reserves remain unchanged and can
be forgotten. It is the sum of earning assets plus reserves that is
approximately equal to total demand and time deposits, not the
earning assets alone. Changes in desired reserves by the banking
system are accompanied by changes in the relative rates of growth of
earning assets and deposits. Failure to distinguish between the desired
reserve position of the banking system and the amount of measured
excess reserves available leads to the erroneous conclusion noted
above—that adding to the available reserves by Federal policy would
have little or no effect on the rate of monetary expansion.

_Furthermore, a given volume of total reserves can support vastly
different totals of demand plus time deposits at commercial banks
depending on the distribution between demand and time deposits that
the public chooses to make. Higher interest rates on time deposits
induce the public to hold a larger fraction of liquid assets in time
deposits. Whatever the given total of reserves supplied to the bank-
ing system by the Federal Reserve, the fraction of reserves that must
be held as required reserves is smaller. Banks can increase credit;
that is, loans and investments, at a much greater rate than demand
deposits if the public chooses to acquire time deposits by surrendering
demand deposits.

Sid'gf:dpfsv%;}én% rf;{ustmef otfhmterest rates on assets must be con-
rates are not the only (llsetgnn; . Itm? efnry. e ot tle intercst
TS oo ot the o y X ninant of the distribution of liquid assets

ime deposits, they are an important determinant.®

W E, F - h 2 4
. El T Panand o, LA A A Tompgl G Sckon Al snpblond . .
Systom and the Aggreg:te 1&01;?; Su%(m‘om&', Juno 1963; Karl Brunner, *The Structure of the Manetary

t v Functfon,’” presented at th
Society, December 1960. To be published asa chap’terp in our forthm;mmggﬁgg;gw tggi}gm etrie
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Failure to recognize the importance of interest rates for the distribu-
tion of total deposit balances overlooks an important element in the
monetary mechanism. Recognition of the variation in the ratio of
time to demand deposits as a part of the operation of interest rates
leads immediately to the recognition of an important source ex-
plaining the difference between the rates of change in the stock of
money and credit.

The data in table II-2 clearly indicate the importance of choosing
between monetary and credit expansion. Variations in the public’s
distribution of money balances between currency and demand de-
posits and reallocations of deposits between demand and time ac-
counts generate substantially different responses in total earning
assets and the money supply. These factors are of major importance
in explaining the mnrke({) differences in the rate of change of the stock
of money relative to the rate of change of credit during periods of
recession and recovery.

If we are to choose a single indicator from these two measures of
“ease and restraint,” we want to choose that measure that best re-
flects the position of the monetary system. The above discussion
suggests that it is the rate of monetary expansion that is the better
mmeasure. Failure of the Federal Reserve (1) to distinguish between
the different rates of growth, (2) to analyze the determinants of de-
sired reserve positions, and (3) to analyze the behavior of and the
factors affecting the demand for time deposits and the demand for
money has led to the use of an inappropriate measure.*

SOME OTHER CONCEPTIONS AND MISCONCEPTIONS

To conclude this lengthy, introductory discussion, four policy
decisions have been chosen to illustrate some prevailing notions_of
the Federal Reserve. Qur purpose is to show that important policy
actions and interpretations of events are based on conceptions that
havq not been validated. This does not mean that the conceptions
are mvalid or incorrect, though much of the evidence that we have
collected strongly suggests that they are. We are convinced that the
failure to assess the relevance and validity of the underlying notions
had important consequences for the economy and for the ability of
the Federal Reserve to carry out the congressional mandate. In
this section, we attempt to provide some documentation for that
conviction.

The events chosen here are illustrative only. Others could have

een used for the same purpose. Our intention is not to s‘u_gges’t;
that policy was “easy’” when it should have been “tight” or “tight
when it should have been “easy.” “Ease and restraint” do not hqvg
self-evident meaning, as was implicit in our consideration of “credit
versus money as an indicator of monetar{ policy. Such terms can
only be usefully applied within a particular frame of reference. If
that frame of reference or conception is inappropriate, actions taken
10 ease the moneta systemn may have precisely the opposite result.

ad the Federal Reserve continuously attempted to_assess their
UI}derstanding of the monetary process, many of the misconceptions
Mirht well have been discarded long ago.
\~

“ Sce the appendix for 5 compsct statement of the analytic issues underlying this discussion.
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Changes in reserve requirements, 1936-37

In the summer of 1936, the Board raised reserve requirements by
50 percent and again in January 1937 raised them to the limit per-
mitted under the law. Unemployment was above 10 percent at the
time, and economic activity was running at a pace substantially be-
low any reasonable measure of full utilization of resources. Neverthe-
less, the Board of Governors raised reserve requirements by 100
percent within 6 months. Why was this action taken when the
economy had only partially recovered from a major depression?
Did the notion of “overhanging liquidity,” discussed above, lead the
Federal Reserve to believe that this action would prevent some
possible future inflation?

The rationale for the action can be inferred from statements made
by Federal Reserve officials. One of the clearest clues is offered by
Goldenweiser writing after the events.®

After the autumn of 1933 these instruments (i.e., discount
rate and open market operations) were not usable, because
the banks were out of debt and had a large volume of excess
reserves. 'The banks were, therefore, largely independent of
the Federal Reserve System and could not be influenced by
the System’s traditional methods of eredit regulation. In an
attempt once more to reestablish contact with the money
market, the System, under authority acquired in 1933 and
1935, increased reserve requirements in 1936 and 1937 * * *,

* * * the Board made it clear that this was not a reversal
of the policy of monetary ease pursued since the beginning of
the depression * * *. The Board’s action was precautionary
in character and placed the System in a position where an in-
jurious credit expaunsion, if it should occur, could be con-
trolled by open market operations and discount policy.

This argument presumes that the situation evolving after 1933
broke a crucial link in the chain connecting the behavior of the money
supply or ‘“‘credit” with policy actions exercised by open-market
operations or variations in the discount rate. The restoration of an
effectively operating policy required substantial elimination of excess
reserves. This was accomplished by doubling the requirement ratios.
Furthermore, this action was viewed as an attempt to restore the
operational significance of traditional policy instruments without
1n(’1ucmg a contraction in economic activity.

The Federal Reserve’s interpretation of the events and of their
actions is an immediate consequence of a peculinr notion concerning
the structure of monetary processes. Under the conception developed
in some detail by Riefler,® a prominent Federal Reserve official, the
behavior of the banks’ volume of indebtedness to Federal Reserve
banks operates as a centerpiece of the whole monetary mechanism.
It can be shown that an appropriate explication of Riefler’s notion does
imply that the loss of the Federal Reserve’s “contact with the market,”
resulting from a vanishing volume of indebtedness, rendered monetary
policy inoperative. According to this conception, the policy pursued
n 1936-37 was well conceived and quite rational. It was excellently
designed to restore an effective connection between policy and the
ME}%‘} ‘frhgg‘%ggg%;e_ré;‘llgghn;%?ms of Federal Reserve Policy,” Banking Studies (Washington: Board

{Italics added.
W. W. Riefler, ““Money Rates * * *” op. cii. !
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behavior of the monetary system. The ruling conception also implied
the nondeflationary character of the rise in reserve requirements
under the circumstances.” In their view, “overbang liquidity” was
eliminated to prevent future inflation.

The approprinteness and relevance of the policies pursued hinges
completely on the validity of the underlying conceptions about the
causal structure of the monetary system. The conception ruling at
the titne of the Federal Reserve’s action was neither preordained nor
obviously true. No record shows that this conception had been
criticully assessed. Alternative conceptions vielding a radically
different interpretation of the same situation appear to be better
founded. One such conception, for which there is much more
evidence, implics that no restoration of policy effectiveness was
necessary in 1936, and that policy continued to be effectively linked
with the monetary system. i

The alternative frame of reference implies that “contact with the
market,” as understood by the Federal Reserve authorities, is neither
& necessury nor a sufficient condition for policy actions to be effec-
tively transmitted. Tbhis notion has no meaning and relevance
within the alternative frame. Morcover, the increase in reserve re-
quirements, in addition io being unnecessary, generated a serious
deflationary impulse in a situation still dominated by unemployment.
The Federal Reserve's policy in 1936-37 was not necessarily inap-
propriste. But iis appropriateness depends on the validity of the
underlying conception guiding the Federal Reserve’s actions. They
have not attempted validation. Yet a major change in policy was
introduced and later justified in terms of a conception that has little
validity or relevance and appears to be incorrect.

The appraisal of policy in 1949
The annual report published by the Board of Governors for the
Year 1949 noted that because “the System had not been in a position
Yo exert greater monetary restraint it had less scope for reversal of
policy when the time came to relax credit restraint.” #  This appraisal
of the policy situation confronting the Federal Reserve authorities in
1949 must he accepted as an appropriate interpretation, provided the
underlying conception of the monetary process is justified. The
frame of reference, noted in the previous case, appears to have domi-
nated the policy appraisal in 1949. Again, the volume of bank in-
ebtedness is recognized as a critical link in the chain. Restraining
Dolicy effects arc conceived to be positively associated with the magni-
tude of this indebtedness. It follows then, that the scope for a policy
reversal, replucing “restraint,” with “ease,” is directly linked to the
Preceding ““degree of restraint.” And the alleged ubsence of a seriously
Testraining policy before 1949 made it impossible, in the Federal
eserve’s view of things, to generate substantial monetary expansion.
nce more we note how an untested, and very questionable conception
of the monetary process had to bear a heavy burden. A policy
attitude emerged which can only be defended if the underlying con-
<eption was justified.
¢ . \ o
ot s

Conceptions About the Structure of the Money Supply. Process.”
Annua report, 1949, p. 4.

terpretations and decisions of
“Evolving Federal Reserve
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Ease in 1949

The Federal Reserve’s interpretation of the events occurring after
the peak in November 1948 provides a third example. Their interpre-
tation, and the associated action, is reflected in the {ollowing quote:

Holdings of securities by Federal Reserve banks were re-
duced somewhat to meet very strong market demand result-
ing from decreases in reserve requirements, but not in
sufficient volume to modify a policy of monetary ease.®

Beginning in May 1949, the Board lowered reserve requirements
in successive steps by a substantial margin. Commercial banks re-
sponded immediately with an expansion of their desired portfolios of
earning assets. Their response raised the demand for Government
securities and consequently lowered market rates of interest. In
order to prevent a sizable reduction of market rates, the Federal
Reserve unloaded securities from its portfolio. These open-market
sales have been interpreted by the Board as a modifying element in
the context of a basically “easy policy.” The assertions quoted from
the “Patman report” are repeated in the annual report of the Board
for the year 1949 and in an answer by the Presidents of the 12 Federal
Reserve banks to the questionnaire reproduced as an appendix to this
study. Both the answer and the annual report clearly convey the
impression that the Federal Reserve authorities engaged In “positively
stimulating”” actions to counter the deflationary pressures gathering
in the economy. )

A totally different appraisal emerges under a conception of the
monetary process to be outlined in a later section of this study.
Under this alternative conception, the monetary base adjusted for
the cumulated sum of reserves liberated (or impounded) by changes
in reserve requirements occurs as & magnitude of decisive importance.”
It can also be shown that this concept, the “extended monetary base,”
?‘ppr.oprmtely summarizes the net effect of the Federal Reserve's
‘“‘policy posture.” It is therefore noteworthy that for every month
in 1949 this magnitude was substantially lower than for the corre-
sponding month in the previous year. On the average for 1949 the
extended base was at least $500 million lower than in 1948. The
effect of the reserves released by the successive reductions in reserve
requirements was thus more than offset by the open-market sales.
The alternative conception implies that these open-market sales were
not just modifying a basically “easy policy,” but actually injecting
additional deflationary impulses into the economy. The hehavior of
"c-‘he money supply (,see charts in the appendix) clearly reveals that no

positive stimulus” was exerted. The money supply was lower
throughout 1949 than in the corresponding months of 1948, reflecting
the contractive action exerted by the decline in the base. Aiso. 8
moving 3-month average of relative changes betwecn adjacent months
shows strongly marked declines in the early months of 1949, a clear
break in the deflationary trend in April and May and a su.l;sequent
acceleration of the deflationary trend until October 1949. Thereafter
a sharp reversal occurred, and there was an accelerated upsurge.

:; %g: g?;ggg;e\?gcthghzg'e extended monetary base i i
b puinel tom e il Mot Fank B Roeme fank il b B Wi
credit to the monetary gold stock and Treasury currenc cg‘rlngélm'dtme tﬁé’ wreadd Federal Reserye ba
St e S R ke, b oyl Pl Rt Yok i e
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Further investigations reveal that the Aighly deflationary policy
of the Federal Reserve authorities was somewhat attenuated by the
R‘ersistent conversion of currency into demand deposits by the public.

his reallocation of the public’s money balances in favor of checking
deposits reduced the substantial deflationary effects of Federal Reserve

oficy. But this offsetting influence was not sufficient to compensate
ully for an inappropriate policy in a period of recession.

Our interpretation of the events in 1949 follows from the alternative
concegtion of the structure of monetary processes. Qur conception
may be completely false, and the Federal Reserve’s views may be
completely correct. But this remains to be shown. The large volume
of open-market sales made by the Federal Reserve authorities and the
decline in the money supply during a period in which polic{ is
described as “‘stimulating’’ seem at first glance to speak against their
conception.

Policy in 1953-54

The answer supplied by the Presidents of the Federal Reserve
banks to the second question in the questionnaire appended to this
study contains a reference to the recession terminating in 1954.
Attention is drawn to the free reserves of commercial banks, a domi-
hant concept in the Federal Reserve’s frame of reference during most
of the postwar period. The Presidents quite clearly convey the notion
that free reserves ubove a critical range must be interpreted as an
indication of an expansionary policy. In particular, free reserves in
the range of $500 to $600 million must be understood to reflect an
expansive policy.®

These views emerge from a conception focusing on the caussl
role of free reserves with respect to the rate of “credit expansion.”
It follows quite naturally that the large increase in free reserves
observed in 1953 and 1954 was understood by the Presidgnts as part
of a policy of “aggressive”’ ease.® When this statement is combined
with other apprasials made by Federal Reserve authorities that bear
on developments before the peak of 1953, one obtains the impression
that Federal Reserve policy acted decisively after the peak to dampen
and counteract the deflationary pressures. Data show that toward
the close of 1952 frec reserves reached a postwar minimum of approxi-
mately minus $1 billion. At the beginning of 1953 free reserves moved
uprapidly and oscillated around minus $600 million for several months.
‘Toward midyear a large jump occurred. The gmvxta_txonnl center
of the movement of free reserves increased to approximately $200
million, According to one of the Federal Reserve’s standard interpre-
tations a “policy posture” of ‘‘active ease” was counteracting the
spreading recessionary tendencies. ) .

At the start of 1954, free reserves increased again, moved during
1954 to the $600 million level, and for several months remained about
that level. Thus we note that from the begiumng of 1953 to the

eginning of 1954 there was a rise in free reserves of over $1} billion.

It is therefore quite understandable that the Federal Reserve
authorities, interpreting these movements of free reserves within their
conception, feel that their policies contributed decisively to break
the downturn. Their strongly held conception about the role of

e he area of $500 to $600 million, the money
: . . whene reserves have been for some time in the a 3500, I
Market and hank‘regrrsg p%sit::;!z have been easy and credit policy expansive.” See appendix question 1L

2 The reader may wish to consult the chart of the moving average of weekly free reserves in the appendiz,
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free reserves implied a specific interpretation of the events in 1954 and
shaped the policies actually pursued. . )

Some of the graphs collected in the appendix, particularly those
showing monthly data on the growth rate of the “extended monetary
base’”’ and the money supply convey a somewhat dilferent story. The
growth rate of the money supply fell from a peak reached in 1952 to
a bottom in April 1954. The annual growth rate _collapsed by 50

ercent over a period exhibiting a rise of $1.5 billion in the prevailing
evel of free reserves. And the deflutionary trend in the money sup-
ply persisted well into the year 1954. The extended monetary base,
which effectively summarizes the Federal Reserve’s policy posture,
explains to a large evtent the serious retardation in the growth rate
of the money supply. The extended base grew around the nuddle of
1953 at a rate of approximately $1.5 billion per year from month to
corresponding month. The growth rate of this fundamental policy
magnitude collapsed thereafter. By the end of 1953, the growth rate
of the extended base had fallen by 66 percent. This decline slowed
in 1954, but the growth rate of the extended base did not reach bottom
until September 1954. According to this index measure of Federal
Reserve actions, policy was dominantly moving in a deflationary
direction during the recession of 1953-54.

Despite the prevailing downward trend in the growth rate of the
extended monetary base, the growth rate of the money supply began
to rise in the spring of 1954. At this point the restraining influences
of Federal Reserve policy was offset by the conversion of currency
into checking deposits. The reallocation of the public’s money
balances in favor of checking deposits, s typical phenomenon in
cyclical downswings, compensated for the Federal Reserve's policy
actions.

We hasten to emphasize that our interpretation of monetary events
in 1953 and 1954 is not necessarily the “truc” or the “‘best” explana-
tion. But we do wish to note that the Federal Reserve interpreted
its policy actions in terms of an unverified framework. 'That frame-
work does not appear capable of explaining the events of 1953-54
any more than it was capable of providing guidance for policy in
1936-37, 1948-49, or at other times before nn& after.

PRELIMINARY CONCLUSION

_ The foregoing sections have developed the contention that the analye
sis of the monetary mechanism contained in many of the Federal
Reserve publications and statements reflects three basic features o
the Reserve System: (1) they have an essentially short-run, day-to-day
orientation; (2) their analysis of the monetary mechanism runs largely
in terms of the operation of a single bank rather than in terms of the
banking system as a whole; (3) their understanding of the monetary
process consists of a series of unverified strands, often unconnected
fmd. qbscure. These three factors are not unrelated. As we noted,
individual bankers and money deskmen must often take & day-to-day
approach toward the management of their reserve positions. They
often do not express great interest in analvtic frameworks designed to
separate the “systematic’” from the ‘“random.” But the Federal
Reserve has a very different role in the system and must be equipped
with verified knowledge to effectively cﬂrry out the mandate of the
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Congress. Knowledge that is adequate for the banker is often quite
inadequate for the central banker.

A number of specific fragments in the Federal Reserve conception of
the monetary process were discussed in this chapter to provide some
support for our contentions. But knowledgeable readers are aware
that a variety of notions and views compose the Federal Reserve
conception. Careful sifting of pronouncements made by Federal
Reserve officials uncovers statements conflicting with some strands
analyzed in this chapter. In particular, on the question of the
demand for reserves by banks, an interesting evolution can be observed
in recent years.®® But this situation has already been recognized as
a dominant feature of the Federal Reserve’s approach, an approach
composed of fragments and pieces of many notions that have not
been integrated into a coherent conception and that have not been
supported by evidence.

One concept that has often been at the forefront of Federal Reserve
statements in the postaccord period, the level of free reserves, has
not been thoroughly discussed in this chapter. In the following two
chapters, we consider the Federal Reserve’s analysis of “credit expan-
sion and contraction” and the role played by free reserves in policy
formation and execution. Before doing so, we wish to note that the
System’s discussions centering on free reserves are again suggestive
of their general procedures. No clearly stated frame of reference has
been formulated and tested. As outsiders, we can only consider the
mass of Federal Reserve statements, attempt to formulate a coherent
framework, and support our views with evidence from their actions
and behavior as well as their remarks. Much of the discussion in
the two following chapters is devoted to that task.

# Review of the Annusal Report * * *, op. ¢it. pp. 1534, See also the reply of the Board of Governors
to question 11, pt. 3 and to question V and the reply of the 12 Federal Reserve bank Presidents to question
V In the appendix for statements indicating the importance of the demand by banks for reserves as a factor
in the transmission of monetary policy to the economy. But this explicit acknowledgment of demand
bebavior emerged only recently. Also, it occurs in contexts exhibiting fragments quite incompatible with
the demand behavior suddenly acknowledged.
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